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Pr ef ace

A vast theoretical and enpirical literature in
corporate finance considers the inter-relationships
bet ween corporate governance, takeovers, managenent
turnover, corporate performance, corporate capital
structure, and corporate ownership structure. Most
of the extant literature considers the relationship
between two of these variables at a time - for
exanple, the relationship between ownership and
performance, or the relationship between corporate
governance and takeovers. W argue that takeover
def enses, takeovers, managenent turnover, corporate
per f or mance, capi tal structure and cor porate
ownership structure are interrelated. Hence, from an
econonetric viewpoint, the proper way to study the
relationship between any two of these variables
would be to set up a system of sinultaneous
equations that specifies the relationships between
these six vari ables. However, specification and
estimati on  of such a system of si mul t aneous
equations is non-trivial. To illustrate this problem
in a nmeani ngful manner we consider the follow ng two

questions that have received considerable attention



in the literature and have significant policy
i nplications:

Do antitakeover neasures prevent takeovers?

Do antitakeover nmeasures hel p managers enhance

their job-tenure?

Backgr ound: Publicly-held corporations often
adopt antitakeover neasures. The intent of these
nmeasures, as the nane suggests, is to mke a
takeover of a conpany that is opposed by that
conpany’s managenent nore difficult (and, perhaps,
sonetinmes, inmpossible). Also, nore often than not,
subsequent to a managenent-opposed takeover, these
managers of the target conpany usually “leave” that
conpany. Hence, antitakeover measur es, whi | e
ostensibly intended to prevent managenent-opposed
t akeovers, may also aid the nmanagers of the
particul ar conpany in increasing (the security of)
their job-tenure. During the past two decades an
over whel m ng maj ority of publicly-hel d u. S.
cor porations have adopt ed such antitakeover
measur es.

In this book, we exanm ne the inpact of firm

per for mance, ownership structure and <corporate



t akeover def enses on t akeover activity and
manageri al turnover. Qur focus is the efficacy of
corporate takeover defense. A vast literature
suggests that takeovers and the nmanagerial |[|abor
mar ket serve to discipline poor performers in the
manageri al ranks, and also suggests that corporate
t akeover defenses are designed to shield incumbent
managers from these forces. If this is in fact the
case, and the belief that notivates the adoption of
t akeover defenses is rational, the presence of these
defenses should be associated with a decline in
t akeover activity and extended job tenure for
managers.

The results presented here provide little
support for this hypot hesi s. e find t hat
antitakeover measur es are not effective in
preventing takeovers, nor are they effective 1in
enhanci ng nmanagenent’s job-tenure. W do observe a
negative correlation between takeover activity and
t akeover defense that is statistically significant.
However, when  we contr ol for the financial
performance of the conpany, we do not observe the
negative relation between takeover activity and

t akeover def ense. In a nodel t hat allows the
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rel ati onship bet ween performance and t akeover
activity to vary with takeover defense, we find that
def ensive activity is ineffective.

In the case of managenent turnover, our results
are even stronger. The frequency of CEO departures
is uncorrelated with the status of takeover defenses
at firms in our sanple. This statenent i's
consistent with both sinple correlations, and with
the estimates from probit nodels, where we find that
turnover is related to perfornmance. At firms with
poison pill defenses, ‘there is a statistically
significant relationship between management turnover
and performance.

We stress that these results do not inply that
def ensive activity is costless to sharehol ders. |t
may well be the case that managers who are shiel ded
by takeover defenses perform less well than they
woul d have had the takeover defenses not been in
pl ace. This hypothesis is consistent with both the
results reported here, and with indirect evidence
from announcenent returns. Qur evidence does,
however, suggest quite strongly that t akeover
def enses are not conpletely effective in insulating

managers from the consequences of poor corporate



financi al performance.
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Chapter 1

| nt r oducti on

1.1. Historical perspective

Cor porate managers are the dom nant power-brokers in
| arge, U.S. corporations. Roe (1991) notes that our
particular political and economic history mght be
responsi ble for the dom nance of corporate nanagers.
A substanti al literature going back to Berle and
Means (1932) has noted the relative lack of
accountability of corporate nmanagers and argued
that corporate performance in the U S. wuld be

i nproved if corporations had nonitors to oversee the

managers; see Jensen and Meckling (1976). After
Wrld War |1 through the early 1970s, U.S. was the
dom nant economic power in the world. Thi s
economi ¢ dom nance of the US. in this period is

consistent with the argunent that the corporate
governance and power structure that had evol ved here
was appropriate for U S., that is, corporate Anmerica
was delivering the goods. Hence, there was no need
to reconsider the corporate power structure. Ohers
m ght argue that our global econom c dom nance in

this period was a direct result of the War, which



had destroyed t he physi cal and econom c
infrastructure of nost other nmjor econom c players
in the world.

By the late 1970s it seened evident to even
casual observers of our economny that u. S.
corporations were losing their global conpetitive
edge. Observers in the popul ar nedia argued that the
decline in our global conpetitiveness was due to
m smanagenent of corporate resources by corporate
managers. The argunent went that corporate nanagers
were nore interested in increasing and managing
their enpires; serving the sharehol der interest was
of secondary inportance. These observers noted that
the reason managers were successful in engaging in
such behavior was |ack of neaningful oversight of
their decisions, and lack of an alternate power with
di sciplining authority.

In the 1980s, hostile bidders (raiders)
perhaps served this nonitoring/disciplining role.
However, concern about the role of such raiders on
the long-term inpact on corporations, and the near
term inpact on other stakeholders was raised; see
Bhagat, Shleifer, and Vishny (1990). Sonetime in the

| ate 1980s, hostile takeovers becane nuch rarer;



Comrent and Schwert (1995) provide a discussion and
potential explanations of this. Starting in the
early 1990s, bot h t he popul ar and academ c
comment ators started enphasizing the nonitoring role
of “relational investors;” see Bhagat, Black and

Blair (2001).

1.2. Corporate antitakeover devices

Some have suggested that corporate antitakeover
devi ces (such as antitakeover anendnents, and poison
pills) played a role in dimnishing the occurrence
of takeovers in the late 1980s. Antitakeover
anendnments are proposed by corporate boards and
approved by sharehol ders; these amendnents amend the
corporate charter so as to make control of the
corporation nore difficult wthout the existing
board’s approval. A classified board anendnent
provides for the election of typically a third of
the board in any annual election; this extends the
time required to elect a mpjority in the board. A
fair-price provi si on may require t hat al
sharehol ders be paid the same price that any
potential acquirer paid for any shares during a

certain period. Some corporations have anended their



charter to reincorporate in to Delaware — a state
that is generally considered to be manager-friendly.

Poi son pills are typically adopt ed wi t hout
shar ehol der approval. While poison pills conme in
many flavors, they typically inpose a very high cost
on a potential acquirer that the board disapproves
of; for exanple, the pill may require the acquirer
to assume large financial Iliabilities, dilute the
acquirer’s equity, or/and |essen the voting power of
the acquirer’s equity. Brickley, Lease and Smth
(1988), and Bruner (1991) contain a description of

t hese antitakeover provisions.

1.3. The econonetric problem of measuring the inpact
of antitakeover provisions

A vast theoretical and enpirical literature in
corporate finance considers the inter-relationships
bet ween corporate governance, takeovers, managenent
turnover, corporate performance, corporate capital
structure, and corporate ownership structure. Most
of the extant literature considers the relationship
between two of these variables at a time - for
exanple, the relationship between ownership and

performance, or the relationship between corporate



governance and takeovers.

The following is just a sanpling fromthe
abovenmentioned literature: Pound (1987) and Conment
and Schwert (1995) consider the effect of takeover
def enses on takeover activity; Mrck, Shleifer, and
Vi shny (1989) exam ne the effect of corporate
ownership and firm performance on takeover activity
and management turnover; DeAngel o and DeAngel o
(1989), Martin and McConnell (1991), Denis and
Serrano (1996), and M kkel son and Partch (1997)
consider the effect of firm performance on
managenent turnover; Denis, Denis and Sarin (1997)
consi der the effect of ownership structure on
managenent turnover; Bhagat and Jefferis (1991)
consi der the inpact of corporate ownership structure
on takeover defenses; |kenberry and Lakoni shok
(1993) investigate the effect of firm perfornmance on
t akeover activity; Berkovitch, Israel and Spiegel
(1998) exam ne the inpact of capital structure on
managenent conpensation; Mhrt-Smth (2001) studies
the rel ationship between ownership and capital
structure; Garvey and Hanka (1999) investigate the
i npact of corporate governance on capital structure;

McConnel | and Servaes (1990), Hermalin and Wi sbach



(1991), Loderer and Martin (1997), Cho (1998),

Hi mrel berg, Hubbard and Palia (1999), and Densetz
and Villalonga (2001); and DeAngel o and DeAngel o
(2000) and Fenn and Liang (2001) focus on ownership
structure and the corporate payout policy.

We argue that takeover defenses, takeovers,
managenent turnover, corporate performance, capita
structure and corporate ownership structure are
interrel ated. Hence, from an econonetric viewpoint,
t he proper way to study the relationship between any
two of these variables would be to set up a system
of si mul t aneous equat i ons t hat specifies t he
rel ati onshi ps between these six variables. However,
specification and estimation of such a system of
si mul taneous equations is non-trivial.

For exanpl e, econometric nodel s t hat
acknow edge the possibility that perfornance,
ownership and t akeover def enses i nfluence
takeovers do not necessarily vyield consistent
esti mat es for t he par anet ers of i nterest.
| dentification requires sone conbi nati on of
exclusion restrictions, assunptions about the
joint distribution of the error ternms, and

restrictions on the functional form of t he



structural equations. Maddala (1983) discusses
restrictions that identify the nodel when the
error terns are normal | y di stri but ed.
I dentification in single equation sem paranmetric
i ndex nodels, where the functional formis unknown
and the explanatory variables in that equation are
conti nuous, known functions of a basic paraneter
vector is discussed by Ichinmnura and Lee (1991).
Estimation of a system of equations in the absence
of strong restrictions on both the functional form
of the equations and the joint distribution of
error terms is, to the best of our know edge, an

unsol ved probl em

We are unaware of a nodel of takeover defense
that inplies specific functional forns. I f these
functions are linear, identification my be attained
t hrough either strong distributional assunptions or
excl usi on restrictions. Maddal a (1983) and
Amem ya (1985) discuss restrictions on the error
terms that identify the nodel in the absence of
exclusion restrictions. But these restrictions are
inconsistent with incentive-based explanations of

t akeover defense, since unobservable characteristics



of managerial behavior or type will be reflected in
all of the error terms. Excl usion restrictions are
therefore the nost likely path to identification.

The hypothesis that we wish to test - that

t akeover defense affects the likelihood of takeover
activity - suggests that exclusion restrictions
would be difficult to justify. Intuitively,
vari ables that affect the I|ikelihood of a takeover
will be reflected in the structure of takeover
def enses.

To illustrate the abovenentioned econonetric
problenms in a nmeaningful manner we consider the
foll owing two questions:

Do antitakeover neasures prevent takeovers?

Do antitakeover nmeasures hel p managers enhance

their job-tenure?

W examine the inpact of firm perfornmance,
ownership structure and corporate governance (which
includes corporate antitakeover devices) on takeover
activity and managerial turnover. Qur focus is the
i npact of corporate takeover defense on the
rel ati onship bet ween performance and t akeover

activity, and the inpact of <corporate takeover



def ense on the relationship between perfornmance and
manageri al turnover.

A vast literature suggests that takeovers and
t he managerial |abor market serve to discipline poor
perforners in the nmanageri al ranks, and al so
suggests that takeover defenses are proposed by
i ncumbent managers to shield thenmselves from these
forces; Jarrel |, Brickley and Netter (1989)
sumarize this literature.® DeAngel o and Rice (1983)
characterize such self-serving behavior as the
manageri al entrenchnment hypot hesi s.

An alternative interpretation of cor porate
t akeover defenses is that they represent an
agreenent that alters the distribution of bargaining
power anmpbng nanagers, shareholders, the board of
directors and outsiders, but not necessarily in a
manner that favors nanagers. Specifically, such
t akeover def enses may provi de manager s with
additional incentives to invest in firmspecific
human capital, and/or negotiate a higher bid prem um
in a takeover; DeAngelo and Rice (1983) characterize
this as the sharehol der interests hypothesis.
Knoeber (1986) points a "fundanmental paradox”

between these two hypotheses: He notes that
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proponents of the managerial entrenchnent hypothesis
oppose t akeover def enses si nce t hey i nhi bit
t akeovers which are a voluntary transaction between
target and bi dder sharehol ders. Knoeber argues that
t akeover defenses are also a voluntary transaction
anong target sharehol ders, board of directors, and
managers. A manager who is shielded by takeover
defenses nust still answer to a board of directors;
bot h management and the board nay be vulnerable to

pressure from quarters other than the direct threat

of a hostile takeover. The recent experience of
Ameri can Express, |IBM and General Mdtors illustrates
this point

By contrasting t he rel ationship bet ween
perfor mance and t akeovers (and/ or manager i al
turnover) at firms that have takeover defenses with
the relationship between performance and takeovers
(and/or managerial turnover) at firms that do not
have takeover defenses, we seek to |earn whether
def ensive activity does in fact insulate nanagers
from market discipline. The evidence from this
i nvestigation conplenments the indirect evidence from
announcenent returns.

Qur effort builds on the work of Palepu (1986),
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Mor ck, Shleifer and Vishny (1989), Martin and
McConnell (1991), Denis and Serrano (1996), and
M kkel son and Partch (1997) who docunent poor
fi nanci al performance prior to takeovers. We
incorporate their insights into a nodel that also
acknow edges the potential influence of takeover
def enses and ownership on control activity. We
contribute to the growing literature on the effect
of corporate governance on firm performance: Bhagat,
Carey and Elson (1999), Bhagat and Bl ack (2001), and
Core, Holthausen, and Larcker (1999). Qur work
enphasi zes the endogeneity in the relationship anpong
gover nance, owner shi p, performnce, and
conpensation. We also contribute to the literature
on the effect of corporate performance on managenent
turnover: Warner, Watts and Wuck (1988), Weisbach
(1988), and Denis and Denis (1995).2 W control for
the influence of ownership and takeover defense in
evaluating the effect of performance on turnover.?
Final |y, our econonetric approach and our
exam nation of rmanageri al turnover as well as
t akeover activity distinguish our work from Pound
(1987), who reports that takeover defenses are

associated with a decline in the frequency of
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t akeover activity.

The distinction between our work and that of
earlier authors is significant. We show that the
i nference that t akeover def enses decrease the
frequency of takeover activity, which is consistent
with the correlations reported by Pound, is spurious
and attributable to the om ssion of perfornmance from
the econonmetric nodel. W also denonstrate that the
om ssion of takeover defenses from a nodel of the
relati onship between takeovers (and/or managenment
turnover) and performance results in a specification
error that biases inference about the influence of
perfornmance on takeover activity (and/or nanagenent
turnover). Finally, our results suggest that self-
sel ection plays an inportant role in nodels that
rel ate takeover defenses to perfornance.

We base our analysis on the experience of a
choi ce-based sanple of firns during the years 1984-
1987. This sanple has two distinctive features.
First, the array of takeover defenses in place at
sanple firns during this time period varies w dely,
ranging from no defense to a conbination of
classified board provisions, poison pills, and fair

price anmendnents. This variation, which enhances
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the statistical power  of our anal ysi s, woul d
deteriorate if we considered a l|later tinme period
when a larger fraction of firms had adopted takeover
def enses, especially poison pills. The time frane is
al so significant because it precedes the advent of
restrictive state antitakeover statutes. A cCross-
sectional analysis based on data from a |later period
woul d reflect the presence of these state statutes;
the rapid proliferation of state antitakeover
statutes after 1987 and the concentration of
incorporations in Delaware would make it difficult
to maintain statistical power while controlling for
the influence of state |aw.

Comment and Schwert (1995) discuss the tim ng of
cor porate antitakeover def enses and state
antitakeover statutes. They plot the percentage of
NYSE- and Anmex-listed firns covered by state
antitakeover statutes during 1975-1991. Prior to
1986 less than 5 percent of the firns were covered
by such state antitakeover statutes; by 1987 about
15 percent of the firnms were covered, however, by
1988 about 70 percent of the firns were covered by
t hese stat utes. Dani el son and Kar pof f (1998)

docunent sim |l ar evidence.
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W find the joint distribution of takeover
activity and takeover defense, and the joint
distribution of management turnover and takeover
defense are consistent with the hypothesis that
t akeover def enses i nsul ate manager s from the
di scipline of the takeover narket. I n our sanple,
the frequency of takeovers at firms that have
t akeover defenses is nuch |lower than the frequency
of takeovers at firns which do not have defenses.
This result is consistent with the findings of
Pound. We also find evidence of a strong negative
relati onship between takeover defense and the
conpl ete turnover of top managenent.

An exam nation of financial performnce suggests
that it would be inappropriate to deduce from these
correlations that takeover defenses attenuate the
i nk between performance and discipline. W conpare
the performance of firns that experience takeovers
to the performance of firms that do not experience a
struggle for control, and find that in the period
preceding the adoption of takeover defenses, firns
not involved in takeovers outperform those that are
involved in subsequent takeover activity. Simlar

results obtain in the case of managerial turnover
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These relationships, which are consistent with a
disciplinary role for takeovers and nanagenent
turnover, hold for both the entire sanple (that
includes firms w thout takeover defenses) and for
firms that have takeover defenses. We al so observe
a signi ficant rel ati onship bet ween owner ship
structure and both takeover activity and manageri al
t urnover.

Qur observations about ownership and performance
notivate a cross-sectional exam nation  of t he
rel ati onship between takeover activity and takeover
defense, and the relationship between mnanageri al
turnover and takeover defense. Estimtes from
probit nodels indicate that performance swanps the
influence of all other factors, including takeover

def enses, in explaining the experience of firnms with

respect to manageri al t ur nover and t akeover
activity. The interpretation of our results is
cl ouded by a concern about econometric

identification and specification diagnostics from
the probit nodel. But our analysis suggests quite
strongly that takeover activity and nanageri al
turnover are l|linked to performance, even at firns

t hat have takeover defenses. In the data exam ned
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her e, firm performance is nmore inmportant than
t akeover defense in explaining the frequency of

t akeover activity and managerial turnover.

1.4. State antitakeover statutes

The focus of this book is on corporate
antitakeover defenses which are inplemented by
corporate boards (sonetimes subject to sharehol der
approval ). These corporate antitakeover defenses are
distinct from state antitakeover statutes, though
both attenpt to nmake corporate takeovers nore
difficult.

Prior to 1982, few states had any antitakeover
statute. During 1982 through 1990, 35 states enacted
over 70 antitakeover statutes; the jurisdiction of
these states covers about 90 percent of publicly-
listed US corporations. Following is a sanple of the
provisions in these statutes: The stakehol der
pr ovi si ons aut hori zes cor porate directors to
consider the inpact of a potential takeover on all
cor porate st akehol ders, such as, enpl oyees,
customers, suppliers, and not just sharehol ders. The
control share provision renmoves the voting right of

a large block shareholder (typically, a 20 percent
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bl ockhol der) wuntil a majority of all disinterested
sharehol ders vote to restore these voting rights.
The |abor contracts provision prevents firm from
term nating existing |abor contracts subsequent to a
t akeover. Karpoff and Malatesta (1988) and Whal,
Wl es and Zenner (1995) describe and analyze these
state antitakeover statutes. These and other authors
document a negative inpact on sharehol ders of
affected corporations of such statutes. These
studies do not explicitly consider the inpact of

such statutes on takeover activity, per se.

1.5. Overview

The book is structured as follows. We next
hi ghli ght the econonetric problem that inpacts nost
extant corporate governance studies. W note our
sanple construction and data in chapter 3. Results
are presented in chapters 4 through 6, followed by
conclusions in chapter 7. The appendix provides
details on the robustness of our enpirical results.

Chapter 2

Econonetrics of corporate governance studies

2.1. Corporate control, performance, governance, and
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ownership structure

As noted earlier, a vast theoretical and
enpirical literature in corporate finance considers
t he inter-rel ationships bet ween cor porate
gover nance, t akeovers, managenent turnover

corporate performance, corporate capital structure
and corporate ownership structure. In the follow ng
sub-sections we review the theoretical and enpirica
literature that provides support for relationships

anong subsets of these vari abl es.

2.1.1. Cor por at e control, performnce, and
gover nance

The interpretation of takeovers and manageri al
turnover as mechanisns for discipline my be

notivated by incentive-based economc nodels of

manageri al behavi or. Broadl y speaking, these nodels
fall into two categories. In agency nodels, a
divergence in the interests of managers  and

shar ehol ders causes managers to take actions that
are costly to sharehol ders. Contracts cannot
preclude this activity if shareholders are unable to
observe nanagerial behavior directly, but ownership

by the nmanager nmay be used to induce managers to act
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in a manner that is consistent with the interest of
sharehol ders.* Performance is reflected in manageri al
payoffs, which nmay be interpreted as including
t akeovers and nmnagerial turnover. Grossman  and
Hart (1983) describe this problem

Adverse selection npdels are notivated by the
hypothesis of differential ability that cannot be
observed by sharehol ders. In this setting,
ownership nmay be used to induce revelation of the
manager's private information about cash flow or his
ability to generate cash flow, which cannot be
observed directly by sharehol ders. Per f or mance
provides information to the principal about the
ability of the manager, and is therefore reflected
in managerial payoffs, which may include disnissa
for poor performnce. A general treatnent is
provi ded by Myerson (1987).

In this setting, takeover defenses nmay be
interpreted as a characteristic of the contract that
governs relations between sharehol ders and namnagers.

This interpretation is clearly warranted in the
case of charter anendnents that are enacted through
a sharehol der vote. Wth poison pills and other

def enses t hat are adopt ed uni laterally, t he
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interpretation of takeover defenses as contract
provi sions my be problemtical. But in either
case, the presence of takeover defenses is affected
by the same unobservable features of nanagerial
behavior or ability that are |linked to ownership and

per f or mance.

2.1.2 Corporate governance and performance

Most | arge Anmerican public conpani es have boards
with a majority of independent directors; alnost al
have a mpjority of outside directors. This pattern
reflects the common view that the board's principal
task is to nonitor managenment, and only independent
directors can be vigorous nonitors. |In contrast, an
i nsi der-dom nated board is seen as a device for
managenent entrenchnent ; for exanple, MI1lstein
(1993), American Law Institute (1994). The

proposition that | arge-conpany boards shoul d consi st

nost |y of i ndependent directors has becone
conventi onal wi sdom For exampl e, gui del i nes
adopted by the Council of Institutional Investors

(1998) <call for at least 2/3 of a conpany's
directors to be independent; guidelines adopted by

the California Public Enployees Retirenment System
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(1998) and by the National Association of Corporate
Directors (1996) cal | for boards to have a
"substanti al majority" of independent directors.
This conventional w sdom has only an occasiona
di ssenting voice; for exanple, Longstreth (1994).
Prior studies of the effect of board conposition
on firm performance generally adopt one of two
appr oaches. The first approach involves studying
how board conposition affects the board' s behavior
on discrete tasks, such as replacing the CEO
awardi ng gol den parachutes, or making or defending
agai nst a takeover bid. Thi s approach can involve
tractable dat a, whi ch makes it easi er for
researchers to find statistically signi ficant
results. But it doesn't tell us how board
conposition affects overall firm perfornmance. For
exanple, there is evidence that firns with nmajority-
i ndependent boards perform better on particular
tasks, such as replacing the CEO (Wi sbach, 1988)
and maki ng takeover bids (Byrd & Hickman, 1992). But
these firms could perform worse on other tasks that
cannot readily be studied using this approach (such
as appointing a new CEO or choosing a new strategic

direction for the firm, leading to no net advantage
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in overall performance. Rosenstein and Watt (1990)
find that stock prices increase by about 0.2% on

average, when conpanies appoint additional outside

di rectors. This increase, while statistically
significant, is economcally small and could reflect
signalling effects. Appointing an additional

i ndependent director could signal that a conpany
plans to address its business problens, even if
board conposition doesn't affect the conpany's
ability to address these problens. Rosenstein and
Watt (1997) find that stock prices neither increase
or decrease on average when an insider is added to
t he board.

Bhagat and Black (2001) adopt the second
approach of examning directly the correlation
between board conposition and firm perfornmance.
This approach allows us to exam ne the "bottom |ine"
of firm performance (unlike the first approach), but
i nvol ves nmuch | ess tractabl e data. Fi rm perfornmance
must be neasured over a long period, which neans
that performance neasures are noisy and perhaps
m sspecified; this is discussed |ater.

Prior research does not establish a «clear

correlation between board independence and firm
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performance. Baysi nger and Butler (1985), Hernalin
and Wei sbach (1991), and MacAvoy, Cantor, Dana and
Peck (1983) all report no significant sanme-year
correlation between board conposition and various
measures of corporate performance. Baysi nger and
Butler report that the proportion of independent
directors in 1970 correlates with 1980 industry-
adjusted return on equity. However, their 10-year
lag period is rather long for any effects of board
conposition on performance to persist.

Three recent studies offer hints that firm with
a high percentage of independent directors nmay
perform worse. Yermack (1996) reports a significant
negative correlation bet ween proportion of
i ndependent directors and contenporaneous Tobin's g,
but no significant correlation for several other
performance vari abl es (sal es/ assets; oper ating
i ncone/ assets; operating incone/sales); Agrawal and
Knoeber (1996) report a negative correlation between
proportion of outside directors and Tobin's g.
Kl ei n (1998) reports a si gni ficant negative
correlation between a neasure of change in market

value of equity and proportion of independent
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directors, but insignificant results for return on
assets and raw stock market returns.

Board conposition could affect firm performance,
but firm performance could also affect the firms
future board conposition. The factors that
det erm ne board conposition are not well understood,
but board conposition is known to be related to
i ndustry (Agrawal & Knoeber, 1999) and to a firms
owner ship structure (firnms with hi gh i nsi de
ownership have |ess independent boards; see Bhagat
and Bl ack, 2001) . | f board conposition is
endogenous, ordinary |east squares (OLS) coefficient
estimtes can be biased. Si nul t aneous equati ons
nmet hods can address endogeneity, but are often nore
sensitive than OLS to nodel m sspecification; see
Barnhart & Rosenstein (1998).

Several researchers have exam ned whether board
conposition i's endogenously rel ated to firm
performance, wth inconsistent results. Hermal i n
and Weisbach (1988) and Wisbach (1988, p. 454)
report that the proportion of independent directors
on large firm boards increase slightly when a
conpany has performed poorly: firms in the bottom

performance decile in year X increase their
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proportion of independent directors by around 1% in
year X+1, relative to other firms, during 1972-1983.

In contrast, Klein (1998) finds no tendency for
firms in the bottom quintile for 1991 stock price
returns to add nore independent directors in 1992
and 1993 than firnms in the top quintile. Deni s and
Sarin (1999) report that firnms that substantially
increase their proportion of independent directors
had above-average stock price returns in the
previ ous year. They al so report that average board
conposition for a group of firns changes slowy over
time and that board conposition tends to regress to
the mean, with firms with a high (low) proportion of
i ndependent directors reducing (increasing) this
per cent age over tine.

Bhagat and Bl ack (2001) address the possible
endogeneity of board independence and firm
performance by adopting a three-stage | east squares
approach (3SLS), as described in Theil (1971); this
permts firm performance, board independence, and
CEO ownership to be endogenously determ ned. 3SLS is
a systens estimting procedure that estinmates all
the identified structural equations together as a

set, instead of estimting the structural paraneters
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of each equation separately as is the case with the
two stage | east squares procedure (2SLS). The 3SLS
is a full information method because it utilizes
know edge of all the restrictions in the entire
system when estimating the structural paraneters.

The 3SLS estimator is consistent and in general is
asynptotically nore efficient than the 2SLS
estimtor; see Mkhail (1975).

Bhagat and Bl ack find a reasonabl y strong
correl ati on between poor performance and subsequent
increase in board independence. The change in board
i ndependence seens to be driven by poor performance
rat her t han by firm and i ndustry gr owt h
opportunities. However, there is no evidence that
greater board independence leads to inproved firm

per f or mance.

2.1.3. Corporate ownership and performance

The corporate form has consistently proven to be
a superior nmethod of business organi zation. Great
i ndustrial econom es have grown and prospered where
the corporate | egal structure has been preval ent.
Thi s organi zati onal form however, has not existed

and served without flaw. The nultiple problens
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arising out of the fundanental agency nature of the
corporate relationship have continually hindered its
conpl ete econom c effectiveness. Were ownership
and managenment are structurally separated, how does
one assure effective operational efficiencies?
Traditionally, the solution lay in the establishment
of a powerful nonitoring internmediary —the board of
directors, whose primary responsibility was
managenent oversight and control for the benefit of
the residual equity owners. To assure an effective
agency, traditionally, the board was chosen by and
conprised generally of the business’s |argest

shar ehol ders. Substantial sharehol dership acted to
align board and sharehol der interests to create the
best incentive for effective oversight.
Additionally, legal fiduciary duties evolved to
prevent director self dealing, through the medi um of
the duty of loyalty, and to discourage | ax
nmonitoring, through the duty of care. No direct
conpensation for board service was permtted. By the
early 1930's, however, in the |argest public
corporations, the board was no | onger essentially

t he dom ni on of the conpany’ s npbst substanti al

shar ehol der s.
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The early twentieth century wi tnessed not only
t he phenonenal growth of the Anmerican econony, but
al so the gromth of those corporate entities whose
activities conprised that econony. Corporations
were no |l onger |ocal ventures owned, controlled, and
managed by a handful of |ocal entrepreneurs, but
i nstead had becone national in size and scope.
Concomitant with the rise of the |arge-scale
corporation cane the devel opnent of the professiona
managenent cl ass, whose skills were needed to run
such far-flung enterprises. And as the
capitalization required to maintain such entities
grew, so did the nunber of individuals required to
contribute the funds to create such capital. Thus,
we saw the rise of the large-scale public
corporati on —owned not by a few, but literally
t housands and t housands of investors |ocated
t hroughout the nation. And with this growth in the
size and ownership | evels of the nobdern corporation,
i ndi vi dual sharehol dings in these ventures becanme
proportionally smaller and smaller, with no
shar ehol der or sharehol di ng group now owni ng enough
stock to dom nate the entity. Consequently, the

pr of essi onal managers noved in to fill this control
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vacuum  Through control of the proxy process,
i ncumbent managenent nom nated its own candi dates
for board nmenmbership. The board of directors,
t heoretically conmposed of the representatives of
vari ous sharehol di ng groups, instead was conprised
of individuals selected by managenment. The
directors' connection with the enterprise generally
resulted froma prior relationship with managenent,
not the stockhol di ng owners, and they often had
little or no sharehol ding stake in the conpany.
Berl e and Means, in their path-breaking book The
Modern Corporation and Private Property, described
t hi s phenomenon of the dom nation of the |arge
public corporation by professional managenent as the
separation of ownership and control. The firms
nom nal owners, the shareholders, in such conpanies
exercised virtually no control over either
day-to-day operations or long-termpolicy. |Instead
control was vested in the professional managers who
typically owed only a very small portion of the
firm s shares.
One consequence of this phenonenon identified by
Berl e and Means was the filling of board seats with

i ndi vidual s selected not fromthe sharehol di ng
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ranks, but chosen instead because of sone prior
relati onship with managenent. Boards were now
conprised either of the managers thensel ves (the
inside directors) or associates of the managers, not
ot herwi se enpl oyed by or affiliated with the
enterprise (the outside or non-nmanagenent
directors). Thi s new breed of outside director
often had little or no shareholding interest in the
enterprise and, as such, no |l onger represented their
own personal financial stakes or those of the other
sharehol ders in rendering board service. However,
as the sharehol ders' legal fiduciaries, the outside
directors were still expected to expend i ndependent
time and effort in their roles, and, consequently,
it began to be recognized that they nmust now be
conpensated directly for their activities.

The consequences of this shift in the
conposition of the board was to exacerbate the
agency probleminherent in the corporate form
Wt hout the direct econom c incentive of substanti al
stock ownership , directors, given a natural l|loyalty
to their appointing party and the substanti al
reputati on enhancenent and nonetary conpensation

board service cane to entail, had little incentive
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other than their legal fiduciary duties to engage in
active managerial oversight. It may also be argued
that the | arge conpensation received for board
service may have actually acted as a disincentive
for active managenent nonitoring, given managenent
control over the director appointment and retention
process.

Since the identification of this phenonenon,
both I egal and finance theorists have struggled to
formul ate effective solutions. Numerous | egal
reforms have been proposed, often involving such
acts as the creation of the professional

“i ndependent director,” the devel opnent of

strengt hened board fiduciary duties, or the
stinulation of effective institutional sharehol der
activism All, it seens have proven ineffective, as
t he passive board still flourishes. Sharehol ders,

m ndf ul of disasters at General Mtors, |BM AT&T,
Archer-Dani el s-M dl and, WR. Grace, and Mrrison
Knudsen, are keenly aware of this problem Yet the
solution may be sinple and obvious. Traditionally,
directors, as |arge sharehol ders, had a powerful

personal incentive to exercise effective oversight.

It was the equity ownership that created an
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effective agency. To recreate this powerful
nmonitoring incentive, directors nmust beconme
substanti al sharehol ders once again. This is the

t heoretical underpinning behind the current novenment
toward equity-based conpensation for corporate
directors. The idea is to reunite ownership and
control through meani ngful director stock ownership
and hence better nmanagenent nonitoring.

Under pi nning this theory, however, is the assunption
that equity ownership by directors does in fact
create nore active nonitoring. Bhagat, Carey, and
El son (1999) study the |link between significant

out side director stock ownership, effective
nmonitoring and firm performance.

The primary responsibility of the corporate
board of directors is to engage, nonitor, and, when
necessary, replace conpany managenent. The central
criticism of many nodern public conpany boards has
been their failure to engage in the kind of active
managenent oversight that results in nore effective
corporate performance. It has been suggested that
subst anti al equity owner ship by t he out si de
directors creates a personally-based incentive to

actively nonitor. An integral part of t he
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nmonitoring process is the replacenent of the CEO
when ci rcunmst ances war r ant . An active, non-
managenent obligated board will presumably nake the
necessary change sooner rather than later, as a
poorly perform ng managenment team creates nore harm
to the overall enterprise the longer it is in place.

On the other hand, a nanagenent dom nated board,
because of its loyalty to the conmpany executives,
will take much longer to replace a poor performng
managenent team because of strong loyalty ties.
Consequently, it may be argued that conpani es where
the CEO is replaced expeditiously in tinmes of poor
performance my have nore active and effective
noni tori ng boar ds than those conpanies wher e
ineffective CEO remain in office for |onger periods
of time. Bhagat, Carey and Elson (1999) find that
when directors own a greater dollar anmount of stock,
they were nmore likely to replace the CEO of a

conpany perform ng poorly.

2.1.3.1. Endogeneity of ownership and performance
The above discussion focuses on the costs of
di ffused share-ownership; that 1is, the inpact of

ownership structure on performance. Densetz (1983)
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argues that since we observe many successful public
conpanies wth diffused share-ownership, clearly
there nust be offsetting benefits, for exanple,
better risk-bearing. Sometines, as in the case of
| everaged buyout s, when t he benefits are
substantially less than the costs of diffused share-
ownershi p, we do observe conpani es undergoing rapid
and drastic changes in their ownership structure. In
ot her words, ownership structure may be endogenous.

Al so, for reasons related to perfornmance-based
conpensati on and i nsi der i nformation, firm
performance could be a determ nant of ownership. For
exanpl e, superior firm performance leads to an
increase in the value of stock options owned by
managenent which, if exercised, would increase their
share ownershi p. Al so, i f there are serious
di vergences between insider and market expectations
of future firm performance, then insiders have an
incentive to adjust their ownership in relation to
the expected future performance; Seyhun (1998)
provi des evidence on this. H mmelberg, Hubbard and
Palia (1999) argue that the ownership structure of
the firm may be endogenously determned by the

firms contracting environnent which differs across
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firms in observable and wunobservable ways. For
example, if the scope for perquisite consunption is
low in a firm then a Ilow Ilevel of nmanagenment
ownership may be the optiml incentive contract.

The endogeneity of namnagenent ownership has al so
been noted by Jensen and Warner (1988): “A caveat to
the alignnent/entrenchnment interpretation of the
cross-sectional evidence, however, is that it treats
ownership as exogenous, and does not address the
i ssue of what determ nes ownership concentration for
a given firm or why concentration would not be
chosen to maxinmze firm val ue. Managers and
shar ehol ders have i ncentives to avoid i nsi de
ownership stakes in the range where their interests
are not al i gned, al t hough manager i al weal t h
constraints and benefits from entrenchnent could
make such hol dings efficient for managers.”

There is a substantial enpirical literature that
has studied the relation between corporate ownership
and performance. Before reviewing sonme of this
literature it would be helpful to discuss the

enpirical proxies for ownership and performnce.

2.1.3.2 Enpirical proxies for corporate perfornmance
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The extant literature has used accounting based
performance measures such as return on capital, or
mar ket based neasures such as Tobin’s Q (usually
neasured as the current market value of the conpany
divided by the replacenment cost of the conpany’s
asset which is usually nmeasured as the book val ue of
t he conpany’s assets). Mar ket measur es of
performance could also include the conpany’ s stock
returns over a period of tinme (suitably adjusted for
size and industry).

If one were interested in the hypothesis that
ownership affected performance (in the G anger-
causality sense) for a sanple of conpanies for a
particul ar year, say 1995, then one could consider
the relationship between ownership and return on
capital for some period after 1995, say, 1996-1998.
Alternatively, one could consider the average Q over
1996- 1998, or the conmpany’s stock returns over 1996-
1998. What are the pros and cons of these three

measur es of performance?

| f the stock rmarket is sem-strong form
efficient, then the stock price in 1995 would
anticipate and incorporate the i npact of t he

ownership structure on current and future conpany
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performance. One would not observe a significant
relati on between ownership and stock returns during
1996- 1998 even if ownership had a real inpact on
per f or mance.

Tobin’s Q does not suffer fromthis anticipation
problem but suffers from other equally serious
problenms. First, the denom nator wusually does not
include the investnments a firm may have made in
i ntangi ble assets. If a firm has a higher fraction
of its assets as intangibles, and if nonitoring
intangi ble assets is nmre difficult for t he
sharehol ders, then the shareholders are likely to
require a higher level of managerial ownership to
align the incentives. Since the firm has a higher
fraction of its assets as intangibles it will have a
hi gher Q since the nunerator (market price) wll
i npound the present value of the cashflows generated
by the intangible assets, but the denom nator, under
current accounting conventions, will not include the
repl acenent value of these intangible assets. These
i nt angi bl e assets wi || gener at e a positive
correlation between ownership and performance, but
this relation is spurious not causal.

Second, a higher Q mght be reflective of
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greater market power. Sharehol ders, cognizant of the
fact that this nmarket power shields the nmnagenent
to a greater degree from the discipline of the
product market, wll require nanagers of such a
conpany to own nore stock. Greater manageri al
ownership will tend to align managers’ incentives
better and offset the effect of the reduced
discipline of the product market. 1In the above
scenario we would again observe a spurious relation
bet ween perfornmance as nmeasured by Q and manageri al
ownership. Finally, as suggested by Fershtman and
Judd (1987), shareholders may induce the nanagers
(via greater share ownership) to engage in collusive
behavi or and generate narket power. In this
scenario we would also observe a spurious relation
bet ween perfornmance as nmeasured by Q and manageri al
owner shi p.

V\hat about accounti ng based measur es of
performance? Accounting based performance neasures,
such as return on assets or return on invested
capi tal, do not suffer from the anticipation
problem Accounting performance neasures for 1995
will only reflect the performance for 1995; even if

it is known with a high degree of certainty that a
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conpany’s cashflows wll be significantly higher
during 1996-1998 - this fact, by itself, wll not
| ead the accountants to conmpute a higher accounting
perfor mance for 1995. Anot her advant age of
accounting based performance nmeasures is that they
are not affected by market “npods” - this argunment
is, of —course, inconsistent with a sem-strong
efficient view of the market. Critics of accounting
based performance nmeasures argue that such neasures
are affected by accounting conventions for valuing
assets and revenue; in particular, different nethods
are applied to value tangible and intangi ble assets.
Al so, i f managenent conpensation is based on
accounting based perfornmance neasures, then nmanagers
have an incentive to manipulate these neasures.
However, while managers can nani pul ate earnings for
a given year their ability to do so for a |onger
period, such as, five years is quite limted.

If one were interested in the hypothesis that
performance affected ownership (in the G anger-
causality sense) for a sanple of conpanies for a
particul ar year, say 1995, then one could oonsider
the relationship between ownership and return on

capital for some period prior to 1995 say, 1991-



40

1994. Alternatively, one could consider the average
Q over 1991-1994, or the conpany’'s stock returns
over 1991-1994 as neasures of performance.

Kothari and Warner (1997), Barber and Lyon
(1997), and Lyon, Barber and Tsai (1999) have raised
serious concerns about the specification and power
of the st andard nethodol ogy to measure “abnor nal
returns” when |ong-horizon wi ndows of several years
are considered. Kothari and Warner find that the
abnormal return test statistics used in the |ong-
hori zon wi ndow studies are generally msspecified in
the sense that they reject the null hypothesis of
nor mal performance when there is no abnornal
performance too frequently given the significance
| evel . Lyon, Barber and Tsali suggest ways to
construct properly speci fied t est statistics.
However, these authors caution that while these
test-statistics appear to be well-specified for
random sanpl es, they are not well-specified for non-
random sanpl es. G ven that tests of nobst interesting
hypot heses are likely to |lead to the construction of
non-random sanpl es, t he concern with t he
m sspecification of +the long-run test statistics

remains. Finally, Lyon, Barber and Tsai docunent the
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power of the |ong-horizon test-statistic to detect
abnormal performance when it is actually present.
Using state-of-the-art techniques, for a twelve-
nmont h buy-and-hold abnormal return, a sanple size of
200 firnms, and a one-sided test wth a 5%
significance level, the probabilities of detecting
an abnormal return of 5% 10% and 20% are 20% 55%
and 100% respectively. As the horizon increases
beyond twel ve nonths, and the sanple size decreases,
the power of the technique would further dimnish
For these reasons, these authors conclude that "the
anal ysi s of | ong-run abnor mal returns i's
treacherous.”

VWhat about the specification and power of |ong-
run accounting neasures of perfornmance? Barber and
Lyon (1996) analyse the specification and power of
vari ous accounting based nmeasures of performance
including return on assets, return on market val ue
of assets, and cashflow return on assets. For random
sanples they find return on sales as the npst
powerful in detecting abnormal perfornmance when it
was actually present. Their results inply that the
abnor mal annual return on sal es had to

i ncrease/ decrease by about 3 cents on each doll ar of
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assets before we could detect it with a high (95%
degree of confidence. Gven that tests of npst
interesting hypotheses are likely to lead to the
construction of non-random sanples, and periods
greater than a year wll be considered, concerns
about the power of such |ong-horizon accounting

based perform nmeasures remain.

2.1.3.3. Ext ant literature on owner ship and
perf or mance

An extensive literature considers the relation
bet ween ownership and performance. We highlight the
following features of these studies: Wth rare
exceptions, nost studies wuse Tobin's Q as the
perfor mance measur e wi t hout consi deri ng ot her
accounting and stock return based nmeasures; our
concern — as noted above - regarding the use of
Tobin’s Q as a performance neasure, especially when
studying its relation to ownership, would apply to
nost of these studies. Managerial ownership has been
nmeasured several different ways - ownership of the
board, i nsi der owner shi p, CEO ownership, and
bl ockhol der ownership. The earlier studies did not

consi der t he endogenous rel ationship bet ween



43

ownership and performance; nore recent studies do
consi der this. Vhi | e sone st udi es find a
nonmonot oni ¢ relation bet ween owner ship and
performance, the evidence viewed in its entirety
does not provide strong support for a relation
bet ween ownershi p and perfornmance.

Morck, Shleifer and Vishny (1988) argue that at
low levels of ownership, the incentive effect of
ownership would lead to a positive relation between
ownership and performance. At higher levels of
owner shi p, nmanagers nay feel entrenched in the sense
of not being as concerned about |osing their jobs
subsequent to a proxy fight or takeover; this would
lead to a negative relation between ownership and
performance. For even greater |evels of ownership,
the incentive effect of ownership would again
dom nate and lead to a positive relation between
ownership and perfornmance. They measured performance
as Tobin"s Q and ownership as the conbined
sharehol dings of all board nenmbers who have a
m nimum stake of 0.2% They estimate a piecew se
linear regression and find a positive relation
bet ween ownership and performance for ownership

| evel s between 0% and 5% negative between 5% and
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25% and positive beyond 25% This result is robust
to the inclusion of the following control variables:
| everage, growth, size, industry dumm es, R&D and
advertising ratios. However, their results are not
robust to the use of accounting based perfornmance
nmeasures. Also, they do not consider the endogenous
nature  of the relation between ownership and
per f or mance.

McConnell and Servaes (1990) find a positive
relation between Q and insider ownership for
ownership upto 50% and then a slight negative
relation. These findings are robust to the use of
accounting based nmeasures of performance, but not to
bl ockownership as a measure of ownership. They are
not abl e to docunment t he pi ecew se i near
relationship of Mrck, Shleifer and Vishny. Al so,
they do not consider the endogenous nature of the
rel ati on between ownership and performance.

Hermalin and Weisbach (1991) consider the
relation anong ownership, board structure and
performance. They consider the ownership of the
present CEO and any previous CEO still on the board.
Board structure is neasured as the fraction of board

consi sting of outsiders, and perfornmance is neasured
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as Tobin’s Q They consider ownership and board
structure as endogenous by using their |agged val ues
as instrunents. They find a nonnmonotonic relation
bet ween ownership and performance: positive between
0% and 1% negative between 1% and 5% positive
bet ween 5% and 20% and negative beyond 20%

Loderer and Martin (1997) construct a
si mul taneous equations nodel where they treat
performance and ownershi p as endogenous for a sanple
of acquisitions. Performance is measured as Q and
ownership as the percentage ownership of al |
officers and directors. Insider ownership is not a
significant predictor of Q but Q is a significant
negative predictor of insider ownership.

Cho (1998) constructs a t hree- equati on
si mul taneous equations npdel where performance
ownership, and corporate investnment are treated as
endogenous. Performance is neasured as Q and
ownership as the percentage ownership of al |
officers and directors, and investnents as capital
expenditures (alternatively, as R&D) as a fraction
of total assets. Performance is a positive predictor
of owner shi p. Omner ship does not predi ct

performance, but investnent is a positive predictor.
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Hi mrel berg, Hubbard and Palia (1999) use a fixed
effects panel data nodel and instrumental variables
to control for unobserved firm heterogeneity.
Tobin’s Q is the proxy for performance and insider
equity-ownership is the ownership proxy. They find
that ownership has a quadratic relation with firm
size, and a negative relation with the ratio of
t angi bl e assets to sal es, and t he firms
idiosyncratic risk. Controlling for these variables
and firm fixed effects they do not find a relation
bet ween ownership and performance. However, when
they control for endogeneity of ownership using
instrunental variables, they observe a quadratic
rel ati on between ownership and performance.

Demsetz and Villalonga (2001) enphasize the
endogeneity of the ownership structure. They neasure
performance as Q and an accounti ng based performance
nmeasure. Ownership is nmeasured two different ways:
average ownership of the CEO and all board menbers
owning nmore than .02% and the fraction of shares
owned by the five [|argest shar ehol ders. They
estimate a two-equations nodel using two-stage | east
squares and find that ownership 1is negatively

related to debt ratio, unsystematic risk and
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performance. However, performance is not influenced

by owner shi p.

2.1.4. Rel at i onal i nvestors and cor porate
perf or mance

American public corporations have |long been
characterized by a relative absence of influential
shar ehol ders, who hold |arge blocks of a conpany's
stock for a long period of time and actively nonitor
its perfor mance (someti nes cal |l ed "rel ati ona
i nvestors"). The resulting separation of ownership
and control has forned the dom nant paradigm for
under standing our corporate governance system for
nost of this century (Berle and Means, 1932; see
Jensen and Meckling 1976). But the weak sharehol der
over si ght t hat is the Anmerican norm s not
i nevitabl e. Internationally, Anmerica is unique in
t he weakness of even the |argest shareholders in its
maj or firms. The absence of such investors in the
United States, and the presence of strong bank
sharehol ders in Germany and Japan, is perhaps the
single defining difference between the capita
mar kets of these three major econoni es. Mor eover,

the weakness of Anmerican shareholders may reflect
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political deci sions that kept them snall and
passi ve, rat her t han survi val of ef ficient
sharehol ding patterns in a conpetitive marketplace
(Bl ack, 1990; Roe, 1994).

The conmbination of American exceptionalism in
havi ng weak sharehol ders, and the possible political
origins of that exceptionalism raise inportant
policy questions: Woul d there be econom c benefits
from relaxing the | egal rules that discourage
institutional investors from holding |arge blocks
and intervening actively when mnagenment falters?
O has the United States evolved substitute
oversi ght mechanisnms that acconplish much the sane
job that relational investors acconplish elsewhere?

|f so, adding relational investing to our current

corporate governance system wouldn't significantly

affect firm performnce. If institutions were
invited to becone relational investors by nore
favorabl e | egal rul es, would they accept t he

invitation?

One potential advantage of a governance system
in which nore firms have relational i nvestors
derives from concerns that nanagers and sharehol ders

may focus excessively on short-term profitability,
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with a resulting cost in long-term performance (for
exanpl e, Jacobs, 1991; Porter, 1992). This myopic
manager/ sharehol der argunment is inconsistent wth
the sem-strong form of the efficient mar ket
hypot hesis; markets would inpound the inpact of
corporate decisions on the share price today from
future cashflows - whether these cashflows occur
next year, three years fromnow or thirty years from
now. The t heoreti cal basi s for t he nmyopi ¢
manager/ sharehol der concern can be stated as such:
If investors have inperfect information about a
conpany's prospects, they may rely on short-term
earnings as the best available signal of those
prospects. Managers may also overenphasize short-
term results, either to please nyopic sharehol ders,
or sinply to earn this year's bonus (for exanple,
Shleifer and Vishny, 1990; Stein, 1989, 1996).
Al ternatively, managers may invest in poor |ong-term
projects, if they believe that shareholders wll
reward this behavior with higher short-term stock
prices (Bebchuk and Stol e, 1993). Lar ge
sharehol ders can invest in nonitoring, thus reducing
the information asymetry that drives sharehol der

and manager nyopia in these nodels.
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Rel ational investing could also serve as a
substitute for, or conmplenent to, the market for
corporate control. In the 1980s, hostile takeovers
wer e an i mport ant source of noni t ori ng and
discipline of corporate nmanagers (for exanple
Jensen, 1986; M kkel son and Partch, 1997). However
hostile takeovers are highly ~costly, and are
feasible only if there is a large gap between a
conpany's value wunder current nmanagenment and its
potenti al val ue i f sol d or better managed.
Mor eover, hostile takeovers are now | ess preval ent,
partly because they are chilled by legal rules that
give nmanagers great discretion to block unwanted
t akeovers (however; see Comment and Schwert, 1995).

Rel ati onal investors potentially could both provide
monitoring in normal times (when a firm is not
perform ng badly enough to warrant a hostile
t akeover bid), and act as a counterweight to
managenent's incentives to block value-enhancing
control changes.

At the sane tinme, strong outside sharehol ders
are not an unmtigated blessing. Because they own
| arge stakes, they <can overcome the collective

action pr obl ens t hat make  snal | shar ehol ders



51

passive, and the information asymmetry that nmay nake
smal | sharehol ders myopic. But | arge sharehol ders
can al so take advantage of their influence, and the
passivity of other shareholders, to extract private
benefits from the corporation. For exanple, a bank
that is both a major shareholder and a lender to a
conpany may discourage risk-taking, to protect its
position as creditor, or may cause the conpany to
borrow from the bank, when cheaper financing is
avai l abl e el sewhere. Mor eover, i nstitutional
investors are thensel ves managed, by agents who face
their own agency costs, and nay not nmaxin ze the
value of the institution's stake in a portfolio
conpany (Black, 1992a; Black and Coffee, 1994;
Fisch, 1994; Romano, 1993). In light of the risks
posed by overly strong sharehol ders, Black (1992a)
has previously argued that ownership of npderately
| arge blocks (in the 510 percent range) by a half-
dozen institutions mght produce better governance
out comes than ownership of very l|large blocks (say 20
percent or nore) blocks by one or two nmgjor
shar ehol ders. Hence, any correlation between
rel ati onal investing and performance could Dbe

nonnmonot oni c: Rel ati onal investing mght produce
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benefits up to one ownership level, and costs above
that | evel.

Finally, relational investing is only one
of a nyraid of nmechanisns that have evolved to align
the interests of managers with that of sharehol ders:
For exanmpl e, managenment conpensation contracts that
enphasi ze equity-sensitive clains; the corporate
control nmarket (takeovers, proxy fights); wvarious
corporate governance nechanisnms such as oversight
and monitoring by board nmenbers; and finally the
discipline of conpetition in the product market.
Thus, from a theoretical perspective, relational
investing could be a conplenent to these nonitoring
mechani sms and would serve to inprove performance

O, the above noni tori ng mechani sms, ei t her

individually or in conbination, could be a perfect

substitute for relational investing; in this case
relational investing would not affect performance.
Thus, whether relational investing wll inprove or
degr ade cor porate perfor mance, or not af fect
performance strongly one way or anot her, i's

uncertain as a theoretical nmatter; the enpirical
literature is also inconclusive.

A variety of evidence, sone systematic and sone
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anecdotal, has been cited in support of the view
that relational 1investing could inprove corporate
performance. Sone advocates of relational investing
draw inferences from descriptions by business
hi storians of the roles that |arge investors have
played in particular conpanies, such as Pierre
DuPont at General Mdtors, J.P. Mrgan and his
associates in conpanies in which they had invested,
and, in contenporary times, Warren Buffett at
Sal onron Brothers (see, for exanple, Lowenstein,
1991). Kl ei man, Nathan and Shul man (1994) report
nor e general l vy, but still anecdot al |y, t hat
negoti ated |large-block investnments, sone by self-
styled "relationship investing" funds, generally
predi ct positive mar ket - adj ust ed st ock price
returns, but not when the target obtains the
i nvestnment as part of a defense to a takeover bid.
Direct, quantitative evidence about the i npact
that |arge investors have on corporate behavior and
performance can be divided into four types:
Evi dence on the inpact of mjority sharehol dings;
evidence on the inpact of |arge blockholdings by
corporate insiders; evidence on the inpact of |arge

m nority-block sharehol di ng by out si ders; and,



54

finally, evidence on the inpact of institutional
i nvest ors. While the third and fourth types are
nost rel evant to the debate over rel ati onal
i nvesting, nost research has focused on the first
two categories. W summarize the literature here.

On mpjority or control-block holdings: An early
study by MEachern (1975) finds weak evidence that
firme with a <controlling shareholder are nore
profitable than manager-controlled firnmns. Sal anci k
and Pfeffer (1980) find that CEO tenure correl ates
with firmprofitability for firnms with a controlling
sharehol der, but not for other firnmns. Hol der ness
and Sheehan (1985) find that an outsider's purchase
of a mpjority block, wthout announced plans for a
conplete takeover, produces a 9.4 percent stock
price gain over a 30-day w ndow. However, they find
no significant di fferences in Tobin's q or
accounti ng measur es of profitability bet ween
maj ori ty-owned and diffusely-owned firns.

On large blockholdings by corporate insiders:
The correlation between inside ownership and
profitability remai ns controversi al in t he
literature and the results are sensitive to whether

managenent ownership is treated as exogenous or
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endogenous — as already discussed in detail above.

Conpanies with high inside ownership are nore
i kely than manager-controll ed conpanies to agree to
a friendly acquisition, and less likely to expand
sal es at the expense of profits; also, bidders with
high inside ownership nake fewer congl oner at e
acqui sitions, make better acquisitions generally,
and pay |ower takeover prem uns (see the survey by
Bl ack, 1992b).

On large mnority-block holdings by outsiders:
M kkel son and Ruback (1985) and others find
increases in the value of target firnms upon the
announcenent that an investor has taken a |arge-
bl ock position, but nost of the positive returns are
explained by anticipation of a subsequent takeover
of the firm The gains are reversed for firms that
are not subsequently acquired. However, Barclay and
Hol derness (1992) find a market-adjusted increase in
the price of the remaining publicly-traded shares
after a transaction in which a |arge block of shares
is acquired at a premum both for firnms that are
acquired within one year and for firns that are not
acquired, though the increase is smaller for the

non-acqui red group.
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Gordon and Pound (1992) study a small sanple
(18) of "patient capital investnents,” which they

define as transactions in which an investnent
partnership purchases a new block of equity and is
granted at |east one seat on the board."” Together

Warren Buffett and Corporate Partners Fund account
for about half of their sanple. They find that
"' patient capital" i nvesting has not pr oduced
returns that are statistically different from the
S&P 500. "

Bhagat and Jefferis (1994) investigate targeted
share repurchases or “greenmmil” transacti ons where
managers agree to repurchase a block of shares at a
prem um from a single sharehol der or group of
sharehol ders. They find that performance of firnms
t hat pay greennmail cannot be distinguished froma
control group - before or after the repurchase.

Fl eming (1993) finds that investors who acquired
a large equity stake between 1985 and 1989 in a firm
that was not subsequently acquired did little to
affect the firm s perfornmance. He finds significant
positive returns for the target conpany's shares

during the first two nonths after the the investor's

purchase, but significant negative returns over the
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subsequent two years. Much of Flemng' s sanple
consists of large block acquisitions by corporate
"rai ders" and arbitrageurs such as Victor Posner and
| van Boesky.

Bet hel, Liebeskind, and Opler (1998) exani ne
purchases of large blocks of stock by activist
investors during the 1980s. These purchases were
foll owed by abnormal share price appreciation, an
increase in asset divestitures, an increase in
operating profitability and a decrease in nerger and
acquisition activity.

On the inpact of institutional investors: Whal
and MConnell (1999) report that firms wth high
institutional ownership invest nore heavily in R&D
consi st ent Wi th reduced i nf ormati on asymetry
| eading to reduced nmanagerial nyopia. Also, higher
institutional ownership correlates with |ower bid-
ask spreads for Nasdaq stocks during 1983-1991, and
t hat a smaller proportion of this spread is
attributable to informational asymetry. Deni s,
Denis and Sarin (1997) report that the presence of
an outside blockholder correlates with higher top
executive turnover, and with a stronger correlation

bet ween turnover and poor firm performnce.
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However, none of these studies explore the inpact of
institutional ownership on overall firm perfornmance.

A nunber of studies examne the inpact of
institutional activism on the performance of the
targeted firm and collectively find only limted
evi dence t hat activism i nproves subsequent
performance or affects the firm s subsequent actions
(see the survey by Black, 1998).

In sum the extant evidence provides npdest
evidence that large block investnents by insiders

(managenent) or by outsiders <can increase firm

val ue. There is <considerable variance in this
finding, however. Most studi es discussed above are
based on relatively small sanples, over relatively
short tine-periods -- perhaps too short for the

hypot hesi zed effects of relational investing to show
up. Many exam ne investnent by a corporate "raider"
-- the antithesis of the nodel that proponents of
rel ati onal investing have in m nd.

Finally, with the exception of Carleton, Nelson,
and Weisbach (1997), previ ous researchers have
| ooked for evidence of performance effects from
certain actions that investors or investor groups

take (for exanple, the filing of shar ehol der



59

resolutions, or activist investors targeting a firm
for t akeover, or Cal PERS or the Council of
I nstitutional Investors targeting of poor performers
with negative publicity canpaigns). Wile these
studies are helpful in understanding the nmarket’s
valuation of certain blockhol der actions, they nay

entirely mss the essence of the way relationship

i nvesti ng i's supposed to work. Speci fically,
rel ati onal i nvestors are supposed to wor k
constructively with managenment - nost |ikely, not
under media glare or nuch, if any, public

di scl osure. G ven the above consideration - the only
way to determne the inpact of relational investors
on firm performance is to consider performance over
| ong horizons of several years.

Bhagat , Bl ack and Bl ai r (2001) propose
operational definitions of the concept of relational
i nvesting, and conduct the first large-scale test of
t he hypothesis that relational investing can inprove
the performance of American firns. They coll ect
ownership and performance data on nore than 1500 of
the largest U.S. conpanies, over a 13-year period
(1983-1995). They describe the patterns of |ong-

term | arge-block sharehol di ng anong | arge publicly-



60

traded conpani es. They docunment a significant
secular increase in |arge-block sharehol ding over
the period of study, with sharp percentage increases
in hol di ngs by mut ual f unds, part nerships,

i nvest nent advisors, and enployee benefit plans.

However, nost institutional investors, when they
purchase |arge blocks, sell the blocks relatively
quickly -- too quickly to be considered relational
i nvestors.

Their results provide a mxed answer to the
guestion of whether relational investing affects
cor porate perfornmance. Their data suggest that the
cohort of relational investors (defined generally as
out si de sharehol ders who hold a 10 percent stake for
at least 4 years) who held their positions during
1987-90 often targeted firms that had been grow ng
rapidly during the previous 4year period. uri ng
t he 1987- 1990 peri od, firms with rel ati onal
investors outperformed their peers using stock price
returns and Tobin's g as performance nmeasures. This
is consistent with these investors having helped
their target conpanies to translate strong growth in
the prior (1983-1986) period into strong earnings

and rising stock prices. But this pattern was not
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found in the early 1980s, or repeated in the early
1990s.
Thus, their data suggest that there may have

been a cohort of relational investors who identified

a successful investnent strategy, or were able to
encour age restructuring t hat i nproved t he
performance of their target conpani es. That

strategy could have depended on an active market for
hostil e takeovers and |everaged restructurings -- a
mar ket which flourished during the 1987-1990 peri od,
was | ess active in the 1983-1986 period, and all but
di sappeared in the first half of the 1990's. Their
data do not suggest that relational investing gives
firms a sustainable conpetitive advantage in an
environnent of few hostile takeovers and equity
prices such that | everaged restructurings are
unattractive.

Al so, Bhagat, Black and Blair (2001) enphasize
that the idea of relational investing nust be nore
carefully specified and clarified in theory.
Al though their findings are discouraging for a
sinple-m nded theory that |arge-block sharehol ders
are better nonitors, and therefore induce better

performance, they |eave open the possibility that
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sone kinds of investors mght have nore effect than
ot hers. Omership of a large block of shares by an
officer or director mght have a different effect
than ownership of a simlarly large block by a
pensi on fund or nutual fund. And ownership by an
ESOP mght have yet a different effect. Quiet,
steady ownership may have a different inpact on

performance than noi sy, activist ownership.

2.1.5. Corporate governance and ownership structure
The corporate charter is a contract that governs
rel ati ons between mnmanagers and sharehol ders. Most
earlier studies of nanagenent-sponsored antitakeover
anendnments adopted by the shareholders focused
mainly on the wealth effects associated with the
anmendnent s, and secondarily on the ownership
structure of the firnms that adopt them The
accurmul ated evidence on the i npact of t hese
amendnents on shareholder wealth is weak, w th point
estimates that range from slightly negative to
slightly positive; see DeAngelo and Rice (1983) and
Linn and MConnell (1983). Using a 31-day w ndow,
Jarrell and Polusen (1987) identify wealth effects

that are negative and statistically significant for
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sone types of amendnents, and effects that are
negative but not statistically significant in
shorter return wi ndows. In assessing the Jarrell and
Poul sen 31-day returns, it would be useful to
reconsider the power and specification concerns
about the |ong-wi ndow abnormal returns statistic as
hi ghlighted by Barber and Lyon (1997) and Kot hari
and Warner (1997) above.

Omership data in firms that propose such
anmendnments and voting patterns on these anendnents
suggest t hat the anmendnents are supported by
corporate insiders and opposed by the typical
institutional investor. Brickley, Lease and Snith
(1988) docunent voting patterns consistent with the
hypothesis that institutional investors are nore
li kely than nonbl ockholders to oppose antitakeover
anmendnments, while corporate insiders support the
adoption of amendnments. Jarrell and Poul sen (1987)
report above-average insider holdings and bel ow
average institutional holdings in a large sanple of
firms enacting anmendment s. A pl ausi bl e
interpretation is that antitakeover anmendnment s
protect managers from the discipline of the takeover

mar ket whil e harm ng sharehol ders.
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There are, however, reasonable argunments to

support t he Vi ew t hat managenent - sponsor ed
antitakeover amendments do not actually injure
shar ehol ders. The noti on t hat antitakeover

anmendnments increase nmnagers’ bargaining power is
i nconsi st ent with Pound s (1987) finding that
antitakeover amendment s do not i ncrease bi d
prem uns. A second argument, that managers of firns
adopting amendnents are sinply enjoying contractua
protection against t akeovers afforded them by
sharehol ders, is consistent wth the fact that
sharehol ders vote to approve the overwhel nm ng
maj ority of proposals put forth by nanagenent.
Jarrel, Brickl ey and Netter (1988) attribute
shar ehol der support for wealth-decreasing amendnents
to the free-rider problem Bhagat and Jefferis
(1991) argue that the transaction costs that give
rise to the free-rider problem are, at Ileast in
part, an  endogenous consequence  of strategic
behavior that mght be elinmnated through either
changes in the charter or proxy reform

Bhagat and Jefferis (1991) construct an
econonetric net hodol ogy that incorporates both prior

information about the |ikelihood of adoption and the
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returns realized by firnms that nmight have enacted
anmendnments but did not do so. They estinate a wealth
effect on the order of negative 1% of equity value
for a | ar ge sanpl e of firnms t hat adopt ed
antitakeover anmendments during 1984-1985. The effect
is statistically significant and consistent across
different types of anendnments, including fair-price
anmendnments. They docunent a relationship between the
di stribution of announcenment returns and the prior
probability of announcenent; this suggests that
anticipation attenuates announcenent effects. They
also find that returns of nonproposing firms contain
i nformation about the effects of antitakeover
anmendnments; this suggests a sanple-selection bias in
nost studies that have investigated the wealth
effects of antitakeover charter amendnents.

Bhagat and Jefferis (1991) address the self-
sel ection bias issue by considering the difference
in ownership structure between firns that enact
anmendnments and those that do not. They find that
aversion of certain firnms to antitakeover amendnents
persists outside the sanple period, suggesti ng
genui ne differences between the two sanples. They

find that the fraction of total votes controlled by
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the CEO is negatively related to the |ikelihood that
an amendment will be proposed, as is the fraction of
votes controlled by officers and directors and the
voting power of outside directors. The marginal
effect on the likelihood of enactnment of block
ownership by corporate officers is negative when the
ef f ect of ot her ownership characteristics i's
constrained to zero, but positive when this
constraint is relaxed. This suggests that officers
who are bl ockholders tend to oppose anmendnents, but
are less vigorous in their opposition than officers
who are not bl ockhol ders. Mst officers who are al so
bl ockhol ders are nenbers of the firnms’ founding
fam lies. In many cases, proxy docunents reveal that
a relative of the blockholder is also an officer of
the corporation. Thi s bl ockhol der profile i's
consistent with the evidence presented by Morck,
Shleifer, and Vishny (1989), who note that the
presence of a nmenber of the founding famly on the
top nmanagenent team has a negative inpact on the
i kelihood of both a hostile takeover and top

managenment turnover.

2.1.6. Takeovers, managenment turnover, performance
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and ownership

Martin and MConell (1991) study performance
prior to and nanagerial turnover subsequent to 253
successful tender offer-takeovers for a sanple of
NYSE firnms duri ng 1958-1984. They measur e
performance using market-adjusted and industry-
adj usted stock returns for the 48-nonth period prior
to the tender offer. They classify their takeover as
disciplinary if there is turnover of the top nanager
of the target firm within a year of the takeover.
They find that takeover targets are from industries
that are performng well relative to the market, and
targets of disciplinary takeovers are performng
poorly within their industry. During the year
subsequent to the takeover they docunment a rate of
managenent turnover of 42% conpared to an annual
rate of about 10% in the five-year period prior to
t he tender offer.

DeAngel o and DeAngelo (1989) study nmnagenent
turnover subsequent to 60 proxy contests in NYSE and
AVMEX firms during 1978-1985. The cunul ative surviva
rate for incunmbent managenent in these 60 firnms one
year after the proxy contest outcone (regardless of

the outconme) is 28% and three years after the
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outcone is 18%

| kenberry and Lakoni shok (1993) study the
performance of 97 firms subject to proxy contests
before and subsequent to the contest during 1968-
1987. Both stock nmarket and accounting based
performance neasures indicate poor performance five
years prior to the proxy contest. Also, accounting
based perfornmance neasures indicate poor performance
five years subsequent to the proxy contest,
especially if dissidents w n.

Bhagat and Jefferis (1994) study the frequency
of executive turnover in a sanple of 110 firnms that
paid greenmail during 1974-1983. G eennmi | or
targeted repurchase refers to the purchase of a
bl ock of shares by the conpany at a premum from a
single shareholder or group of shareholders; this
of fer is not made to all shar ehol ders. The
nmotivation for paying greenmail is alleged to be
deterrence of a takeover on terns that would be
unfavorable to incunbent managenent. They find
managenent turnover is |less frequent at repurchasing
firms than control firnms of simlar size and
i ndustry. This is true unconditionally, and for a

subsanple of firms that do not experience a
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t akeover. However, they argue that takeovers and
manageri al turnover are endogenous. Less frequent
managenent t ur nover at repurchasing firns nay
suggest that managers of those firns are insul ated
from market discipline. Alternatively, it may be the
case that managerial performance at repurchasing
firms does not warrant discipline: They find that
accounti ng based performance nmeasures for firns that
paid greenmail and the control sanple are simlar
both prior to and subsequent to the repurchase.

Denis and Serrano (1996) study nmnagenent
turnover following 98 unsuccessful control contests
during 1983-1989. 34% of +these firns experience
managenent turnover from the initiation of the
contr ol cont est t hr ough t wo years foll ow ng
resolution of the contest. This rate of managenent
turnover is twice that of a random sanple of firns
during the same period. Further, they find that

turnover is concentrated in poorly performng firns

in which investors wunaffiliated wth managenment
pur chase | ar ge bl ocks of shar es duri ng and
subsequent to the <control <contest. In contrast,
managers  of firms with no unaffiliated block

purchases appear to be able to extend their tenure
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despite an equally poor performance prior to the
control contest. They also find inproved performance
in firms experiencing turnover, and continued poor
performance in firms where nanagers were able to
stay in power.

Denis, Denis and Sarin (1997) study the inpact
of ownership structure on nmanagenent turnover in a
sanple of 1,394 firms during 1985-1988. They find
t hat managenent turnover is nore likely as the
equity owner ship of of ficers and directors
decreases, and whether or not there is an outside
bl ockhol der. They al so document evidence suggesting
that the inpact of managerial ownership on turnover
may be due, in part, on the inpact of nmanagerial
ownership on corporate control activity; t hey
observe a significantly hi gher occurrence  of
corporate control activity in the year prior to the
managenent turnover, regardless of the |evel of
managenent owner shi p.

M kkel son and Partch (1997) study the inpact of
perfornmance on managenment turnover during an active
t akeover market in the U S. (1984-1988) conpared to
a less active takeover nmarket (1989-1993) for a

sanpl e of unacquired firms. They find the frequency
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of manageri al turnover is significantly higher
during the active takeover narket conpared to the
|l ess active takeover nmarket. Additionally, this
decline in the frequency of namnagerial turnover is

nost conspicuous anong poorly performng firms.

2.1.7. Capital structure, managerial incentives, and
ownership structure

In a sem nal paper, Gossman and Hart (1983)
considered the ex ante efficiency perspective to
derive predictions about a firms financi ng
deci si ons in an agency setting. An initial
entrepreneur seeks to maxim ze firm value with sone
di sciplinary nechanism forcing the entrepreneur to
choose the value-maxinizing |evel of debt. Novaes
and Zingales (1999) show that the optiml choice of
debt from the viewpoint of shareholders differs from
the optimal choice of debt from the viewpoint of
managers. The conflict of interest between nmanagers
and sharehol ders over financing policy arises
because of three reasons: First, shareholders are
much better diversified than nmnagers who besides

having stock and stock options on the firm have
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their human capital tied to the firm Fam (1980).
Second, as suggested by Jensen (1986), a |arger
| evel of debt precommts the mnmanager to working
harder to generate and pay off the firm s cashflows
to outside investors. Third, Harris and Raviv (1988)
and Stulz (1988) argue that nmnagers nmy increase
| everage beyond what mnmight be inplied by sone
“optimal capital structure” in order to increase the
voting power of their equity stakes, and reduce the
i keli hood of a takeover and the resulting possible
| oss of job-tenure.

Berger, O ek and Yermack (1997) docunent that
manageri al entrenchment has a significant inpact on
firms’ capital structures. They find |ower |everage
in firms where the CEO appears to be entrenched: the
CEO has had a long tenure in office, and their
conpensation plan is not <closely linked to firm
performance. Also, they find lower |everage in firns
where the CEO does not face significant nonitoring
boards that are large and have few outside
directors, and t here are no | ar ge out si de
bl ockhol ders. Most notably, they document that firns
t hat experience sonme discipline (such as a takeover

attempt, involuntary CEO departure, arrival of an
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out si de bl ockhol der) or i nproved manager i al
incentives through the managenment conpensati on
contract significantly increase their |everage.

VWil e the above focuses on capital structure and
manageri al entrenchnent, a different strand of the
literature has focused on the relation between
capital structure and ownership structure. G ossman
and Hart (1986) and Hart and Moore (1990) consider
an inconplete contracting environment — where it is
difficult to specify all possible future states of
nature and rel evant decisions in a contract that can
be enforced in a court. In such an inconplete
contracting environnment, ex ante allocation of
control rights could be used to provide incentives
to managers to make firmspecific human capita
investnments. While there is an extensive literature
on capital structure and security design (see Harris
and Raviv (1991, 1992)), Mhrt-Smth (2000) provides
the nost relevant analysis of the relation between
capital structure and ownership structure.

Mahrt-Smth (2000) considers stockholders and
bondhol ders that have differenti al ability to
nmoni t or managers, and nmanagers who have a preference

for which of these two types of investors should
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have the legal control rights to the firm In this
scenario a contract could be designed that |eaves
the manager’s preferred investor group in charge
when the nmanager’s performance is better than sone
verifiable benchmark. What determ nes the ability of
shar ehol ders and bondhol ders to differentially
noni t or manager s? Concentration of owner shi p,
monitoring incentives and abilities of investor,
board representation, corporate charter provisions,
bond covenants, and propensity of courts to
differentially weigh shareholder and bondhol der
rights. Managers will prefer dispersed stockhol ders
over concentrated and strong bondhol ders -
especially if these bondhol ders have covenants and
courts on their side and they sit on the board. As
st ockownership gets too dispersed, nmnagers nay use
their greater discretionary authority to engage in
sel f-serving behavior and this would lead to a drop
in the value of the claims on the firm which would
ultimately be borne by thenselves (namnagers) - as
pointed out by Jensen and Meckling (1976). Thus
managers wll experience a tradeoff between very

strong bondhol ders and very weak sharehol ders.
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2.2. Cross-sectional nodels and identification

I n t he corporate governance envi ronnment
di scussed above, an econonetric nodel for
i nvestigating, say, the inpact of takeover defense

on takeover activity has the follow ng structure:

Separation= f ( Governance, Ownership, Performance, 7, ,e; )

Governance= f ,( Ownership, Performance, 7, e, )

Ownership= f,( Governance, Performance, 7, ,e; )

Performance= f,( Governance, Ownership, Z, ,e, )

In (1)-(4),

Separation is a menonic for takeovers or nmnageri al
t urnover.

Governance refers to takeover defense, corporate
board structure, board and managenent conpensation
structures.

Omership refers to equity ownership and capital
structure of the firm

The Z, are vectors of instruments that affect the

(1)

(2)

(3)

(4)
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dependent variable. The error terns g are associated
with exogenous noise and the unobservable features
of managerial behavior or ability that explain
cross-sectional variation in ownership and takeover
def ense. The nonments of the performance distribution

are reflected in contract provisions |ike ownership

and t akeover def ense. The I ncentive-based
expl anati on of t akeover activity, manager i al
turnover and takeover defense inplies that all of

t hese vari abl es are determ ned sinul taneously.

The above system of equations, when identified
and estimted, can answer nmany interesting questions
in corporate governance:

What is the inpact of t akeover def enses on
manageri al tenure?

What is the inpact of capital structure on the
i keli hood of a takeover attenpt and on manageri al
tenure?

What is the inpact of managenent ownership on firm
performance?

What is the inpact of corporate performance on the
i keli hood of a takeover attenpt? What is the inpact
of bl ockhol der ownership on the likelihood of a

t akeover attenpt being successful ?
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VWhat is the inpact of corporate performance on the
structure of the corporate board?

VWhat is the inmpact of corporate perfornmance on
managenent, board and bl ockhol der ownershi p?

VWhat is the inpact of board structure on corporate
per f or mance.

VWhat is the inpact of capital structure on corporate
perf or mance?

Equation (1) considers the inpact of takeover
defenses on the likelihood of a takeover and
manageri al tenure. Pound's (1987) study of the
effect of takeover defense is a univariate version
of this nodel, where ownership, performance and 2%
are suppressed. The om ssion of these variables
bi ases the estimate of the inpact of takeover
def ense on the frequency of takeover activity when
the presence of takeover defenses is correlated with
ownership and performance. Takeover defenses affect
turnover, through the inmpact of performance on
t akeover defenses (equation (2)); managers of poorly
performing firns are nore likely to erect takeover
def enses. Such defenses m ght discourage an outsider
from accurul ating a block of shares in this conpany,

with a correspondi ng decrease in the probability of
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dism ssal of poorly perform ng nmanagers. Denis,
Denis and Sarin (1997), Allen (1981), and Sal ancik
and Pfeffer (1980) docunent correlations between
owner shi p and management turnover.

Econonetric nodels that acknow edge the
possibility t hat perfor mance and owner ship
i nfluence separations do not necessarily vyield
consi st ent estimtes for the parameters  of
i nterest. I dentification requires sone
conbi nati on of exclusion restrictions, assunptions
about the joint distribution of the error ternms,
and restrictions on the functional form of the f;.
Maddal a (1983) di scusses restrictions t hat
identify the nodel when the g are normally
di stri buted. Identification in single equation
sem paranetric index nmodels, where the functiona
form of f; is unknown and the explanatory
variables in that equation are continuous, known
functions of a basic paranmeter vector is discussed
by Ichimura and Lee (1991). Estimation of a
system of the form (1)-(4) in the absence of
strong restrictions on both the f; and the joint
distribution of error terns is, to the best of our

know edge, an unsol ved problem
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We are unaware of a nodel of takeover defense
that inplies specific functional forms for the f;.
|f these functions are linear, identification may be
attai ned t hr ough ei t her strong di stri butional
assunmptions or exclusion restrictions. Maddal a
(1983) and Anem ya (1985) discuss restrictions on
the ¢ that identify the nodel in the absence of
exclusion restrictions. But these restrictions are
inconsistent with incentive-based explanations of

t akeover defense, since unobservable characteristics

of managerial behavior or type will be reflected in
all of the g. Using panel data and firmfixed
effects it wuld be possible to control for

unobservabl e characteristics of managerial behavior
or type; however, a system such as in (1)-(4) would
have to be specified and estimated. Aside from the
non-trivi al data collection effort required to
estimate such a system this system would not be
identified when % = Z3 = Z,. Exclusion restrictions
are t herefore t he nost likely pat h to
i dentification.

The hypothesis that we wsh to test - Do
t akeover defenses affect the |ikelihood of takeover

activity and nmnagerial turnover? - suggests that
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excl usi on restrictions woul d be difficult to

justify. Intuitively, variables that affect the
i kel i hood of a takeover will be reflected in the
structure of t akeover def enses. A detailed
m croeconom ¢ nodel, based on specific assunptions

about preferences and production possibilities,
m ght vyield exclusion restrictions. But we are
unawar e of any candi dates and suspect that the sane
features of the data that yield identification (for

exanpl e, a Cobb-Dougl as production technol ogy) woul d

render the nodel inconsistent with the data; see
Giliches and Mairesse (1999). In the absence of
di stri butional assunpti ons or functi onal form

restrictions, the econonetric nodel (1)-(4) is not
identified when Z, = Z; = Z,.
If we ignore these issues and sinply wite

down an econonmetric nodel that is identified,

estimation is still problematical. Eval uati on of
the |likelihood function requires either the
cal cul ati on of a t wo- di mensi onal numeri cal
integral or sinmulated nonents estinmation. The

avai l abl e evidence indicates that either nethod
would require nore than 344 observations (our

sanpl e size — please see next chapter for details)
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to yield nmeaningful estimates; see MFadden (1989)
and Pakes and Pollard (1989). In our initial
approach to this problem we estinmated different

specifications of the system (1)-(4) based on

excl usi on restrictions and di stributiona
assunpti ons. W found the results of this
exercise to be uninformative. The 1ikelihood
function is flat, suggesting that the nopdel is

poorly specified.

2.3. Dummy vari abl e regressions
An econonetric nodel of the form (1)-(4) reveals
t he ef f ect of performance and owner ship on
separations when the nodel is identified. In the
absence of identification, we cannot give a causal
interpretation to paraneter estinmates. \When the
nodel is not identified, statenments |ike the
following are not internally consistent. "At firns
with no takeover defenses, a five percent deviation
in performance three years in a row is associated
with an increased frequency of nmnagerial turnover.
The sane deviation in performance is not associated
with managerial turnover at firms that have takeover

def enses. Therefore, renoving takeover defenses
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woul d strengthen the |ink between performnce and
managerial turnover." The inference in the third
sentence is not warranted by the observations in the
first two sentences unless the nodel is identified.

It is, however, possible to contrast the
experience and characteristics of firns that have
t akeover def ense with t he experience and
characteristics of firms that do not have takeover
def ense. We analyze the relationship between
t akeover defense, separations and performance wth
sone dunmmy variable regressions that speak to the
significance of omtting ownership and performance
from equation (1). In these nodels, ownership and
performance are regressed on interactive dunm es
that describe the experience of sanple firnms with
respect to separations and takeover defense. The
estimated coefficients represent the difference in
performance (and ownership) between firnms that
experience separations and firns that do not
experience separations, as a function of takeover
def ense.

A stylized version of the regression nodel is

Performance =b, + x,b, + x,b, +e

(5)
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wher e

i 1if afirm experiences no management
X1= % turnover and has takeover defenses
1 0 otherwise

i 1if afirmexperiences no management

X2 = ,l turnover and hasno takeover defenses

{ 0 otherwise

The estimated value of pi (and p2) represents the
mean deviation in performance between type 1 (and 2)

firms as noted in (6) (and (7)) and all firns that
experi ence managenent turnover. Positive estimtes
are consistent with perfornmance based explanations
of turnover. The difference between bp; and b
illustrates the <contrast in performance between
firms that have takeover defenses and firms that do
not have takeover defenses, conditioned on no
managenment  turnover. Expl anati ons of takeover
def ense based on "managenent entrenchnment” suggest
that bp:>b., although the identification issue clouds

this interpretation.

(6)

(7)
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We estimate the nodel wusing different measures
of performance and ownership as the dependent
vari abl e. The set of explanatory variables is
expanded to accommopdate different types of takeover
def ense, specified so that the x; are a nutually
exclusive and collectively exhaustive partition of
either the group of firms that experience no
managenent turnover or the group of firms that
experience no takeover activity. We specify the
expl anatory variables in this manner to preserve
degrees of freedom |If the dunm es represent firns
that experience a particular type of takeover
activity, such as nonhostile takeovers, instead of
firms that experience no takeovers, there are not
sufficient observations in individual cells to

permt estinmation.

2.4. Probit nmodels and score estinmators

The specification of equation (1) that we
estimate is designed to highlight the influence of
t akeover defense on the relationship between
performance and separations and the influence of
t akeover defense on the rel ati onship bet ween

ownership and separations. W choose as explanatory



86

variables a set of interactive terms of the form
dunmyi*performance and dunmyi*owner shi p. In these
expressions, dunmy; is a dummy variable for the '
type of takeover defense. The set of dummes is a
mutually exclusive and collectively exhaustive
partition of the set of takeover defenses. (Irf we
considered only a single type of defense, there
woul d be two dumm es associated with the perfornmance
variable, one for firms with that takeover defense

and one for firnms wthout that takeover defense.)

The hypot hesi s t hat t he relationship bet ween

per f or mance and separations is independent of
t akeover defense inplies t hat t he regression
coefficients associ at ed wi th t he I nteractive

vari abl es based on performance should be independent
of dummy;. We present a nunber of different test
statistics that address this hypothesis.

Equation (1) may be estimted directly under the
mai nt ai ned assunption that defense, performnce and
ownership are exogenous. If we assume that f; is
linear and the latent error term e is normally
distributed, the nodel is a probit. The probit
estimator is the value of p that maxinm zes the

li kelihood function
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F(XDb)S[1-F(Xb)]*s

where F(.) is the normal C.D.F. and the s, has a
value of 1 if a separation occurs and a value of O
if no separation occurs for firm i. These
estimates are biased and inconsistent if the
| atent error terns are heteroscedastic; the bias
may be severe. In a probit nodel, the data are
assumed to be generated by a latent variable y*
such that y* = xp - u. The probability that y*>0

is equal to the probability that u<xp. Thi s

inplies that Pr (y=1) = F(xp). |If +the data
generating process is heteroscedastic, error terns

have the form h(x)u and the probability nmodel is

Pr (y=1) = F((xb)/(h(x)). If we ignore the
het eroscedasticity and calculate F(xi b) the
estimator i s inconsistent. MansKki and Thonpson

(1986) analyze the bias enpirically for the case
where F(.) is logistic rather than nornal

Manski ' s (1975) score esti mat or provi des
consi stent estimates of p°, a normmlized version of p
that has wunit Ilength, wunder very weak assunptions

about the distribution of the ¢g. The score

(8)
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estimator is the value of p that maxinm zes the

criterion function

Qo=

y;*san (x;b)

JIN

The score estimator does not produce an intercept

term Slope coefficients are identified only up to a

scale factor. As a result, evidence from the score
nodel is informative only about the relative
magni tude of different paraneters. The score node

serves minly as a diagnostic for the probit
esti mat es.

We maxim ze the criterion function (9). There
is, to the best of our know edge, no distribution
theory available for the score estimtor. Test
statistics are calculated with the bootstrap, as in

Manski and Thonmpson (1986).

2.5. The bootstrap and weighting to correct for
stratified sanpling

Qur paraneter estimtes and test statistics
are calculated with the bootstrap, as described by

Efron (1979). We estimate each nodel 200 tinmes

(9)
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using a different pernutation of the sanple on each
trial. The collection of parameter estimates from
t he di fferent trials conpri ses t he sanpling
distribution of the estinmator. For the regression
nodel s, the main inpact of bootstrap estimation is
to reduce the influence of outliers. The
contribution of the bootstrap is nore substantial in
the case of the probit nodel, where the standard
estimator for the paranmeter covariance matrix 1is
based on asynptotic distribution theory. Test
statistics calculated with the bootstrap are |inked
to the data and i ndependent of the rate at which the
esti mat or of t he par amet er covariance matrix
converges to its limting val ue.

We designed our sanmple to maxim ze the range of
t akeover defenses anong sanple firns. This enhances
the efficiency of estimators for cross-sectional
paranmeters, but also biases paraneter estinmates. A
correction for the bias induced by stratified
sanpling is described by Manski and Lerman (1977).
The efficiency gains from stratified sanpling and

the bias correction are discussed in Amem ya (1985).

We consider two types of weighting schenes. I n
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the qualitative response nodel s, wei ght s are
determned by the frequency of the event that
defi nes the dependent vari able. Let w denote the
fraction of firnms that experience the event in the
choi ce-based sanple and z denote the fraction of
firms that experience the event in a random sanple.

To correct the bias induced by the sanpling rule,
the 1likelihood function for each observation from
the choice-based sanple is weighted by wz and the
i kel i hood function for each observation from the
random sanple is weighted by (1-w)/(1-2). The
second group of firms in our choice-based sanple is
not in fact random since we obtained this group by
sanpling w thout replacement from the CRSP tape. A
sensitivity analysis, reveals that our conclusions
are insensitive to the values of these weights.

In the regression nodels, a response-based
anal ysis is not avail able. A Bayesi an approach to
the data would enable us to correct the bias
i ntroduced by stratified sanpl i ng. As an
alternative, we estinate regression nodels where
observations are assigned weights depending on
whet her the observation is drawn from the random

sanple or the biased sanple. A sensitivity
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anal ysi s, reveal s t hat our concl usi ons are

insensitive to the val ues of these weights.
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Chapter 3

Sanpl e Constructi on and Data

The design of the sanple is best understood if we
first describe its use. We pick a proxy mailing
date (which is not the sanme date in calendar tine
for all sanple firms) and identify the status of
t akeover defenses at sanple firns as of the mailing
dat e. We then identify corporate takeover defenses
in place as of the mailing date, ownership structure
as of the miling date, and performance during
various periods prior to the mailing date. These
are the factors that we believe, on the basis of the
extant |iterature, may influence nanagerial turnover
and takeover activity. We then exani ne takeover
activity and managerial turnover during a two-year
period subsequent to the mailing date, and correlate
the experience of firns and their managers wth
t akeover def ense, owner ship structure and
per for mance. This design induces sone ambiguity
into our analysis, since takeover defenses are
evolving during the two-year test period subsequent
to the proxy miling date. Qur mailing date is

selected to mnimze the influence of this problem
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Qur sanple is based on a group of firns that
adopted takeover defenses in 1984-1985, and a group
of firns that did not adopt takeover defenses during
those years. Qur intent in choosing this time frame
is to obtain a sanple of firnms characterized by a
wide variety of takeover defenses, since this
enhances the power of test statistics from cross-
sectional analysis. Comrent and Schwert (1995) and
Bhagat and Jefferis (1991) show that the 1984-1985
period contains a substantial amount of information
about the status of takeover defenses at the end of
1985, in that many firnms that had defenses in place
at the end of 1985 adopted them during the 1984-1985
peri od. Using the 1984-1985 period as a reference
point therefore increases the |ikelihood of being
able to identify firms w thout takeover defenses. W
begin with a group of firns that adopted nanagenent -
sponsored antitakeover anmendnments during 1984-1985.
One source of data is the Jarrell and Poulsen
(1987) dat a-base. We conmbine this with a group of
firms that enacted antigreenmail charter amendnents.
Jarrell and Poulsen's data are drawn from Kidder
Peabody (1984) and the Securities and Exchange
Comm ssion's (SEC s) Ofice of Tender Ofers. The
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antigreenmail sanple was supplied by the New York
St ock Exchange. Antigreenmail amendnents, which
require managers to obtain shareholder approva
before a targeted repurchase of an equity stake at a
premum to the market price, do not necessarily
reduce the likelihood of a takeover. Bhagat and
Jefferis (1991) report that these anmendnents are
associated with the adoption of other antitakeover
amendnents.

This yields a sanple of 209 firms. We then
elimnate 23 firms for which a copy of the proxy
statement cannot be found in the Disclosure data
base. A second sanple was constructed by selecting
from the Center for Research in Security Prices
(CRSP) daily master file that firm closest in tota
equity value to each firmin the first sample, from
the set of all firns having the sanme three-digit SIC
code. For each firmin the second sanmple, we |ocate
the proxy statenent whose nmailing date is closest to
the mailing date of the corresponding firm in the
first sanpl e. Conplete proxy docunents are
available for 176 firns.

After reading each of the 362 proxy statenents,

we decided to exclude from further analysis firns
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with a 5 percent bl ockhol der t hat m ght be
considered to represent affiliated enterprises. The
typi cal blockholder in this group is an officer of a
firm holding a mnority stake in the excluded firm

The purpose of applying this filter, which results
in the elimnation of four firns from the amendnment
sanple and 14 firns from the second sanmple, is to
prevent our results from being contam nated by the
presence of firnms with ownership structure that is
qualitatively different from the ownership structure
of other firms. The remaining 344 firnms conprise the

sanpl e used in our analysis.

3.1. Antitakeover defenses
3.1.1 Sanpl e construction:

The sanple construction and the sanple period
chosen are designed to inprove the precision of our
nodel's paranmeter estimates: [|If we had randomy
sanpled from all exchange-listed firns during 1984
or 1985, then the evidence in Comment and Schwert
(1995) suggests we woul d have found that less than 5
percent of our sanple had any takeover defense in
place in either of these years. Manski and Lerman

(1977) and Manski and MFadden (1981) argue that in
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such a population, appropriate state-based sanples
provide nore efficient parameter estimtes conpared
to a random sanmple of the same size. Cosslett (1981)
finds that a state-based sanple of approximtely
equal proportions is wusually a close-to-optinum
design. Manski and Lerman (1977) also propose a
correction for the bias introduced by state-based
sanpling; we utilize their bias correction.

Qur sanple is based on a group of firns that
adopted takeover defenses in 1984-1985, and a group
of firms matched by industry and size that did not
adopt takeover defenses during those years. By
considering the period 1984-1985 rather than just
1984 or 1985 we were able to approxinmately double
our sanple size of adopting firnms. Qur intent in
choosing this tinme period is to obtain a sanple of
firms characterized by a wi de variety of takeover
def enses, since this enhances the power of test
statistics from cross-sectional analysis. Coment
and Schwert (1995) and Bhagat and Jefferis (1991)
show that t he 1984- 1985 peri od cont ai ns a
substantial anount of information about the status
of takeover defenses at the end of 1985, in that

many firnms that had defenses in place at the end of
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1985 adopted them during the 1984-1985 period. Using
the 1984-1985 period as a reference point therefore
increases the likelihood of being able to identify
firms w thout takeover defenses.

We checked the 1987 status of charter anmendnents
for the sanple of 196 exchange listed firms offering
antitakeover charter amendments during 1984-1985,
and a sanmple of 148 exchange listed firnms that do
not offer such charter amendnments during the sanme
peri od. (Data are from proxy statenents, 10K
filings, I nvestor Responsibility Research Center
(1987), and the wWall Street Journal Index.) Prior to
the beginning of 1984 there is no statistically
signi fi cant di fference In t he frequency of
previously enacted antitakeover anendnents between
firms that propose anmendnents and those that do not.
There is a statistically significant difference in
t he frequency of anmendnents enacted any tinme before
the end of 1987. This suggests that the experience
of sample firms during 1984-1985 is representative
of their overall experience wth enactnent of
antitakeover anmendnents.

As noted above, while the sanple was selected to

ensure approxi mately equal proportions of firns
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proposi ng takeover defenses in 1984-1985, subsequent
analysis of the sanple firnms (as detailed below)
indicated that wmany of the firns that did not
propose a takeover defense in 1984-1985 already had
t akeover defenses in place. Verifying the takeover
def ense status of the sanple firms is rather |abor-
intensive; we read in detail nore than 2200 proxy
statements to verify the takeover defense status of
the 344 sanple firns. Hence, the unequal sizes of
the takeover defense and non-takeover defense
sanples. W wutilize the Manski and Lerman (1977)

st at e- based sanpling bias correction.

3.1.2 Antitakeover charter anmendnments

There is no conveni ent data-source that annually
lists the wvarious antitakeover neasures that a
particul ar corporation has in place. W consulted
four data sources to identify the status of takeover
defenses at the 344 firns. From the Q Data and
Di scl osure data-bases, we obtained 85 percent or
2237 of the proxy docunents issued by sanple firms
between 1980 and the end of a two-year period
beginning with the proxy miling date. Table 3.1

notes the number of proxies we sought and were able
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to find for the sanple of 344 NYSE- and AMEX-1li sted
firms for the period 1980-1987. Though we were able
to access 85 percent of the proxies we sought, it is
possible that we mght have systematically m ssed
reading the proxies of certain firns, for exanple
small firms. O we nmay have m ssed readi ng the proxy
of a particular firm for several consecutive years.
To address these ~concerns we also provide a
correl ation mat ri x of nm ssi ng pr oxi es. Hi gh
correlations would have validated such concerns;
this appears not to be the case.

The proxy docunents provided us with information
about the status of takeover defenses. We then
incorporated the information in the Linn and
McConnel | (1983) data-base, which describes the
adoption of takeover defenses at 475 NYSE-Ilisted
firms that proposed antitakeover amendnents between
1960 and 1980. We also cross-checked our data on
charter anmendment s agai nst t he | nvest or
Responsibility Research Center (1987) survey of
anendnments i nplenmented by Fortune 500 firms through
the end of 1987. Finally, we searched the wall
Street Journal |Index for the year of and two years

subsequent to the 1984-1985 proxy mailing date for
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the 344 sanple firnmns. Appendix A provides a |ist
of sample firms, along with the structure of their
t akeover defenses as of 1986 or 1987. O the 344
firms in our sanple, 207 firnms or 60.2 percent of
the sample had a fair-price or supernpjority
amendment in place by the end of 1987. A total of
224 firms or 65.1 percent of the sanple had enacted
classified board anmendnents. Table 3.2 notes the
frequency di stribution of t hese and ot her

characteristics of our sanple firms.

3.1.3 Poison pills

| nformati on on poison pills was obtained from
three sources. M chael Ryngaert provided us wth
the sanple used in Ryngaert (1988), which consists
of 380 listed firns that adopted poison pills during
1982-1986. W al so searched the wall Street Journal
Index for the period beginning wth the proxy
mai | i ng and ending two years subsequent to the proxy
mai | i ng. Finally we identified the existence of a
smal | nunmber of pills using proxy docunents. The
210 sanple firms (61.1 percent of sanple) that had
poison pills in place by the end of our test period

are described in Appendix A
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3.1.4 State of incorporation
We used Moody's Manuals, proxy statenents, and

the wall Street Journal Index to identify the state

of incorporation and changes in the state of
i ncor poration. As of 1987, 181 sanple firms were
i ncorporated in Del aware. Seventeen firms changed

their state of incorporation between 1980 and 1987;
in all but one case, reincorporation resulted in the

firm being incorporated in Del aware.

3.2. Change in corporate control

We use the Wall Street Journal Index to identify
changes in corporate control or attenpted changes in
corporate control during the test period. Fourteen
of the 344 firms in our sanple experienced a
| everaged buyout or a managenent buyout. In 7 of
t hese 14 cases, the buyout was either in response to
an external takeover threat or the initial offer was
rejected by the firm we refer to these as pressured
LBOGs. Twelve firms were taken over followng a
hostil e bid. An offer is defined as hostile if the
initial offer was rejected by the target firms

managers, or if the managers resisted the offer
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through lawsuits, search for white knights, etc.
Somet i mes t he initial hostile bi dder was
unsuccessful . If the target of a hostile bid was
taken over by another bidder (friendly or otherw se)
during the two-year test period, the takeover is
classified as hostile. Twenty-two sanple firns
experienced a non-hostile takeover. Thirty sanple
firms experienced an attenpted change in control
that was not successful. In sonme cases, target
managenent actively resisted the offer. I n ot her
cases the bidder ran into regulatory, financial or
other difficulties that led to wthdrawal of the
bi d. In a few cases no formal offer was received
but newspaper accounts suggested the firm was a
t akeover target or that dissident sharehol ders were
attenmpting some change in control. The renmining
266 sanple firns experienced neither a change in
contr ol nor an attenpted change in control.
Appendix B lists the target firns that experienced a
change in control or attenpted change in control,

with a brief description of the control activity.

3.3. Managenent turnover

W identified the top two officers at sanple
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firms by ~consulting the Directory of Corporate
Affiliations and Standard and Poor's Register of
Corporations, Directors, and Executives. We track
the identity of these individuals during the three
year period beginning with the proxy nmailing. Thi s
enables us to analyze nmanagenent turnover in the
year of the proxy mailing as well as the two-year
period subsequent to the mailing. From these
sources, we also obtained the ages of the top two
officers in the year of the proxy mailing.

We define managenent turnover as partial if the
identity of one of the top two officers changes
during the course of a year. If the identity of
both individuals changes, nmanagenent turnover s
said to be conplete. VWhen a firm experiences both
partial turnover and conplete turnover (in different
years), we classify turnover as conplete. We have
174 cases of partial turnover, 37 cases of conplete
turnover and 133 cases of no turnover in our sanple
of 344 firms. These firms and their turnover
classification are noted in Appendix C.

We consider the top two officers listed in order
in the Directory or Register rather than individuals

with titles of President or Chairman, since such
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titles are sonetines retained by figureheads w thout
real executive power. W found that the two
officers that signed the proxy statement were often
the same as the two officers appearing in the
Directory or Register. Morck, Shleifer, and Vishny
(1989) conjecture that individuals signing the proxy
statenent are nost Ilikely to be the individuals
w el di ng executive power in the firm Qur data are
consistent with this conjecture.

We were unable to identify the names of the top
two officers in 22 firmyears. For 5 firms we had
the nanes for year 1, but none for year 2. For
another 12 firnms we had the nanmes for year 2, but
none for year 3. In each of these 17 cases the firm
was involved in either a takeover or an LBO We

classify these 17 firnms as cases of conplete

tur nover. In three cases we had no information on
managenent in any year,; we classified these
observations as no turnover. In two cases we had

managenent information for sone but not all of the
years; these were also classified as no turnover.

We examne the sensitivity of our results to
this <classification scheme wth an alternative

definition of turnover. In the alternative, we
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track the experience of executives involved in a
change in control using the acquiring firms entry
in National Register Publishing Conpany: Cor por at e
Affiliations. VWhen the officer of an acquired firm
beconmes one of the senior officers of the acquiring
firm we |abel the observation as "no turnover." In
cases where we were able to identify the top two
officers for a particular year but not the adjacent
years, we searched the Register. O ficers serving
in other corporations in an adjacent year were

classified as being involved in turnover.

3.4. Omership

We cal cul ate the ownership position of different
i ndi vidual s and groups using information reported in
the proxy statenent. Beneficial ownership includes
direct ownership, indirect ownership through famly
menbers, trusts or partnerships, and contingent
ownership in the form of stock options that my be
exercised within 60 days. Beneficial ownership of
officers and directors as a group, corrected to
elimnate the double <counting of shares owned
jointly, is reported in the proxy. The fraction of

voting rights held by officers and directors is
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cal cul ated by subtracting from beneficial ownership
those wvoting rights attributable to contingent
ownership, and adding voting rights attached to
ot her securities such as preferred stock. Thi s
provides a rough neasure of the votes that we m ght
expect the officers and directors to control. The
neasure is |less than exact because of the anmbiguity
i ntroduced by i ncl udi ng i ndirect owner shi p.
Omership statistics discussed below are based on
voting rights. W take this position because voting
rights rather than beneficial interest represent

deci sion authority in a control contest.

3.5. Block ownership

Omership by 5 percent bl ockholders is reported
in the proxy statenent. Institutional investors are
required by SEC regulations to report shares as
beneficially owned when those shares are held for
clients who control the attached voting rights.
Mean beneficial ownership is roughly double nmean
voting power for institutional blockholders in our
sanpl e. In contrast, the difference between
beneficial ownership and voting rights is |less than

2 percent for chief executives. (The mean benefici al
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ownership for CEGCs is 3.50% and their nean voting
power is 3.43% The mean beneficial ownership for
institutional blockholders is 5.31% whereas their
mean voting power is only 2.62%) The bl ock
ownership variables in our analysis pertain to those
shares for which a bl ockhol der actually controls the
voting rights.

We consider the influence of ownership by four
groups of bl ockhol ders. | ndependent directors are
defined to be directors who are not also officers of
the corporation. Affiliated investnent pl ans

include enployee stock ownership plans, payrol

stock ownership plans, and all other affiliated
i nvest nent pl ans. We refer to these generically as
ESOP' s. We also consider block ownership by
cor porate of ficers and bl ock owner ship by

institutions.

We obtained data on institutional ownership from
the Standard & Poor's Stock Guide during the nonth
preceding the proxy mailing. This statistic is
based on beneficial ownership rather than voting

rights.

3.6. Firm performance
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We eval uate firm performance using stock returns
and variabl es based on cash flow. Morck, Shleifer,
and Vishny (1989), Martin and MConnell (1991), and
Pal epu  (1986) report t hat stock returns are
correlated wth managerial turnover and takeover
activity. Weisbach (1988), and Murphy and Zi nrer nan
(1993) find that accounting earnings have predictive
content. W have explored a wde variety of
definitions for stock market perfornmance, and find
that our results are somewhat sensitive to the
construction  of this performance neasure. The
construction of our performance  measures i's
descri bed in Appendi x D.

A detailed analysis of the predictive content of
different measures of stock narket performance is
descri bed in Appendix E. Here, we present results
based on market-adjusted returns cal cul ated over the
200 trading days preceding the proxy nmailing, using
the CRSP equal -wei ghted index as the narket proxy.
I nference based o this definition of stock market
performance is stronger than but not inconsistent
with inference suggested by other neasures of stock
mar ket performance. Results based on cash flow are

much nmore robust to variations in specification.
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Qur cash flow return neasure is earnings before
interest and taxes standardi zed by the book val ue of
the firms assets, as in Wisbach (1988). We
consider both the level of this variable and its
growh rate. These data are obtained from COVPUSTAT
(the annual full coverage file, the primary-
suppl enentary-tertiary file, and the research file).
We construct a nine year series of this variable
for each firmin the sanple, centered on the year of
the proxy mailing. W also constructed an index for
i ndustry groups. Qur cross-sectional results are

not sensitive to the definition of this neasure.

3.7. Firmsize
Firm size is represented by the book val ue of
the firnmis assets in the year prior to the proxy

mai ling. These data are from COMPUSTAT.

Chapter 4

Joint distribution of takeover activity, manageri al

turnover. and takeover defense

4.1. Nonparanetric tests for independence
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We use nonparanetric tests to exam ne the joint

di stribution of manager i al turnover, t akeover
activity, and takeover defense. These are all
cat egorical vari abl es. Pai rwi se analysis of their

joint distributions leads to three sets of tests.
In each test, the null hypothesis is that the
frequency of an event such as managerial turnover is
uncorrelated with the frequency of a second event,
li ke takeover activity or takeover defense. The
alternative hypothesis 1is that the conditional
probability of the first event varies wth the
frequency  of the second event. Tests are
di stinguished by both the pair of variables being
exam ned and the specification of an event.

Qur categorical variables are polychotonous.
Suppose that the potential outcones for variable 1

and variable 2 are

vi={vu, viz, - vin,}
_ (10)
Vz—{ V215 V225 -+ V2n2}
Let v;; be a null event, such as no takeover

activity, no takeover defense or no nanageri al
turnover. All other realizations of v; correspond to

sone type of activity. For each pairw se
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relati onship, we report three tests concerning the
joint distribution of two categorical variables.

One null hypothesis is

Pr(vik|v21)=Pr(vik|v2j) " k

The test is based on a 2xn; contingency table. Under
the null, the |likelihood of every event in v; is
invariant with respect to the realization v, = vy or
Vo = V. I f v, represents takeover activity and v,
denotes takeover defense, the null hypothesis is
that the distribution of takeover activity given no
defense is the sane as the distribution of takeover
activity given defense j. The hypothesis concerns
all types of takeover activity and one type of
t akeover defense.

A second hypothesis of interest is

Pr (vik |v21) =Pr(vik|v2))" k" |

This is associated with an n; x n, contingency table
that represents the joint distribution of v; and v,.

In the context of our exanple, the null hypothesis
is that the conditional distribution of takeover

activity is the same for all realizations of

(11)

(12)
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t akeover defense (including no defense.) This test
is distinguished from the test described in the
previ ous paragraph in that the second test concerns
all realizations of the variable v, whereas the
first t est concerns two realizations of t hat
vari abl e.

A final hypothesis focuses on a particular

realization of v;. The null hypothesis is

Pr(vik|v2l) =Pr(vik|v2j ) jt 1

This test is distinguished from the first test in
that it focuses on a particular event in v, rather
than all events in v;. For exanple, we test whether
the frequency of hostile takeovers is correlated
with the presence of poison pills. The test is
associated with a 2x2 contingency table. The rows
of the table correspond to the frequency of the
events v; and UWr j Vi The columms of the table
correspond to v, = Vv, and v, = vy.

Qur hypothesis tests exploit the Pearson ¢?
statistic and an alternative known as the Yates

corrected statistic. These are described in Bishop

Fei nberg and Hol |l and (1975). Both statistics have

(13)
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an asynptotic distribution that is ¢?(q), where the
degrees of freedom q depend on the dinensions of the
contingency table. The Yates correction is
appropriate when event frequencies are |ow, since
its finite sanmpl e di stribution nor e cl osely
resenbles the asynptotic distribution than does the
distribution of the Pearson statistic in this

situation.

4.2. The joint distribution of takeover activity and
manageri al turnover
Table 4.1 describes the joint distribution of
managenent turnover and takeover activity. The data
reveal a strong positive correlation between these
variables that is consistent with evidence presented
by Martin and McConnell (1991). In the first colum
of the table, we see that the frequency of no
managenment turnover decreases nmonotonically as we
nove from firms that experience no form of takeover
activity through firnms that experience an attenpted
takeover to firns that are taken over by outsiders.
The wevidence in the Jlast colum of the table
i ndicates that the frequency of conplete nmanagenent

turnover at firnms involved in conpleted takeovers
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exceeds the frequency of conpl ete managenent
t ur nover at firms t hat experience at t enpt ed
t akeovers and the frequency of conplete turnover at
firms that experience no takeover activity. Hostil e
t akeovers represent t he only departure from
nmonotonicity in this colum. A recent paper by
Commrent and Schwer t (1997) not es t hat t he
hostil e/ non-hostile definition we enploy (that is
al so enpl oyed by other authors, as well) is not very
useful in distinguishing between these takeovers in
economc terms. Hence, our simlar results for
conplete turnover for hostile and non-hostile
t akeovers is consistent with the Comment and Schwert
(1997) concl usions.

The contrast between the distribution of
turnover at firms that experience no takeover
activity and the distribution of turnover at firns

involved in either a nonhostile takeover or a

hostile takeover is especially sharp. We observe
substantial differences in all three neasures of
t ur nover. (These are not independent.) At firnms
t hat experience no takeover activity, parti al

turnover is nmore conmmon than conplete turnover.

Conpl ete turnover is prevalent at firms taken over
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by outsiders, both in the case where the takeover is
hostile and in the case where the takeover s
nonhostile. For exanple, 64 percent (50 percent) of
conpanies in the nonhostile (hostile) takeover
subsanpl e experienced conpl ete managenent turnover -
conpared to 4 percent of the conpanies that
experienced no takeover activity. Also, 18 percent
(8 percent) of conpanies in the nonhostile (hostile)
t akeover subsanpl e experienced no managenent
turnover — conpared to 43 percent of the conpanies
t hat experienced no takeover activity.

The positive correlation between managenment
turnover and takeover activity 1is statistically
significant by a number of nmeasures. A ¢? test
rejects at 1 percent the null hypothesis that the
di stribution  of managenent turnover given no
t akeover activity is the sane as the distribution of
managenment turnover gi ven an LBO, nonhostil e
t akeover or hostile takeover. (These are three
separate tests.) A joint test for <conditiona
i ndependence that incorporates all five categories
of the takeover activity variable also rejects the
null at 1 percent. In the individual cells, we

observe statistically significant di fferences
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bet ween turnover nmeasures at firns that experience
no takeover activity and turnover neasures at firms
that are taken over by outsiders.

In short, the evidence reported in Table 4.1
i ndi cates that takeover activity is associated wth
an increase in mnagenment turnover in our data.
Thi s suggests that our taxonony of takeover activity
and managenent turnover is neaningful. Results
reported below concerning the effect of defensive
activity on takeovers and managerial turnover shoul d
not be attributed to neasurenent error in these

vari abl es, or some sort of sanpling anomaly.

4.3. The joint distribution of takeover activity and
t akeover defense

Table 4.2 describes the joint distribution of
takeover activity and takeover defense. The
contrast between the experience of firnms that have
t akeover defenses and the experience of firnms that
do not have takeover defenses is in general quite
strong. Def enses are associated with |ess frequent
t akeover activity, as reported by Pound (1987). The
data in the first colum of the table reveal that

70 percent of the firns that have no takeover
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def ense experience no type of takeover activity,
whil e 85 percent of the firnms that have a fair price
provision, a classified board and a poison pil
enjoy a simlar experience. The difference is
statistically significant at one percent. Simlar
differences are observed in the case of individual
t akeover defenses. Among the defenses that we
consi der, only incorporation in the state of
Del aware does not seem to be related to the
subsequent takeover experience of firms.

Much of the wvariation in takeover activity
reflected in colum 1 is attributable to the
correl ation bet ween takeover defense and the
frequency of nonhostile takeovers. Ni net een percent
of the firms that have no takeover defense are
involved in a nonhostile takeover during our test
peri od. At firnms that have at |east one mgjor
t akeover defense (that is, a fair-price provision, a
classified board, or a poison pill), no nore than 3
percent of the sanple is involved in a nonhostile
t akeover. The frequency of nonhostile takeovers is
1 percent at firms that have a fair price provision,
a classified board and a poison pill

The di fference bet ween the frequency of
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nonhostil e takeovers at firns that have defenses and
the frequency of nonhostile takeovers at firnms that
have some type of defense rejects the null at
1 percent in every case but Delaware. We al so
reject at 1 percent for every defense but Del aware
the hypothesis that the distribution of takeover
activity is independent of the presence of takeover
def ense. Finally, we are able to reject at
1 percent the null of independence for the joint
distribution of takeover activity and takeover
def ense.

The data in Table 4.2 reveal an additional
disparity in the experience of firms that have
t akeover defenses and the experience of firnms that
do not have takeover defenses. At firms w thout
def enses, 94 percent of takeover attenpts result in
sone sort of conpleted transaction. Roughly 50
percent of attenpted takeovers are successful at
firms with some sort of takeover defense. A ¢? test
rejects at 1 percent the null hypothesis that the
probability of a conpleted offer, given an attenpt,
is the same for firms with no defenses and firns
with a fair price anmendment, classified board and

poi son pill. The sanme test rejects the null at 1
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per cent for al | of the individual def enses,
i ncludi ng i ncorporation in Del aware.

In sum the evidence in Table 4.2 indicates that
t akeover defenses are associated wth both a
decrease in the frequency of conpleted transactions
and a decrease in the frequency of successful
attempts anmong firnms that are takeover targets.
These differences are statistically significant,

especially in the case of nonhostile takeovers.

4.4, The joint distribution of nanagenent turnover
and t akeover defense

The joint distribution of managenent turnover
and takeover defense is described in Table 4.3. In
the first colum of the table, we see that the
overall frequency of no nanagenent turnover s
insensitive to the presence of takeover defense.
Roughly 39 percent of the firns in the sanple
experience no managenent turnover during the test
peri od. This statenment applies to firnms that have
no takeover defenses, to firms that have sone
t akeover def enses and to firms t hat have
conpr ehensi ve takeover defenses.

There is nonetheless a strong relationship
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bet ween the presence of takeover defenses and the
pattern of managenent turnover. In the second and
third colums of the table, we see that firnms that
have t akeover def enses experience conpl ete
managenent turnover |less frequently than firnms
wi t hout takeover defenses, and partial turnover nore
frequently than firnms wthout takeover defenses.
The pattern is consistent across the different types
of defense. For exanple, six percent of firms that
have all three types of defenses (fair price,
classified board and poi son pill) experience
conpl ete managenent turnover conpared to 23 percent
of the firms that have no defenses.

The difference between the frequency of parti al
turnover at firms that have all three defenses and
the frequency of partial turnover at firns that have
only one type of defense rejects at 1 percent the
nul | hypothesis that the frequency of partial
turnover is independent of takeover defense, in
every case but Delaware. Simlar results obtain for
conplete nmanagenent turnover. We reject at
1 percent for every defense but Del aware the
hypothesis that the distribution of managenment

turnover is independent of the presence of takeover
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def ense. Finally, we are able to reject at
1 percent the null of independence for the joint
distribution of management turnover and takeover
def ense.

Col l ectively, t he evi dence in Table 4.3
i ndicates that the presence of takeover defenses is
uncorrelated with the frequency of no nmanagenent
turnover, but strongly correlated with the frequency
of conpl ete managenent t urnover. G ven our
definitions of no/partial/conmplete turnover, one
could restate the above results as: The presence of
t akeover defenses is uncorrelated with the frequency
of CEO departures, but strongly correlated with the
identity of the new CEO. At firms that have
t akeover defenses, a departing CEO tends to be
replaced by a subordinate. At firnms without
t akeover defenses, it is nmuch nore likely that both
the CEO and his subordinate depart sinultaneously.

These data, the data in Table 4.1 and the data
in Table 4.2 are jointly consistent wth evidence
presented by Mrck, Shleifer and Vishny (1989).
These authors report t hat conplete manageri al
turnover is associated with takeover activity. I n

contrast, replacenent of the CEO by the current
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board of directors is associated with the pronotion

of an internal candi date.
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Chapter 5

Boot strap Redressi on Results

5.1. Performance and takeover activity

Table 5.1 describes the relationship between
perfor mance and t akeover activity and t he
relationship between perfornmance and nmanagenment
turnover, both as a function of takeover defense.
The estimtes presented in the table are obtained by
regressing performance neasures on a set of
interactive dunm es. In Panel A, where we focus on
t akeover activity, the dummy variables represent the
status of takeover defenses at firns that are not
t akeover targets. The intercept describes nean
performance at firms involved in a takeover, buyout,
or attenpted takeover. Slope coefficients represent
the difference in performance between firnms that are
not takeover targets and firms that are takeover
targets, as a function of takeover defense. A
positive coefficient inplies that firnms that are not
t akeover targets exhi bi t superi or performance
relative to firms that are takeover targets.

We estimte two versions of this nodel. The

rel ati onship bet ween performance and t akeover
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activity is allowed to vary with takeover defense in
the unconstrained nodel. Here, the interactive
dunm es that represent the joint status of the firm
with respect to takeover defense and takeover
activity are labeled bi, b2 bs. The vari abl e
associated with p; has a value of 1 if a firm has no
t akeover def ense and experiences no takeover
activity, and a value of 0 otherw se. The vari abl e
associated with p, (bs) has a value of 1 if a firm
has a poison pill (other defense) and experiences no
t akeover activity, and a value of 0O otherw se.

In the constrained nodel, the slope coefficient
that represents the relationship between performance
and takeover activity is independent of takeover
defense. The t-statistic for this slope coefficient

is a test of the joint hypothesis by = b2 = bz = 0

against the alternative b1 = b2 = bs = k>0. A
rejection inplies that performance is related to
t akeover activity, under the mintained hypothesis
t hat t akeover def enses do not af f ect t he
relationship bet ween performance and t akeover
activity.

We test the constraint b; = b2 = bz against the
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alternative t hat t he rel ationship bet ween
performance and takeover activity varies wth
t akeover defense. The test statistic has an F
di stribution. W also present a test of the
hypothesis by = bz, WwWhich inplies that anong firns
that are not takeover targets, performance is the
same at firms that have no takeover defense and
firms that have poison pills. In either case, a
rejection of the null suggests that the correlation
bet ween takeover defense and takeover activity may
be performance rel at ed.

Consider first the results for the constrained
nodel in panel A. The sl ope coefficient associated
with the absence of takeover activity is positive
for 2 of the 3 performance neasures. This indicates
that firms that are not taken over outperform firnms
that are taken over during the four vyear period
preceding the test period, and is consistent wth
the performance based explanation of t akeover
activity, as noted by Palepu (1986), Mor ck,
Shleifer, and Vishny (1989), Martin and MConnell
(1991), and Denis and Serrano (1996). However, the
estimated slope coefficients are significantly

different from zero for only cash-flow based return
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on assets.

In the unconstrained nodel, the estimte of b
indicates that firms with poison pills that are not
taken over outperform takeover targets when either

cash flow or stock market return is used to neasure
performance. The F-test rejects the null by = b2 = bs

at 10 percent when stock nmarket return is used to

measure performnce. The t-statistic for b1 = b2
rejects the null at 10 percent only in the case
wher e cash-fl ow growt h IS used to represent

performance.

5.2. Performance and nmanagenent turnover

The rel ati onship bet ween performance and
managenent turnover is described in Table 5.1 Panel
B. The results here are qualitatively simlar to
those reported in Panel A In the constrained
nodel, the slope coefficients associated with all
three performance measures are positive, indicating
that firnms that do not experi ence mnagenent
t urnover outperform those that do experience
managenent turnover. (When cash-fl ow based ROA is
used to represent performance, the nodel rejects the

null at 5 percent. The estimate associated wth
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stock market return rejects the null at 1 percent.)
These findings are consistent with those in Wrner,
Watts, and Wuck (1988), Wisbach (1988), and Denis
and Denis (1995).

The pattern of t he esti mat es from the
unconstrai ned nodel is simlar to the pattern
observed in Panel A. The estimates of b, indicate
that managers who enjoy the protection of poison
pills outperform managers who subsequently depart
from their firms for every performnce neasure.
When stock market return s used to neasure
performance, the null is rejected at 1 percent.
Nei t her managers who operate w thout the protection
of takeover defenses nor managers who are shielded
by defenses other than poison pills outperform
managers who are about to depart by a statistically
significant margin.

The difference in performance anong nmanagers who
do not experi ence turnover IS statistically
significant only when stock market return is used as
a performance neasure. For this neasure of
performance, we reject at 1 percent both the
hypothesis b1 = b, = bz and the hypothesis b1 = b>.

We draw two conclusions from the evidence in
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Table 5.1. First, the cross-sectional relationship
bet ween performance and turnover, and the cross-
secti onal relationship between performance and
t akeovers that we observe in our data are consistent
with the hypothesis that takeovers and managenent

turnover are performance related. Thus our data are

consi st ent with previ ously reported results.
Second, it appears that these relationships vary
with the status of takeover defenses. The evi dence

presented in Table 5.1 1is consistent wth the
hypot hesi s t hat t akeover defense affects t he
relationship between performance and corporate
control, and also consistent with the hypothesis
that takeover defenses are correlated wth sone
characteristic of firms that covaries with control

activity.

5.3. Omership and takeover activity

Table 5.2 describes the relationship between
ownership structure and takeover activity and the
rel ati onship bet ween owner ship structure and
managenent turnover, both as a function of takeover
def ense. The estimated sl ope coefficients presented

in the table are obtained by regressing ownership
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variables on the sanme set of interactive dummes
used in the performance regressions. I n Panel A,
the estimates represent the difference in ownership
between firms that experience no takeover activity
and firms that experience sone type of takeover
activity. In Panel B, the coefficients describe the
relati onship between the ownership structure of
firms that experience no managenent turnover and the
ownership structure of firms that experience sone
managenent turnover.

In Panel A, estimates fromthe constrained nodel
are not suggestive of a relationship between

ownership and takeover activity. But the Ftest of

the hypothesis bi; = b2 = bs (in the unconstrained

nodel) rejects the null at 1 percent for 4 of 7
owner shi p vari abl es. In two other cases, the test
statistic rejects at 5 percent. These results, as

well as the estimates from the unconstrai ned nodel,
indicate that inmposing the constraint bp; = b2 = bs
obfuscates the relationship between ownership and
t akeover activity, which varies systematically wth
the status of takeover defense.

Two patterns are apparent in the estimtes from

t he unconstrai ned model . First, t here are
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significant differences in ownership between firns
that are taken over and firms that are not taken
over. Second, within the group of firms that is not
taken over, the ownership structure of firns that
have no takeover defenses tends to be very different
than the ownership structure of firms that have
poi son pill defenses. The ownership structure of
firms with takeover defenses other than poison pills
represents an internediate case between the two
extrenes. The estimtes of b2 suggest that
ownership of CEGCs, other officers and directors, and
institutions at firns that have poison pill defenses
and experience no takeover activity is less than
observed at firns that have poison pills and are
t akeover targets. This contrast in ownership
structure IS not , however, statistically
significant; none of the estinmates for p, rejects the
null at 10 percent. There is a statistically
signi ficant di fference bet ween t he owner ship
structure of non-targets that have poison pill
def enses and the ownership structure of non-targets
t hat have no defenses; we reject at 1 percent the

null hypothesis by = b2 for 4 of the 7 ownership

variables. W also reject pi1 = b2 = bz in these sane
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cases. These results suggest t hat owner ship
structure also may play a role in explaining the
correlation between takeover defense and takeover

activity.

5.4. Omership and nmanagenent turnover

The results in Panel B of Table 5.2 are
qualitatively simlar to those in Panel A The
estimates from the constrai ned nodel reveal that the
null of no relationship between nanagenent turnover
and ownership is rejected at 5 percent for 4 of the
7 ownership variables that we consider. The
esti mates suggest that insiders (CEOs, officers and

directors) wth strong ownership positions are

unl i kel y to experience turnover. Strong
i nstitutional ownership is associated wth an
increased |ikelihood of mnmanagenent turnover. These

findings are consistent with the evidence in Denis,
Denis, and Sarin (1997), Allen (1981), and Sal ancik
and Pfeffer (1980).

Turning to the unconstrai ned nodel, we see that
ownership structure varies wth takeover defense

anong firms that do not experience nanagenent

t urnover. The estimates of p; in panel B indicate
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t hat an absence of nmanagenent turnover is associated
with strong insider ownership at firns that have no
t akeover defenses. There is a statistically
signi ficant di fference bet ween t he owner ship
structure of no-turnover firns that have poison pil

def enses and the ownership structure of no-turnover

firms that have no defenses. W reject at 1 percent

the null hypothesis by = b, for 4 of the 7 ownership

variables. W also reject pi1 = b2 = bz in these sane
cases.

The evidence in Table 5.2 suggests that
ownership, |ike performance, nmay play a role in
explaining both the correlation between takeover
def ense and takeover activity, and the correlation
bet ween takeover defense and managenment turnover.
Moreover, the results in Table 5.1 and Table 5.2
suggest that the identification problem discussed in
chapter 3 is an issue of genuine inportance.
Empirically, we see that ownership, perfornmance and
control activity are correlated. Econom ¢ theory
suggests that these characteristics of firns are
jointly determ ned. Econonetric nodels that ignore

these relationships may yield msleading inference.
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Chapter 6
Probit ©Model s

6.1. Ownership, performance, defensive activity and
t akeovers

In Table 6.1, we examne probit nodels that
expl ai n t akeover activity with performance,
owner shi p, and takeover defense. I n each nodel, the
dependent variable assunmes a value of 1 if a
conpl eted takeover or buyout occurs and a value of O
i f no takeover or buyout occurs. At t enpt ed
t akeovers that are not successful are classified as
"no takeover." A size control (total assets) is
included in each nodel. Esti mates  of t he
coefficients associated with this variable and the
constant are not reported.

Qur approach is notivated by the results
presented in tables 5.1 and 5.2, which revea
respectively a significant interaction bet ween
performance and takeover defense, and a significant
interaction between ownership and takeover defense.

In table 6.1, we focus on the interaction between
performance and takeover def ense. Model st hat

address the interaction between ownership and
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t akeover defense reveal that ownership plays a
secondary role to performance in explaining takeover
activity. Estimation of the interaction between
t akeover defense and explanatory vari abl es increases
t he nunmber of explanatory variables by 2 for each
interaction that we consider. If the sanple size
were unlimted, we would estimate a nodel where
t akeover defense interacts sinultaneously with
di fferent measures of performance and all ownership
vari ables, and test the constraints associated wth

t he hypot hesi s t hat certain variabl es and/ or

interactions are irrelevant. W find that for the
sanpl e considered here, large nodels appear to be
over paraneteri zed. For many permutations of the
sanple, the probit estimator will not converge.

The nost general nodel in table 6.1 is presented
in the first row and | abel ed nodel 1. All others
are nested wthin it. In the general nodel
t akeover defense influences takeover activity both
directly and through performance. We test this
nodel against an alternative where takeover defense
has no direct inpact on the |ikelihood of a takeover
(rodel 2), an alternative where the relationship

bet ween takeover activity and performance i's
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i ndependent of takeover defense (nmodel 3), and an
alternative where only takeover defense affects the
i keli hood of a takeover (nodel 4). Evi dence
concerning the validity of these restrictions is
provided by a set of Wald statistics and a battery
of z-tests. An analysis of the sanpling distribution
of the Wald statistic denmonstrates that it has |ow
power in the setting considered here. For this
reason, we rely minly on the nore powerful z-
statistics for inference. A rejection of the null
inplies that the general nodel provides a better
description of the data than does the restricted
nodel .

Models 1 and 2 in table 6.1 acknow edge the
possibility that the relationship between takeover
activity and financial performance depends on the
status of takeover defense. (This is a nmintained
hypot hesi s.) Model 2 is a constrained version of
nodel 1, where takeover defense does not directly
influence the likelihood of a takeover. The z-
statistics associated with "No Defense"(bs) and
"Poison Pill"(pb7) in nodel 1 are a test of this

constraint, as is the Wald statistic associated with

the second nodel. W also test the nmaintained
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hypothesis that the relationship between takeover
activity and performance is independent of takeover
defense, using the z-statistics |abeled bs-bs, etc.
The estimates from these nmodels indicate that
the apparent influence of takeover defense on
t akeover activity is in fact attributable to the
i nteraction bet ween performance and t akeover
defense, as noted in table 5.1. In table 6.1,
estimates from the first two nodels reveal a
negative correl ation bet ween per formance and
t akeover activity at firnms that have takeover
def enses; t he relati onship S statistically
significant at firms that have poison pills. No
vari able other than performance has statistically
significant explanatory power. In particular, there
is no evidence of a direct relationship between
t akeover activity and takeover defense; neither the
z-statistic associated with "No Defense" nor the z-
statistic associated with "Poison Pill" rejects the
nul | . W do reject the hypothesis that the
relationship bet ween performance and t akeover
activity at firms w thout takeover defenses is the
same as the relationship between performance and

t akeover activity at firms with poison pills. Thi s
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suggests that the naintained hypothesis in nodels 1
and 2 is an inportant feature of the data.

The results in nmodel 1 are consistent with the
findings in Anbrose and Meggi nson (1992), Song and
val kling (1993), and M kkelson and Partch (1989).
Simlar to our results, Ambrose and Megginson find a
negati ve, t hough statistically i nsignificant,
relation between poison pills and takeovers, and
antitakeover charter anmendments and takeovers. Song
and Walkling, and M kkelson and Partch find a
statistically significant negative relation between
director ownership and the probability of being a
t akeover target. We al so docunent a negative, though
statistically sonewhat |ess significant, relation
bet ween director ownership and takeover probability.
Unlike the earlier studies, our standard errors are
based on the bootstrap estimate of the paraneter
covariance matri x.

In nodel 3, we constrain the relationship
bet ween performance and takeover activity to be
i ndependent of type of takeover defense. | mposition
of this constraint, which is rejected by the data
produces an estimate which suggests that poison

pills increase the likelihood of a takeover. I n
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other words, the introduction of a performance
vari able reverses the relationship between takeover
def ense and takeover activity.

In model 4, we ignore the influence of all
vari abl es other than takeover defense. Esti mat es
from this nodel suggest that takeover defense
decreases the frequency of takeover activity. But
the z-statistics associated with nodel 1 and nodel 2
indicate that the restriction that sustains this
inference is inconsistent with the data. In short,
the evidence in table 6.1 suggests that perfornmance
and little else explains the frequency of takeover
activity, and that this relationship exists only at
firms that have takeover defenses.

We find that these conclusions are insensitive
to whether LBO s are included in the sanple; if they
are del eted, the dependent variable has a value of 1
only in those cases where control shifts to an
out si der. If stock nmarket returns or growh in
cash-fl ow based ROA are used as performance
nmeasures, the relationship between perfornmance and
t akeover activity becones statistically
insignificant. But in no case do we observe

evidence of a direct relationship between takeover
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def ense and takeover activity. Mor eover, a non-
nested Ilikelihood ratio test suggested by Vuong
(1989) rejects nodels based on stock rmarket
performance or cash-flow growh as alternatives to
t he nmodel described in the first row of table 6. 1.

Qur interpretation of this evidence reflects our
concern about identification. We suspect that the
absence of correlation between performance and
t akeover activity at firnms that have no takeover
defense is attributable to sonme characteristic of
these firms other than the status of takeover
def enses. The relationship between ownership and
t akeover defense docunmented in table 5.2 is
suggestive, but we are unable to establish a link
e nonet hel ess di scuss t he hypot hesi s t hat
attributes the evidence presented in table 6.1 to
sel f-sel ection.

Suppose that certain firms seek business
conbi nati ons for strategic reasons t hat are
unrelated to perfornmance. Those firms would have
little incentive to adopt takeover defenses. Then
in the data, we woul d observe no correlation between
performance and takeover activity at these firnms.

W would also observe a negative cross-sectional
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correlation between defensive activity and takeover
activity. But t hat correl ation woul d be
attributable to the fact that firms w thout takeover
def enses seek to be taken over, rather than any
causal relationship based on performance or the
efficacy of takeover defense.

We al so note that while the relationship between
performance and takeover activity at firns that have
t akeover defenses (poison pills) indicates that
t akeover defenses are not 100 percent effective,
this result does not inply that defensive activity
is conpletely ineffective. Nor does it inply that
the adoption of takeover defenses is costless.
There are a nunber of cases in our sanple where it
seens clear that poor performance attributable to
i nept managenment persisted for |ong periods of tine,
at least partly because of defensive activity. This
is consistent with evidence from announcenent
returns as noted by Bhagat and Jefferis (1991) and
Ryngaert (1988).

Qur analysis also suggests how one mght go
about neasuring the inpact of takeover defense on
the link between performance and takeover activity.

| f substandard cash flow |leads to takeovers, and
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def ensive activity attenuates this link, then the
probability of a takeover given poor cash flow
should be reduced by the presence of takeover
def ense. This inmplies that the duration of poor
performance should, on average, be extended by the
presence  of t akeover def ense. The evidence
presented here indicates that an investigation al ong
these lines should control for self-selection,

per haps through the use of panel data.

6.2. Owmership, performance, defensive activity and
manageri al turnover

Probit nodels that explain nanagenent turnover
with performance, ownership, and takeover defense
are presented in table 6.2. In each npodel, the
dependent variable assunes a value of 1 if sone
managenent turnover occurs and a value of 0 if no
managenent turnover occurs. We make no distinction
bet ween partial turnover and conplete turnover. A
size control (total assets) is included in each
nodel . Estimtes of the coefficients associated
with this variable and the constant are not
reported. The structure of the econonetric nodel is

identical to the structure of the nodel presented in
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table 6.1, save for the fact that cash flow growh
rat her t han cash flow is used to measur e
per f or mance.

Qur results concerning nmanagenment turnover are
gqualitatively simlar to the results concerning
t akeover activity presented above. We observe a
statistically si gni ficant rel ati onship bet ween

managenent turnover and performance, but only at

firms that have poison pills. Qur estimates
i ndi cate t hat at t hese institutions, poor
performance is associated wth the subsequent

departure of the CEO The data provide no evidence
of direct relationship between takeover defense and
managenent turnover, as would be suggested by the
hypot hesi s that managers who enjoy the protection of
t akeover defenses are "entrenched." The hypot hesi s
that the relationship between nanagenent turnover
and performance is independent of takeover defense
is rejected by the data. If we neverthel ess inpose
this constraint, the estinmates indicate that poor
performance i s associated with managenment turnover.
We find that these results are not sensitive
to the definition of turnover or performance. CQur

estimtes have substantially the sanme properties
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as the estimates reported in table 6.2 if we
delete from the sanple either observati ons
associated with conplete nanagenent turnover or
observations associated with partial managenment
turnover. The use of stock market return rather
than cash flow growth as a performance neasure
does not al ter our concl usi ons. Sone
specifications of the econonetric nodel vyield
estimates that are not statistically significant.

No specification produces evidence that takeover
defense is an effective neans for nmanagers to
retain their positions, i ndependent of

per f or mance.

6. 3. Diagnostics

We construct a battery of diagnostic statistics
for the probit npdels. The focus of this effort is
the detection of heteroscedasticity. Qur tests
i nclude graphical analysis of the psuedo-residuals
as described by Pagan and Vella (1989), t he
conditional nmonent test devel oped by Newey (1985),
and a Hausman test based on the difference between

t he (normal i zed) probi t esti mat es and score
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esti mat es. Evi dence reported by Skeels and Vella
(1999) indicates that the conditional nmonment test is
not very powerful in the case of the probit
estimator, although Newey has shown that the test
has optimal asynptotic power locally. A Mnte Carlo
study confirms that this test has |ow power for our
data as well. This observation notivates our
Hausman test.

Hausman tests are based on the difference

between two estimators. One is consistent and
efficient under the null hypothesis that the npde

is correctly specified. A second is consistent
under both the null and the alternative, but
i nefficient under the null. In the case considered
here, the probit estimtor is consistent and

efficient under the mmintained assunption that the
|atent error terms in (8) have a honpscedastic
nor mal di stribution, but i nconsi st ent i f this
assunption is violated. The score estimator p is
consistent but inefficient if the latent errors are
well behaved, and consistent iif the maintained
assumptions of the probit nodel are violated. If s

is the covariance matrix for these two estinmtors,

the Hausman test statistic is
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H=(b-b)s'(b-b)

The t est statistic has an asynptotic
distribution that is c*q), where g is the dinension
of the paraneter vector, under conditions discussed
in Wiite (1982). The score estimtor does not
satisfy those conditions, so we have no fornal
justification for our test. We construct an
estimate of the covariance matrix S using bootstrap
estimates from the score and probit estimtors.
Simulation results indicate that this test statistic
is nmore powerful than the conditional nonent test of
Newey (1985) in detecting heterosedasticity. It has
an enpirical distribution that approaches ¢% and
would therefore appear to be an appropriate
di agnosti c.

Tabl e 6.3 presents specification diagnostics for
the probit models that appear in the first row of
Table 6.1 and Table 6. 2. Hausman statistics, which
are based on the difference between the probit
estimator and the score estinmator, are presented
along with the score estinmates and probit estimtes

that are used to construct the Hausman test. Scor e

(14)
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esti mates have unit |ength. (This is a property of
the estimator.) The probit estimtes have been
normalized to facilitate conparison. Hausman
statistics for the individual coefficients are

reported on a coefficient by coefficient basis. The
omi bus Hausman statistic for the npdel appears in
the right-hand colum of the table. W also present
condi ti onal noment tests for normal ity and
het eroscedasticity. In both Panel A, whi ch
concerns the nodel of takeover activity presented in
Table 6.1, and Panel B, which concerns the nodel of
managenent t ur nover from Tabl e 6. 2, t he
correspondence between the probit estimtes and the
score estimates is generally close. The Hausman
test nonetheless rejects the null of consistent
estimation for the <coefficients associated wth
"Other Defense" and "No Defense" in both nodels. |In
t he nmodel of managenent turnover, the Hausman test
al so suggests that the coefficient associated wth
ownership by officers and directors is not estimated
consi stently. The omnibus statistic rejects the
null for the nodel of takeover activity, but not the
nodel of managenment turnover. We conclude that the

parameter estimates in Table 6.1 and Table 6.2
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should be interpreted with cauti on.

The conditional monment tests for normality and
het eroscedasticity fail to reject the null. Qur
Monte Carlo study of these tests indicates that the
test statistics have very low power in the setting
consi dered here. For this reason, we regard the
failure of these statistics to reject the null as

uni nfornati ve.
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Chapter 7

Summary and Concl usi ons

A vast theoretical and enpirical literature in
corporate finance considers the inter-relationships
bet ween corporate governance, takeovers, managenent
turnover, corporate performance, corporate capital
structure, and corporate ownership structure. Most
of the extant literature considers the relationship
between two of these variables at a time - for
exanmple, the relationship between ownership and
performance, or the relationship between corporate
governance and takeovers.

The following is just a sanpling fromthe
abovenmentioned literature: Pound (1987) and Conment
and Schwert (1995) consider the effect of takeover
def enses on takeover activity; Mrck, Shleifer, and
Vi shny (1989) exam ne the effect of corporate
ownership and firm perfornmance on takeover activity
and managemnment turnover; DeAngel o and DeAngel o
(1989), Martin and McConnell (1991), Denis and
Serrano (1996), and M kkel son and Partch (1997)
consider the effect of firm performnce on
managenent turnover; Denis, Denis and Sarin (1997)

consi der the effect of ownership structure on
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managenent turnover; Bhagat and Jefferis (1991)

consi der the inpact of corporate ownership structure
on takeover defenses; |kenberry and Lakoni shok
(1993) investigate the effect of firm perfornmance on
t akeover activity; Berkovitch, Israel and Spiegel
(1998) exam ne the inpact of capital structure on
managenent conpensation; Mhrt-Smth (2001) studies
the rel ationship between ownership and capital
structure; Garvey and Hanka (1999) investigate the

i npact of corporate governance on capital structure;
McConnel | and Servaes (1990), Hermalin and Wi sbach
(1991), Loderer and Martin (1997), Cho (1998),

Hi mrel berg, Hubbard and Palia (1999), Aggarwal and
Samm ck (2001), and Densetz and Vill al onga (2001)
study the relationship between managerial ownership
and firm performance; and DeAngel o and DeAngel o
(2000) and Fenn and Liang (2001) focus on ownership
structure and the corporate payout policy.

We argue that takeover defenses, takeovers,
managenent turnover, corporate performance, capita
structure and corporate ownership structure are
interrel ated. Hence, from an econonetric viewpoint,
the proper way to study the relationship between any

two of these variables would be to set up a system
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of si mul t aneous equat i ons t hat specifies t he
rel ati onshi ps between these six variables. However,
specification and estimation of such a system of
si mul taneous equations is non-trivial.

For exanple, econonetric nodels that
acknow edge the possibility that perfornance,
owner ship and t akeover def enses i nfluence
takeovers do not necessarily yield consistent
esti mat es for t he par anet ers of i nterest.
| dentification requires sone conbi nati on of
exclusion restrictions, assunmptions about the
joint distribution of the error ternms, and
restrictions on the functional form of the
structural equations. Maddala (1983) discusses
restrictions that identify the nodel when the
error terns are normal | y di stri but ed.
ldentification in single equation sem paranmetric
i ndex nodels, where the functional form of 1is
unknown and the explanatory variables in that
equation are continuous, known functions of a
basic parameter vector is discussed by Ichinura
and Lee (1991). Estimation of a system of
equations in the absence of strong restrictions on

both the functional form of the equations and the
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joint distribution of error ternms is, to the best

of our know edge, an unsol ved problem

We are unaware of a nodel of takeover defense
that inplies specific functional forns. | f these
functions are linear, identification nay be attained
t hrough either strong distributional assunptions or
excl usi on restrictions. Maddal a (1983) and
Amem ya (1985) discuss restrictions on the error
terms that identify the nodel in the absence of
exclusion restrictions. But these restrictions are
inconsistent wth incentive-based explanations of

t akeover defense, since unobservable characteristics

of manageri al behavior or type will be reflected in
all of the error terms. Excl usion restrictions are
therefore the nost likely path to identification.

The hypothesis that we wish to test - that

t akeover defense affects the |ikelihood of takeover
activity - suggests that exclusion restrictions
would be difficult to justify. Intuitively,
vari ables that affect the I|ikelihood of a takeover
will be reflected in the structure of takeover
def enses.

To illustrate this problem in a nmeaningful

manner we consider the following two questions that
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have recei ved consi derabl e attention in t he
literature and have significant policy inplications:

Do antitakeover neasures prevent takeovers?

Do antitakeover neasures hel p managers enhance
their job-tenure?

W examine the inpact of firm perfornmance,
ownership structure and corporate takeover defenses
on takeover activity and managerial turnover. Qur

focus is the efficacy of corporate takeover defense.

A vast literature suggests that takeovers and the
manageri al | abor narket serve to discipline poor
perforners in the nmanageri al ranks, and al so

suggests that corporate takeover def enses are
designed to shield incumbent nanagers from these
forces. If this is in fact the case, and the belief
that notivates the adoption of takeover defenses is
rational, the presence of these defenses should be

associated with a decline in takeover activity and

ext ended job tenure for nmanagers. The results
presented here provide little support for this
hypot hesi s. W do observe a negative correlation

bet ween takeover activity and takeover defense that
is statistically significant. But the introduction

of a performance variable into a nodel that relates
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t akeover activity to takeover defense reverses the
sign of the relationship between takeover activity
and takeover defense. In a nodel that allows the
rel ati onship bet ween performance and t akeover
activity to vary with takeover defense, we find that
def ensi ve activity i's i neffective. Thi s
i neffectiveness of takeover defenses is consistent
with the findings of Coment and Schwert (1995).

Qur specification test suggests that we "ask too
much of the data" when we fit the probit nodel that
attempts to explain takeovers (or turnovers) as a
function of corporate ownership structure, corporate
performance, and takeover defenses. We al so have a
concern about identification of such probit nodels.
However, our evidence does suggest that perfornmance
and ownership structure may play an inportant role
in explaining the frequency of takeover activity.
These vari abl es shoul d not be omtted from
i nvestigations of this phenonenon.

In the case of managenent turnover, our results
are even stronger. The frequency of CEO departures
is uncorrelated with the status of takeover defenses
at firms in our sanple. This statenent i's

consistent with both sinple correlations, and wth
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the estimates from probit nodels, where we find that
turnover is related to perfornmance. At firms with
poison pill defenses, there is a statistically
significant relationship between management turnover
and performance.

We stress that these results do not inply that
def ensive activity is costless to sharehol ders. |t
may well be the case that managers who are shiel ded
by takeover defenses perform less well than they
woul d have had the takeover defenses not been in
pl ace. This hypothesis is consistent with both the
results reported here, and with indirect evidence
from announcenent returns. Qur evidence does,
however, suggest quite strongly that t akeover
def enses are not conpletely effective in insulating

managers fromthe consequences of poor perfornmance.
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Table 3.1

Panel

A: Nunber

on takeover

of proxy statenents we sought

def enses) and were able to find for

(for

i nformati on

t he sanpl e of

344 NYSE- and AMEX-listed firns for the period 1980-1987.
Year
1980 | 1981 1982 1983 1984 1985 1986 1987 | Total
Number 344 344 344 344 344 344 341 203 2608
sought
Number 227 288 300 301 317 318 305 181 2237
Read
Number 117 56 44 43 27 26 36 22 371
M ssi ng
Panel B: Correlation matrix of mssing proxy statenents
bet ween two years in the period 1980-1987.
1981 1982 1983 1984 1985 1986 1987
. 28 .24 .09 .08 -. 00 . 05 -. 00 1980
.39 .18 .04 .12 .07 .04 1981
.18 23 .04 . 00 .03 1982
24 . 05 . 06 . 07 1983
-. 10 17 13 1984
.23 -.10 1985
17 1986




Table 3.2

Def ensi ve activity, attenpted and actual change in control,
and managenment turnover frequencies for 344 NYSE- and Amex-

listed firnms during 1980-1987

Panel A Frequency of defensive activity

Fairprice or super majority amendnent'® 207
Cl assified board amendnent? 224
Poi son pill? 210

Al'l three of above (Super-defense)
139

None of the three above-nmenti oned (No-defense) 69

I'nformati on on existence of fairprice, supermgjority, and
classified board anendnments was obtai ned from proxy statenents
for the years 1980 through 1987 of sanple firms, Linn and
McConnel | (1983) dataset, Investor Responsibility Research
Center (1987) survey, and Wall Street Journal Index for 1984
t hrough 1987.

’ nformation on poison pills was obtained from Ryngaert's
(1988) sanple, wall Street Journal |ndex, and proxy

statenments.



Panel B State of incorporation

Nurmber of firnms incorporated in Del aware® 181

Nurmber of firns that changed their state of incorporation® *

17

*Data from Mbody's Manual s, proxy statements, and Wal

Street Journal | ndex.

“Al'l but one firmreincorporated in Del aware.






Table 3.2 (continued)

Panel C Change in corporate control®

Leveraged buyout (all) 14
Lever aged buyout (pressured)?® 7
Hostil e takeover’ 12
Nonhostil e takeover? 22
Attenpt ed change in control?® 30

No actual or attenpted change in control 266
Panel D Managenent turnover'®

or

or

*Information fromwall Street Journal Index starting in 1984

1985 through two subsequent years.

®The LBO occurred in response to an external takeover threat

the initial offer was rejected.

‘I'nitial offer was rejected or resisted by target nanagenent
8Tar get managenment did not publicly resist the takeover.

°An attenpted change in control that was unsuccessf ul

%Change in the top two officers listed in order in the

Directory of Corporate Affiliations or Standard and Poor's

Regi ster of Corporations, Directors, and Executives for 1984



Partial turnover?! 174
Conpl et e turnover *? 37

No turnover 133

or 1985 through two subsequent years.
"Change in one of the top two officers.

2Change in both the top two officers.



Table 4.1

Joint distribution of managenent turnover and takeover
activity between 1984 and 1987 in a sanple of 344 NYSE-|isted
and Anmex-listed firms. Cell entries denote the conditional
frequency of managenment turnover given takeover activity.
Where appropriate, the the ¢? statistic that is used to test
the null hypothesis of conditional independence of managenent
turnover given takeover activity is reported in brackets. The
nunmbers in parentheses in the first row and first colum of
the table indicate the sanple frequency of nmanagenent turnover

and takeover activity respectively.’

Management Tur nover ?
Takeover No turnover Parti al Conpl et e
Activity?® (133) t urnover t ur nover
(174) (37)
Full sanmple 0. 39 0.51 0.11
(344)*
No activity 0. 43 0.53 0. 04
(266)
Attenpted (30) 0. 33 0.57 0.10
[ 0. 65] [ 0. 03] [ 0. 96]
LBO' (14) 0.29 0.50 0.21"
[ 0. 60] [ 0. 00] [5.12]
Nonhosti | e’ 0.18" 0. 18 0.64"
(22) [4.15] [ 8. 51] [ 83. 39]
Hostile' (12) 0.08"" 0.42 0.50
[ 4. 31] [ 0.22] [ 34. 46]




1"No turnover" refers to firms that experience neither parti al
nor conplete turnover. "Partial turnover" occurs when there is
change in one of the top two officers. "Conplete turnover"
occurs when there is change in both the top two officers. "No
activity" refers to no actual or attenpted change in control.
"Attenpted" refers to an attenpted change in control that was
unsuccessful. "Nonhostile"” : the target managenent did not
publicly resist the takeover. "Hostile": the target managenent

resisted or rejected the initial offer.

> A * indicates that the Yates ¢? statistic, which is

distributed as ¢?(1) asynptotically, rejects at 1 percent the
nul | hypot hesi s of i ndependence for t he condi ti onal
di stribution of managenent turnover with respect to control
activity. This test is based on a 2x2 contingency table. The
turnover variable has a value of 1 if the specified type of
turnover occurs and O otherw se. The takeover activity
variable is equal to O when there is no control activity and
equal to 1 when the specified type of takeover activity
occurs. A ** indicates that this same statistic rejects the
null at 5 percent. The distribution of the Yates statistic
more closely resembles ¢® than does the distribution of nore
famliar Pearson statistic when the event of interest occurs
with low frequency in finite sanples. The Yates statistic has
a smaller size than the Pearson statistic and is therefore

associated with |l ess frequent rejection of the null

3 A t indicates that the Pearson ¢? statistic, which is



5
distributed as ¢?(2) asynptotically, rejects at 1 percent the

nul | hypot hesi s of i ndependence for t he condi ti onal
di stribution of managenent turnover with respect to takeover
activity. Under the null, the conditional distribution of
managenment turnover given no control activity is equal to the
conditional distribution of nmanagenent turnover given the
specified type of control activity. A ft indicates that this

same statistic rejects the null at 5 percent.

4 The Pearson ¢? statistic of 99.04, which is distributed as

c?(8) asynptotically, rejects at 1 percent the null hypothesis
of independence for the conditional distribution of takeover

activity and managenent turnover



Table 4.2

Joi nt

bet ween 1984 and 1987 for

Amex-listed firnms. Cel | entries denote the conditional
frequency of takeover activity given takeover defense.
appropriate, the ¢? statistic that is used to test the nul
hypot hesis of conditional independence of takeover activity

di stribution of

t akeover

a sanple of

activity and takeover

344 NYSE-listed and

gi ven takeover defense is reported in brackets. The nunbers
in parentheses in the first colum and first row of the table
indicate sanple frequency for takeover defense and takeover
activity respectively.?
Takeover Activity?
Takeover Defense? None At t enpt LBO Nonhost | Hostile
(266) ed (14) ile (12)
(30) (22)
Ful | sanple 0.77 0. 09 0. 04 0. 06 0. 04
(344)°
No defense (69) 0.70 0.02 0.09 0.19 0.02
Fair price, 0. 85 0. 07 0. 04 0.01" 0.01
classified board [ 5. 80] [1.56] | [0.92] | [18. 34] [0.02]
and poi son pil
(139)
Fair price (207) 0.82" 0. 09 0.03 0.02 0.04
[ 4. 31] [3.02] [ [0.13] |[21.10] [ 0. 31]
Cl assify board 0.81" 0. 09 0. 04 0. 03" 0.04
(224) [ 3. 85] [3.00] | [2.11] |[18.48] [ 0. 23]
Poi son pill (210) 0.81 0.107 0. 03 0. 03" 0. 03
[2.97] [4.11] | [2.96] |[18.46] [0.16]

def ense

VWher e




Del awar e (181) 0.76 0.11| 0.03 0.07 0.03
[0.02] | [1.59] | [0.78] | [1.18] | [0.00]

1"No defense" refers to firnms that had none of the foll ow ng
types of takeover defenses: fair price provision, classified
board, and poison pill. "None" refers to no actual or
attenpted change in control. "Attenpted" refers to an
attenpted change in control that was unsuccessful.
"Nonhostile" : the target nmanagement did not publicly resist
t he takeover. "Hostile": the target managenent resisted or
rejected the initial offer.
2 A* indicates that the ¢? statistic rejects at 1 percent the
nul | hypot hesi s of i ndependence for t he condi ti onal
i ndependence of takeover activity given takeover defense at 1
percent. This test is based on a 2x2 contingency table. The
change in takeover variable has a value of 1 if the specified
control event occurs and O otherw se. The takeover defense
vari able assunmes a value of 1 if the given type of takeover
defense is present, and a value of 0 if no defense is present.
A ** indicates that this same statistic rejects the null at 5
percent. W report the Yates corrected ¢? value for all
categories other than None. For the category None, we report
Pearson statistics. Both statistics are distributed as ¢?(1)
asynptotically. The distribution of the Yates statistic nore
closely resenmbles ¢? than does the Pearson statistic when the
event of interest occurs with low frequency in finite sanpl es.

The Yates statistic has a smller size than the Pearson



3
statistic and is therefore associated with |ess frequent

rejection of the null.

3 The Pearson ¢? statistic rejects at 1 percent the null

hypot hesi s of independence for the conditional distribution of
t akeover activity given takeover defense for every defense but
Del aware. The null hypothesis is that the distribution of

t akeover activity given the specified takeover defense is the
same as the distribution of takeover activity given no

t akeover defense. The test statistic is distributed as c?(4).

4 The Pearson ¢? statistic of 42.73 rejects at 1 percent the
nul I hypot hesis of independence for the joint distribution of
t akeover activity and takeover defense. The null hypothesis
is that the conditional distribution of takeover activity

gi ven takeover defense is independent of the status of the
firms with respect to takeover defense. The takeover defense
vari able has a value of O if a firmhas no takeover defense, a
value of 2 if the firmhas a fair price provision, a
classified board and a poison pill, and a value of 1

otherwi se. The test statistic is distributed as ¢?(8).



Table 4.3

Joint distribution of management turnover and takeover defense
bet ween 1984 and 1987 in a sanple of 344 NYSE-listed and Amex-
listed firms. Cell entries denote the conditional frequency of
managenent t ur nover gi ven t akeover def ense. \Wher e
appropriate, the ¢? statistic that is used to test the null
hypot hesis of conditional independence of managenment turnover
gi ven takeover defense is reported in brackets. The nunbers
in parentheses in the first colum and first row of the table
i ndicate sanple frequency for takeover defense and managenent
turnover respectively. "No turnover"” refers to firnms that
experience neither partial nor conplete turnover. "Parti al
turnover"” occurs when there is change in one of the top two
of ficers. "Conplete turnover"” occurs when there is change in

both the top two officers.

Management Tur nover®

Takeover Def ense? No turnover Parti al Conpl et e

(133) turnover turnover

(174) (37)

gull sanpl e (344) 0. 39 0.51 0.11
No defense (69) 0.42 0. 35 0.23
Fair price, 0. 39 0.55 0. 06
classified board [0.19] [ 7.85] [13. 73]
and poi son pil
(139)




Fair price (207) 0. 39 0.53" 0.08"
[0.15] [7.17] [12. 80]
Cl assify board 0. 38 0.55 0.07
(224) [0.17] [7.67] [ 14. 35]
Poi son pill (210) 0. 36 0.58" 0. 06
[ 0. 75] [ 10. 85] [16. 11]
Del aware (181) 0. 39 0.49 0.12
[ 0. 05] [ 0.43] [ 0. 45]

1 A* indicates that the Pearson ¢? statistic, which is

distributed as ¢’ 1) asynptotically, rejects at 1 percent the
nul I hypot hesis of independence for the conditional

i ndependence of mmnagenent turnover given takeover defense.
This test is based on a 2x2 contingency table. The change in
t akeover variable has a value of 1 if the specified type of
managenent turnover occurs and O otherwi se. The takeover

def ense vari abl e assunes a value of 1 if the given type of

t akeover defense is present, and a value of O if no defense is
present. A ** indicates that this sanme statistic rejects the
null at 5 percent.

2 The Pearson ¢® statistic rejects at 1 percent the null

hypot hesi s of independence for the conditional distribution of
managenent turnover given takeover defense for every defense

but Del aware. The null hypothesis is that the frequency of



managenent turnover given the specified takeover defense is
the same as the distribution of takeover activity given no

t akeover defense. The test statistic is distributed as ¢ 2).
3 The Pearson ¢? statistic of 17.95 rejects at 1 percent the
nul | hypothesis of independence for the joint distribution of
managenent turnover and takeover defense. The null hypothesis
is that the conditional distribution of managenment turnover
given takeover defense is independent of the status of the
firms with respect to takeover defense. The takeover defense
vari able has a value of 0 if a firmhas no takeover defense, a
value of 2 if the firm has a fair price provision, a
classified board and a poison pill, and a value of 1

otherwi se. The test statistic is distributed as c?(4).



Table 5.1

Bootstrap regression results of performance neasures on dunmy vari abl es that represent
the joint experience of firms with respect to takeover activity and takeover defense,
and the joint experience of firms with respect to namnagenent turnover and takeover
def ense. Each set of estimates is based on 200 bootstrap replications of the sanple,
wei ghted to correct for sanple selection bias. Tstatistics based on the bootstrap
estimate of the parameter covariance nmatrix are noted below the coefficients.® The

sanpl e consi sts of 344 NYSE- and AMEX-listed firms; the test period is 1984-1987.

Panel A: Performance vs Takeover Unconstrai ned Model: Interactive Dummy for "No Constrai ned
Activity Takeover Activity" Model :  Dunmy
2 for "No
And Takeover Defense
Takeover
Activity"
No Poi son  Other 3 4
Perf or mance Measure Nob Const Def ense Pill Def ense Test Test Const Du 5
bi=b; bi=by=bs mry
S b1 b, bs

Mar ket adj usted stock returns for 303 -3.06 7.11 22.70 0. 26 1.48 2.69 -3.31 15. 64
200
tradi ng days preceding test period -0. 34 0.50 2.14 0. 02 -0.34 1.36
Cash-fl ow based return on assets, 312 46. 43 3.79 8.99 6.72 1.54 2.09 46. 50 7.69°
years —4 through -1 10. 57 0. 69 2.49 1.41 10. 23 2.14
Growth in cash-flow based return 312 -2.29 -2.13 0.40 -0.63 1.91° 2.83 -2.33 -0.21
on
assets, years -4 through -1 -2.38 -0.59 0. 38 -0.46 -2.30 -0.17
Panel B: Performance vs Managenent Unconstrai ned Model: Interactive Dunmy for "No Constrai ned Model
Tur nover Managenment Turnover" Dummy for "No

Manaaenent



6 "
and Takeover Defense Turnover

No Poi son Ot her Test Test
Per f ormance Measure Nobs Const Def ense Pill Def ense bi=b, bi=b,=bs Const Dummy

b1 b2 bs
Mar ket adj usted stock returns for 303 2.04 -12.08  34.05 6.28 2. 98" 5.58' 2.07 18.20
200 tradi ng days preceding test 0. 39 -0.96 3.39 0. 37 0. 40 2.31
peri od
Cash-fl ow based return on assets, 312 50. 99 3.68 6. 39 1.32 1.04 1.25 51. 07 4.54
years —4 through -1 12. 80 0.73 1.70 0.25 12. 45 1.48
Growth in cash-fl ow based return 312 -3.21 1.33 2. 39 1.00 0.95 1.28 -3.29 1.971
on
assets, years -4 through -1 -3.86 0.50 2.31 0.54 -3.89 1.73

1 The nunber of observations varies because of mssing financial data. The category
"No Takeover Activity" conprises firms that experienced no actual or attenpted change
in control. The category "No Defense" is conposed of firns that do not have a fair
price provision, classified board anmendnent or poison pill. The category "O her
Def ense" is conposed of firnms that have a fair price provision and/or classified board

amendnent but no poison pill

2 Dummy vari abl es have a value of 1 if the firm experiences no takeover activity and
has the specified type of takeover defense. The takeover defense categories are

mut ual |y exclusive and coll ectively exhaustive. A positive coefficient indicates that



firms that experience no takeover activity and have the specified type of takeover

def ense exhibit positive performance relative to the set of firns that experience sone
type of takeover activity. The ommtted category is firnms that experience either an
attempted takeover or a conpleted takeover. The performance of this group is
represented by the intercept term b1, b2, and ps are the coefficients associated with

"No Defense", "Poison Pill", and "Other Defense", respectively.

3 The test statistic, which is based on the difference pi-b2, has a t-distribution. We

report its absolute value. A t indicates that the null hypothesis is rejected at 1

percent. A f indicates that the null hypothesis is rejected at 5 percent.

4 The test statistic, which is distributed as F(2,N-4) under the null, is calcul ated
usi ng the bootstrap estimte of the paraneter covariance matrix. Anem ya (1985)

di scusses this statistic and its distribution. A t indicates that the null hypothesis
is rejected at 1 percent. A % indicates that the null hypothesis is rejected at 5

percent.

5 The t-statistic in the constrained regression is a test of the null hypothesis p; =

b = bz = 0 against the alternative b1 = b, = bz =k 1t 0. A T indicates that the null



is rejected at 1 percent. A f indicates that the null is rejected at 5 percent.

6 Dumry vari ables have a value of 1 if the firm experiences no managenent turnover and
has the specified type of takeover defense. The takeover defense categories are

mut ual |y exclusive and collectively exhaustive. A positive slope coefficient
indicates that firns that experience no managenent turnover and have the specified
type of takeover defense exhibit positive performance relative to the set of firns

t hat experience sonme managenent turnover. The onmtted category is firns that
experience either partial managenment turnover or conpl ete managenent turnover. The

performance of this group is captured in the intercept term



Table 5.2

Boot strap Regression Results of Ownership on Dummy Vari ables that represent the Joint Experience
of firms with respect to Takeover Activity and Takeover Defense, and the Joint Experience of
firmse with respect to Management Turnover and Takeover Defense.’

Each set of estimates is based on 200 bootstrap replications of the sanple, weighted to correct
for sanple selection bias. T-statistics based on the bootstrap estinmate of the paraneter
covariance matrix are noted below the coefficients. Al regressions use the full sanple of 344

NYSE- and AMEX-listed firms; the test period is 1984-1987.

Panel A: Omership vs Takeover Activity

Unconstrai ned Model: Interactive Dumm es for "No Takeover Constrai ned Model :
Activity" 5 Dumy for "No
and Takeover Defense Takeover Activity
No Poi son Ot her Test3 Test4
Owner shi p Const Def ense Pill Def ense bi=b, bi=by=bs Const Dummy
by b- bs
Chi ef executive 4.79 5.00 -2.40 1.37 4.89T 13.15T 4.79 -0.38
of ficer
3.28 2.06 -1.61 0.63 3.28 -0.25
Directors and officers 10. 66 9.09 -3.22 3. 80 5.63" 18. 21" 10. 66 0.27
5.15 2.73 -1.50 1.28 5.15 0.13
Institutions 42.00 -14. 20 -0.01 -11.29 5.03" 16. 71" 42.00 -4.66'

11.72 -4.25 -0.00 -3.71 11.72 -2.02



Owner shi p

Bl ock ownership by

officers

Bl ock ownership by

directors

Bl ock ownership by

institutions

Bl ock ownership by
ESOP' s

Unconstrai ned Model :

Interactive Dunm es for

"No Takeover

Constrai ned Model :

Activity" Dumy for "No
and Takeover Defense Takeover Activity
No Poi son O her Test° Test?
: 5
Const Def ense Pill Def ense bi=b, bi=by=bs Const Dummy
b1 b2 b3
5.94 9.62 -1.82 2.54 5.67" 16. 17" 5. 94 1.05
3. 36 3. 15 -0.98 1.14 3. 36 0. 58
2.86 -0.12 -1.98 -1.23 2.05t 2.69 2.86 -1.50
2.61 -0.07 -1.76 -0.95 2.61 -1.36
3.18 -0.10 -0.82 -0.76 1.34 1.48 3.18 -0.68
4. 48 -0.09 -1.02 -0. 83 4. 48 -0.89
1.77 -1.64 -0.10 -0.62 1.46 2.69 1.77 -0.47
3.68 -3.28 -0.15 -1.04 3.68 -0.85



Panel

Owner shi p

Chi ef executive
of ficer

Directors and officers

Institutions

Bl ock ownership by

officers

Bl ock ownership by

directors

Bl ock ownership by

institutions

Bl ock ownership by

ESOP' s

1 The category "No Takeover Activity"

change in control.

B: Omership vs Managenent Turnover

Unconstrai ned Model

Interactive Dumm es for

"No Management

Constrai ned Model

Tur nover" Dummy for "No
and Takeover Defense Management
Tur nover
No Poi son Ot her Test Test
Const Def ense Pill Def ense bi=b, bi=by=bs Const Dunmry
b1 b2 b3
3. 49 9. 44 0.38 2.32  4.61' 10. 79" 3. 49 2.74
5. 30 2.54 0. 40 1.24 5.30 2.21
8. 90 16. 07 0.74 4,68 5.27" 15. 04" 8. 90 4.90"
8. 48 3.79 0.53 1.34 8. 48 2.83
41. 68 -14.36 -4.12 -12.21 2.83" 5. 33" 41. 68 -8. 08"
12.92 -3.11 -1.48 -3.99 12.92 -3.22
5.33 15. 43 0.24 1.78 5.71" 16.70" 5.33 3.90"
5.78 2.98 0.17 0.77 5.78 2.29
1.92 0.15 -1.07 0.37 1.45 1.60 1.92 -0.50
3.79 0.10 -1.76 0.30 3.79 -0.82
2.94 -1.07 -0.35 -1.55 1.28 1.44 2.94 -0.76
6.81 -0.93 -0. 44 -2.48 6.81 -1.23
1.33 -0.53 0.41 0.40 1.26 1.24 1.33 0.20
4,20 -0.75 0.59 0.63 4. 20 0. 40

The category "No Defense"

is conposed of firms that do not

conprises firns that experienced no actual or

attenmpt ed

have a fair price



4
provi sion, classified board anendnent or poison pill. The category "O her Defense" is conposed

of firms that have a fair price provision and/or classified board amendrment but no poison pill.

2 Dumy vari abl es have a value of 1 if the firm experiences no takeover activity and has the

specified type of takeover defense. The takeover defense categories are nutually exclusive and
col l ectively exhaustive. A positive slope coefficient indicates that firns which experience no
t akeover activity and have the specified type of takeover defense exhibit ownership in excess of
t hat observed at firns that experience sone type of takeover activity. The omtted category is
firms that experience either an attenpted takeover or a conpleted takeover. Mean ownership for
this group is represented by the intercept term bi;, bz, and psz are the coefficients associ ated

with "No Defense”, "Poison Pill", and "O her Defense", respectively.

3 The test statistic, which is based on the difference bi-b2, has a t-distribution. W report
its absolute value. A t indicates that the null is rejected at 1 percent. A % indicates that

this same hypothesis is rejected at 5 percent.

4 The test statistic, which is distributed as F(2,340) under the null p; = b2 = b3, IS calculated
usi ng the bootstrap estimte of the paraneter covariance matrix. Anmem ya (1985) discusses the
statistic and its distribution. A t indicates that the null is rejected at 1 percent. A %

indicates that this sanme hypothesis is rejected at 5 percent.



5 The t-statistic in the constrained regression is a test of the null hypothesis b1 = b2 = bz =0

against the alternative b1 = bz = bs = k 1 0. A T indicates that the null is rejected at 1

percent. A f indicates that the null is rejected at 5 percent.

6 Dumry vari ables have a value of 1 if the firm experiences no managenent turnover and has the
specified type of takeover defense. The takeover defense categories are nutually exclusive and
col l ectively exhaustive. A positive slope coefficient indicates that firns that experience no
managenent turnover and have the specified type of takeover defense have ownership of the
specified type in excess of that at firnms that experience some nmanagenent turnover. The

omm tted category is firns that experience either partial managenment turnover or conplete

managenent turnover. The ownership structure of this group is captured in the intercept term



Table 6.1

Bootstrap coefficient estimates of probit nodels that explain takeover activity wi th ownership,
financial performance and takeover defense.' Each set of estimates is based on 400 bootstrap
replications of the sanple, weighted to correct for sanple selection bias. Z-statistics based on
the bootstrap estimate of the parameter covariance matrix are noted bel ow the coefficients. The
dependent variable has a value of 1 if a takeover or |everaged buyout occurs and a value of zero
ot herw se. Al'l nmodels use the sanple of 312 NYSE- and AMEX-listed firms for which conplete

financial data are available; the test period is 1984-1987.

Owner shi p Cash-fl ow basedzr eturn Takeover Difference in Test of joi nt4

on assets Def ense sensitivity of restrictions
t akeovers t

per formance

CEO Di rector No Poi son Ot her No Poi so
Owner shi Owner ship Def ens Pill Def ens Def ense n bs - bs - bs - Wal d Pval
p b, e ba e be Pill b b b
bs bs bs b ! ° °
Model 1
1.35 -1.88 0.67 -1.72 -2.09 -0.34 -0.65 2.39 2.76 0. 37
0.59 -1.13 0.92 -2.32 -1.08 -0.50 -0.89 2.31 1.12 0.14
Model 2
1.24 -1.81 0.29 -1.66 -1.28 1.95 1.57 -0.38 0.70 0.70
0.59 -1.15 0.62 -3.20 -1.53 4.12 1.93 -0.43
Model 3
1.06 -1.54 -0.54 -0.32 0.58 0.86 0. 65
0.53 -0.96 -1.22 -0.10 1.85
Model 4



2.83
1 The category "No Defense" is conposed of firnms that do not have a fair price provision,
classified board amendnent or poison pill. The category "OQther Defense"” is conposed of firns
that have a fair price provision and/or classified board anendnment but no poison pill.
Esti mated coefficients are |abeled bo,...,bs Where po corresponds to the constant and ps

corresponds to the size control.

2 The expl anaotry variables are interactive. Cash flowis multipied by a dumry that represents

the status of takeover defenses at the firmin question. The takeover defense categories are
defined in footnote 1. b3, bsa, and ps are the coefficients associated with "No Defense", "Poison

Pill", and "Other Defense", respectively.

3 Performance is neasured as prior 4 years of cash-flow based return on assets. The test
statistics, which represent variation in the sensitivity of takeover activity to performance as
a function of takeover defense, have an asynptotic distribution that is unit normal. They are
calculated with the bootstrap. A t indicates that a test statistic rejects the null at 1

percent. A % indicates that a test statistic rejects the null at 5 percent.

4 The Wald statistic for nodel 2 is a test of the hypothese hbs = by = 0. The null hypothesis
is that the probability of takeover activity is independent of the presence of takeover defense.

The Wald statistic for nodel 3 is a test of the hypothesis that ps = bs = bs. The nul



3
hypothesis is that the relationship between performance and takeover activity is indepenent of

the presence of takevoer defense. Both statistics have an asynptotic distribution that is

c(2). The Wald statistic for nodel 4 is a test of the hypothesis that b; = b, = bs = bs = bs =

bz = bs = 0. The null hypothesis is that the cross-sectional variation in takeover activity is
expl ai ned by takeover defense alone. This has an asynptotic distribution that is ¢c*7). All
Wal d statistics are cal cul ated using the bootstrap estimte of the robust covariance matrix from

model 1. The calculation of the test statistic is described in Wiite (1982).



Table 6.2

Bootstrap coefficient estimtes of probit nodels that explain managenment turnover wth
performance, ownership and takeover defense.! Each set of estimates is based on 400
bootstrap replications of the sanple, weighted to correct for sanple selection bias. Z
statistics based on the bootstrap estinmate of the paraneter covariance matrix are noted
bel ow the coefficients. The dependent variable has a value of 1 if the firm experiences
ei ther conplete managenment turnover or partial nmanagenent turnover and a value of zero
ot herw se. All nodels use the sanple of 312 NYSE- and AMEX-listed firnms for which the

necessary financial data are available; the test period is 1984-1987.

Owner shi p Growth in cash-flow 2 Takeover Di fference in Test of joint

based return on assets Def ense sensitivity of restrictions
turnover to

performance

CEO Di rect or No Poi son Ct her No Poi so
Owner shi p Def ens Pill Def ens Def ense n bs - bs - by - Val d4 pval
omners b e ba e bs Pill ba bs bs
bs bs b7
hi p
b1

Model 1

-0.61 -1.35 -0.14 -5.28 -0.21 -0.13 0.14 5.15 0. 07 -5.07

-0.48 -1.47 -0.09 -3.05 -0.07 -0.55 0.50 2.18 0.02 -1.41
Model 2

-0.52 -1.10 -0.31 -4.85 -0.41 4.54 0.10 -4.43 0. 07 0.97

-0.41 -1.24 -0.21 -2.93 -0.16 2.04 0.04 -1.42

Model 3



-0.38 -1.28 -1.90 0. 00 0.16 0.19 0.91

-0.29 -1.36 -1.79 0.01 0.61
Model 4
-0.03 0.02 1.00
-0.16

1 The category "No Defense"” is conposed of firms that do not have a fair price provision,
cl assified board anendnment or poison pill. The category "O her Defense"” is conposed of
firms that have a fair price provision and/or classified board anendnment but no poison

pill. Esti mated coefficients are | abeled ho,...,bs Where po corresponds to the constant

and ps corresponds to the size control.

2 The explanaotry variables are interactive. Cash flow growth is nmultipied by a dumy
that represents the status of takeover defenses at the firmin question. The takeover
defense categories are defined in footnote 1. b3 b4, and ps are the coefficients

associated with "No Defense", "Poison Pill", and "Other Defense", respectively.

3 Performance is nmeasured as prior 4 years growth in cash-flow based return on assets. The
test statistics, which are cal cul ated using bootstrap estimtes of the standard errors,

have an asynptotic distribution that is unit normal. The paraneters of the nodel are

bo, . .., bs Where po corresponds to the constant and ps corresponds to the size control.

4 The Wald statistic for nodel 2 is a test of the hypothese be = b7 = 0. The nul



3
hypot hesis is that the probability of takeover activity is independent of the presence of

t akeover defense. The Wald statistic for nodel 3 is a test of the hypothesis that bz = bs
= pbs. The null hypothesis is that the relationship between performance and takeover
activity is indepenent of the presence of takevoer defense. Both statistics have an
asynptotic distribution that is ¢?(2). The Wald statistic for nodel 4 is a test of the
hypothesis that b: = b2 = bs = bsa = bs = b7 = bs = 0. The null hypothesis is that the cross-
sectional variation in takeover activity is explained by takeover defense al one. This has
an asynptotic distribution that is ¢ 7). Al Wald statistics are cal cul ated using the

bootstrap estimate of the robust covariance matrix fromthe nost general nodel, which
appears in the first row of the table. The calculation of the test statistic is described

in White (1982).



Table 6.3

Specification diagnostics for probit nodels that explain takeover activity wth
performance, ownership and takeover defense and probit nodels that explain nmnanagenent

turnover with performance, ownership and takeover defense.?®

Panel A: Takeover activity?

Owner shi p Cash-fl ow based_return Takeover Condi ti onal Moment Hausngn
3 Def ense 4
on assets Tests Test
CEO Di rector No Poi so Ot her No Poi so
Esti mat o Owner shi Owner ship Def ens n Def ens Def ense n Nor mal it Het er osc H
r p e Pill e Pill y ed
Probi t 0. 20 -0.20 -0.59 0.12 -0.23 -0.15 -0.22 1.12 2.13 19. 77t
Score 0.24 -0.13 -0.38 0. 20 -0.08 -0.19 -0.27
6 t
Hausman 0.54 -1.43 -19, 56 0.08 10. 97 0.01 0.03

Panel B: Managenent Turnover '’

Owner ship Growth in cash-flow Takeover Condi ti onal Monent Hausman
based return on assets Def ense Tests Test
CEO Di rector No Poi so Ot her No Poi so

Esti mat o Owner shi Owner shi p Def ens n Def ens Def ense n Nor mal it Het er osce H




r p e Pill e Pill y d
Pr obi t -0.11 -0.23 0.26 -0.01 -0.73 0.01 0.05 49 1.78 5.93
Score -0.10 -0.17 0.30 0.00  -0.48 0.03 0.08
Hausman 0.17 2. 68" 5.69' 0.54 51.91" 0.02 0.04

1 Each set of estimates is based on 400 bootstrap replications of the sanple, weighted to
correct for sanple selection bias. For each pernutation of the sanple, we conpute a probit
estimate, which is then normalized to have unit |length, and a score estimte, which has

unit length by construction. The normis a nonlinear operator.

2 The dependent variable has a value of 1 if a takeover or |everaged buyout occurs and a
val ue of zero otherw se. The score estimtor and probit estimtor both use pernutations

of the sanple of 312 observations for which the necessary financial data are avail abl e.

3 The explanaotry variables are interactive. Cash flowis nultipied by a dumy that
represents the status of takeover defenses at the firmin question. The category "No
Def ense" is conposed of firnms that do not have a fair price provision, classified board

amendnent or poison pill. The category "OQther Defense"” is conposed of firms that have a



fair price provision and/or classified board amendnment but no poison pill. Esti mat ed
coefficients are | abeled b1, ..., bs Where p; corresponds to CEO ownership and psg corresponds
to the size control. bs bs and pbs are the coefficients associated with "No Defense",
"Poison Pill", and "Other Defense", respectively.

4 Conditional noment tests for normality and heteroscedasticity are devel oped in Newey
(1985) and discussed in Skeels and Vella (1991). Skeels and Vella find that these tests
have | ow power in the probit nodel. A Mnte Carlo experinment docunented in Appendix G
confirms that this is also the case for the data reported here. The conditional nonment

test has an asynptotic ¢? distribution under the null hypothesis.

5 Qur Hausman test is based on the sanpling distribution for the score estinmator and
probit estimator. W construct the covariance matrix for the two estimators under the

null using a Monte Carl o procedure that is described in Appendix H  The omni bus statistic
has an asynptotic distribution that is ¢c%8) under the null hypothesis of consistent

estimation. A T indicates that the test statistic rejects the null at 1 percent.

6 The test statistic has a unit normal distribution under the null hypothesis of



consi stent estimation.

7 The dependent variable has a value of 1 if the firm experiences either conplete
managenent turnover or partial managenment turnover and O otherwi se. All nodels use the

sanpl e of 292 observations for which the necessary financial data are avail able.



Appendi x: Sensitivity analysis

The tables in this appendi x are nunbered in a nmanner that corresponds to the tables in
chapters 5 and 6. For exanple, sensitivity analyses related to Table 5.1 are | abel ed
Table 5.1. A, Table 5.1.B, etc. The substance of the sensitivity analysis, which are

described in the | egends of the tables, are sunmari zed here.

Table 5.1 - Performance vs Takeover Activity and Managenent Turnover

Table 5.1.A - A size control is included in the regression.

Table 5.1.B - The definitions of takeover activity and managenment turnover are vari ed.

Table 5.2 - Omership vs Takeover Activity and Managenent Turnover

Table 5.2. A - A size control is included in the regression.



Table 6.1

- Per f ormance., Omershi p, Takeover Defense and Takeover Activity

Table 6. 1.

Table 6. 2.

A - The definition of takeover activity is varied.

- Performance, Omershi p., Takeover Defense and Managenent Turnover

Tabl e 6. 2.

pr ecedi ng

Tabl e 6. 2.

Tabl e 6. 2.

Tabl e 6. 2.

A - Performance neasure is stock return during the 200 tradi ng days

t he proxy mailing.

B - The definition of managenent turnover is varied.

C - The definition of managenent turnover is again varied.

D - Wights are set to 1:1.



Table 5.1. A

Estimated coefficients and t-statistics from bootstrap regressions of perfornmance
nmeasures on dunmy variables that represent the joint experience of firns with respect
to takeover activity and takeover defense, and the joint experience of firnms wth
respect to management turnover and takeover defense.' A size control is included in
all regressions but not reported.
Panel A: Performancevs Takeover Activity Interactive Dummy for "No TakeO\Z/er Activity" Dummy for "No
and Takeover Defense Takeover Activity"
No Poison Other Test3 Test’ 5
Performance Measure Nobs Const Defense Al Defense b1=h, b1=b.=bs Const  Dummy
Market adjusted stock returnsfor 200 303 -2.75 816 2245 240 219 254 -2.62 16.24
trading days preceding test period -0.29 059 210 0.15 -0.28 159
Cash-flow based return on assets, 312 46.26 450 9.82 810 295 204 46.25 8.56
years -4 through -1 10.52 0.76 3.00 162 1051 2.69
Growth in cash-flow based return on 312 -2.50 -1.79 0.27 -094 371 248 -251 -0.33
assets, years-4 through -1 -2.46 -0.55 025 -0.60 -2.46 -0.29
Panel B: Performance vs Management Turnover Interactive Dummy for "No Managergent Turnover" Dummy for "No
and Takeover Defense Management Turnover"
No Poison Other Test Test
Performance Measure Nobs Const Defense Rill Defense bi=b> b1=b,=bs Const Dummy




Market adjusted stock returns for 303 258 -11.14 35.00 531 868 5.16" 314 18.15
200 trading days preceding test period 044 -0.74 326 0.36 04 196
Cash-flow based return on assets, 312 51.32 354 593 164 103 113 51.35 454
years -4 through -1 1253 0.69 161 031 12 150
Growth in cash-flow based return on 312 -356 184 2.83 0.73 137 150 -355 220
assets, years-4 through -1 -3.99 0.74 247 0.38 -397 195

1 Each set of estimates is based on 200 bootstrap replications of the sanple, weighted
to correct for sanple selection bias. The nunber of observations varies because of

m ssing financial data.

2 Dummy variables have a value of 1 if the firm experiences no takeover activity and
has the specified type of takeover defense. The takeover defense categories are
mut ual |y exclusive and collectively exhaustive. A positive coefficient indicates that
firms that experience no takeover activity and have the specified type of takeover
def ense exhibit positive performance relative to the set of firns that experience sonme
type of takeover activity. The ommtted category is firns that experience either an
attempted takeover or a conpleted takeover. The performance of this group is

represented by the intercept term

3 The test statistic is distributed F(1,N-4). See Amem ya (1985). A 1 indicates



3
that the null hypothesis is rejected at 1 percent. A f indicates that the null

hypothesis is rejected at 5 percent.

4 The test statistic is distributed F(2,N4). See Amem ya (1985). A 1 indicates
that the null hypothesis is rejected at 1 percent. A t indicates that the null

hypothesis is rejected at 5 percent.

5 The t-statistic in the constrained regression is a test of the null hypothesis p; =
b = bs = 0 against the alternative b1 = b = bz = k 1 0. A 1t indicates that the null

is rejected at 1 percent. A f indicates that the null is rejected at 5 percent.

6 Dummy variables have a value of 1 if the firm experiences no managenent turnover
and has the specified type of takeover defense. The takeover defense categories are
mutually exclusive and collectively exhaustive. A positive slope coefficient
indicates that firnms that experience no managenent turnover and have the specified
type of takeover defense exhibit positive performance relative to the set of firns
that experience some mahagenent turnover. The onmmtted category is firnms that
experience either partial nanagenent turnover or conplete managenment turnover. The

performance of this group is captured in the intercept term



Table 5.1.B

Estimated coefficients and t-statistics from bootstrap regressions of perfornmance
measures on dunmy variables that represent the joint experience of firns with respect
to takeover activity and takeover defense, and the joint experience of firns with
respect to managenent turnover and takeover defense.' The definition of "No Takeover

Activity" and "No Managenment Turnover" are changed.

Panel A: Performancevs Takeover Activity Interactive Dummy for "No Take0\2/er Activity" Dummy for "No
and Takeover Defense Takeover Activity"
No Poison Other Test® Test’ 5
Performance Measure Nobs Const Defense FAill Defense b:=b, b1=b,=bs Const  Dummy
Market adjusted stock returnsfor 200 303 359 -0.59 1370 -12.78 2.27 368" 359 6.45
trading days preceding test period 0.30 -0.04 107 -0.75 0.30 051
Cash-flow based return on assets, 312 47.79 181 7.18 334 250 214 47.79 559
years -4 through -1 853 0.30 153 057 853 121
Growth in cash-flow based return on 312 -1.53 -2.75 -041 -1.48 403 2.60 -1.53 -0.98

assets, years-4 through -1 -1.04 -0.86 -0.27 -0.78 -1.04 -0.65



Panel B: Performance vs Management Turnover

Interactive Dummy for "No Management Turnover"

Dummy for "No

and Takeover Defense’ Management Turnover"
No Poison Other Test Test

Performance Measure Nobs Const Defense Rill Defense bi=b> b1=b,=bs Const Dummy
Market adjusted stock returns for 303 203 153 16.39 -16.96 249 513" 203 792
200 trading days preceding test period 0.15 0.09 112 -0.92 0.15 0.56
Cash-flow based return on assets, 312 45,78 6.98 9.08 385 149 1.96 45.78 1.77
years -4 through -1 724 0.98 162 0.62 724 139
Growth in cash-flow based return on 312 -2.02 -1.32 -0.14 -0.67 333 223 -2.02 -043
assets, years-4 through -1 -1.67 -0.39 -0.10 -0.41 -1.67 -031

1 Each set of estimtes

to correct for sanple selection bias.

m ssing financial data.

2 Dunmmy variables have a value of

activity or an attenpted takeover

t akeover defense. The takeover

is based on 200

1 if
t hat

def ense

The nunber of

t he
i s unsuccessful,

categories are

bootstrap replications of the sanple,

firm experiences either

mutual ly excl usive

wei ght ed

observations varies because of

no takeover

and has the specified type of

and
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col l ectively exhaustive. A positive slope coefficient indicates that firnms which

experience either no takeover activity or an unsuccessful attenpt and have the
specified type of takeover defense exhibit performance in excess of that observed at
firms that experience a conpleted takeover by either insiders or outsiders. The
omtted category is firms that experience a conpleted takeover. Mean performance for

this group is represented by the intercept term

3 The test statistic is distributed F(1,N-4). See Anemya (1985). A 1 indicates that
the null hypothesis is rejected at 1 percent. A f indicates that the null hypothesis

is rejected at 5 percent.

4 The test statistic is distributed F(2,N-4). See Anemiya (1985). A t indicates that
the null hypothesis is rejected at 1 percent. A f indicates that the null hypothesis

is rejected at 5 percent.

5 The t-statistic in the constrained regression is a test of the null hypothesis p; =

b = bs = 0 against the alternative b1 = b = bz = k 1 0. A 1t indicates that the null



is rejected at 1 percent. A f indicates that the null is rejected at 5 percent.

6 Dummy variables have a value of 1 if the firm experiences either no managenent
turnover or partial mnagenment turnover, and has the specified type of takeover
def ense. The takeover defense categories are nutually exclusive and collectively
exhaustive. A positive slope coefficient indicates that firns which experience either
no managenent turnover or partial nmanagenent turnover and have the specified type of
t akeover defense exhibit performance in excess of that observed at firns that
experience conplete managenent turnover. The omtted category is firnms that
experience conplete nanagenent turnover. Mean performance for this group is

represented by the intercept term



Table 5.2. A

Estimated coefficients and t-statistics from bootstrap regressions of ownership on
dunmmy variables that represent the joint experience of firnms with respect to takeover
activity and takeover defense, and the joint experience of firms with respect to
managenment turnover and takeover defense.?! A size control is included but not

report ed.

Panel A: Omership vs Takeover Activity

Interactive Dummies for "No Takegver Activity" Dummy for "No

and Takeover Defense” Takeover Activity
No Poison Other Test® Test’
Ownership Const Defense Rill Defense b:=b, b1=b,=bs Const Dummy5
Chief executive officer 5.15 5.05 -252 129 2457 13.82* 5.13 -045
330 1.86 -1.64 0.62 330 -0.29
Directors and officers 11.50 8.64 -352 330 3070 17.69 11.46 -0.08

558 2.76 -1.78 119 5.56 -0.04



Interactive Dummies for "No Takegver Activity"

and Takeover Defenseé®

Dummy for "No

Takeover Activity
No Poison Other Test3 Test4 5

Ownership Const Defense Rill Defense b:=b, b1=b,=bs Const Dummy
Institutions 4126 -13.60 067 -11.46 2511 17.83 41.35 -4,09
11.42 -398 0.26 -353 1142 -1.70
Block ownership by 6.38 9.73 -1.96 241 3230 16.94° 6.36 0.98
officers 3.36 2.79 -0.98 0.99 3.36 0.50
Block ownership by 299 -011 -2.06 -1.22 501* 3.02 299 -1.56
directors 254 -0.06 -1.70 -0.81 254 -1.27
Block ownership by 3.16 -0.07 -0.83 -0.80 230 157 3.16 -0.69
institutions 489 -0.06 -124 -0.90 4.89 -1.02
Block ownership by 189 -1.66 -0.09 052 503" 281 1.89 -0.46
ESOPs 367 -313 -0.16 -0.83 367 -0.84

Panel B: Owership vs Managenent Turnover

and Takeover Defense

Interactive Dummies for "No Management Turnover"”

Dummy for "No
Management Turnover



No Poison Other Test Test

Ownership Const Defense Rill Defense b:=b, bi=b,=bs Const Dummy
Chief executive officer 379 0.42 0.08 248 21.34" 11.23' 373 268
477 2.68 0.07 135 4.68 211
Directors and officers 967 16.35 012 498 3170 1651 955 473
8.28 375 0.09 158 8.24 2.89
Institutions 41.20 -14.90 412 -1259 8.44" 5.60" 4131 -8.25
12.78 -349 -154 -39 12.78 -358
Block ownership by 5.79 15.65 011 210 3409 17.78" 5.69 386
Officers 5.87 316 -0.07 109 5.80 232
Block ownership by 2.06 0.20 -118 0.19 210 177 2.05 -058
Directors 377 0.12 -1.74 0.15 376 -0.82
Block ownership by 2.85 -097 -0.26 -145 178 148 2.86 067
Institutions 6.82 -0.89 -0.31 -243 6.86 -1.13
Block ownership by 144 -0.49 031 043 155 129 145 0.16
ESOPs 420 -0.66 054 059 418 0.37

10
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1 Each set of estimates is based on 200 bootstrap replications of the sanple, weighted

to correct for sanple selection bias. All regressions use the full sanple of 344

observati ons.

2 Dummy variables have a value of 1 if the firm experiences no takeover activity and
has the specified type of takeover defense. The takeover defense categories are
mutually exclusive and collectively exhaustive. A positive slope coefficient
indicates that firnms which experience no takeover activity and have the specified type
of takeover defense exhibit ownership in excess of that observed at firns that
experience sone type of takeover activity. The omtted category is firns that
experience either an attenpted takeover or a conpleted takeover. Mean ownership for

this group is represented by the intercept term

3 The test statistic is distributed as F(,340) under the null b; = b2 = bs AT
indicates that the null is rejected at 1 percent. A T indicates that this sane

hypot hesis rejected at 5 percent.
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4 The test statistic is distributed as F(2,340) under the null b: = b2 = ba. AT

indicates that the null is rejected at 1 percent. A I indicates that this sane

hypot hesis rejected at 5 percent.

5 The t-statistic is a test of the null hypothesis b1 = b, = bz = 0 against the

alternative pi1 = b2 = bz = k t 0.
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Table 6.1. A

Bootstrap estimates of probit nodels that represent the influence of perfornmance,
ownership and takeover defense on takeover activity. Esti mated coefficients and z
statistics are based on 400 bootstrap replications of the sanple. The definition of

t he dependent variable is changed.

Panel A: Dependent variable has a value of 1 if the firm experiences a conpleted

t akeover or |everaged buyout, and a value of O otherwi se. The sanple consists of 312

firms for which cash flow information i s avail abl e.

Difference in sensitivity of

Cash-flow based return on assets takeovers to performance
1
CEO Director No Other No
Ownership Ownership Defense Pill Defense Defens Pill bs- bs - bs- Wald
e ba bs bs 2
1.35 -1.88 0.67 -1.72 -2.09 -0.34 -0.65 2.39 2.76 0.37
0.59 -1.13 0.92 -2.32 -1.08 -0.50 -0.89 2.31 1.12 0.14
1.24 -1.81 0.29 -1.66 -1.28 1.95 1.57 -0.38 0.70

0.59 -1.15 0.62 -3.20 -1.53 4.12 1.93 -0.43
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1.06 -1.54 -0.54 -0.32 0.58 0.86
0.53 -0.96 -1.22 -0.10 1.85
Panel B: Dependent variable has a value of 1 if the firm experiences a conpleted
t akeover and a value of O otherw se. LBO s are deleted from the sanple. The sanple
consists of 302 firms for which cash flow information is avail abl e.
Difference in sensitivity of
Cash-flow based return on assets takeovers to performance
1
CEO Director No Other No
Ownership Ownership Defense Pill Defense Defense Pill bs - bs - ba - Wald
ba bs bs 2
1.25 -1.15 0.89 -2.20 -2.94 -0.63 -1.20 3.09 3.83 0.74
0.50 -0.71 1.11 -2.26 -1.29 -0.80 -1.45 2.15 1.12 0.30
1.08 -1.06 0.18 -2.12 -1.40 2.30 1.58 -0.72 1.33
0.48 -0.71 0.37 -3.33 -1.63 3.69 2.03 -0.82
0.89 -0.72 -0.58 -0.53 0.45 0.87
0.43 -0.47 -1.27 -1.65 1.35
Panel C. Dependent variable has a value of 1 if the firm experiences a conpleted



t akeover

and a value of 0O otherw se.

flow informati on

i s avail abl e.

Cash-flow based return on assets

The sanpl e consists of

15

312 firnms for which cash

CEO Institutional No Other No
Ownership Ownership Defense Pill Defense Defense Pill bs- bs bs - by - Wald
bs bs

-0.09 0.83 0.37 -1.78 -2.23 -0.31 -0.50 2.15 2.60 0.45

-0.05 1.22 0.50 -2.35 -0.78 -0.39 -0.68 2.12 1.35 0.22

-0.01 0.87 0.09 -1.79 -1.47 1.88 1.56 -0.32 0.45

-0.01 1.34 0.21 -3.21 -1.58 3.77 1.63 -0.42

0.12 1.00 -0.72 -0.30 0.62 0.82

0.08 1.53 -1.65 -0.93 1.88
1 The test statistics, which are cal cul ated using bootstrap estimtes of the standard
errors, have an asynptotic distribution that is unit nornal
2 The first Wald statistic is a test of the hypothesis that ps ba bs. The nul
hypothesis is that the relationship between performance and takeover activity is

i ndepenent of the presence of

t akevoer

def ense.

The second Wald statistic is a test
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of the hypothese bs = b7 = 0. The null hypothesis is that the probability of takeover

activity is independent of the presence of takeover defense. Both statistics have an
asynptotic distribution that is c%2). The statistics are calculated using the

bootstrap estimates of the parameters and their covariance matrix. Monte carlo
simul ations indicate that the finite sanple distribution of the test statistic differs
signficantly fromits asynptotic distribution, and also indicate that both statistics

have very | ow power.



Table 6.2. A

Bootstrap estinmates of probit nodels that represent the influence of performance,
ownership and takeover defense on nmnagenent turnover. Performance neasure is market-

adj usted stock return over the 200 trading days preceding the estinmation period.*

Market-adjusted stock return Difference in sensitivity of Test of joint
turnover to performance 2 restrictions
CEO Director No Other No
Ownership Ownership Defense Rill Defense Defense Rill bz - ba bs - bs b4 - bs Wald® pval
-0.61 -1.35 -0.14 -528 -0.21 -0.13 014 515 0.07 -5.07
-0.48 -1.47 -0.09 -3.05 -0.07 -0.55 0.50 218 0.02 -141
-0.52 -1.10 -0.31 -4.85 -041 454 0.10 -4.43 0.60 0.74
-041 -1.24 -0.21 -293 -0.16 204 0.04 -1.42
-0.38 -1.28 -1.90 0.00 0.16 0.19 0.91
-0.29 -1.36 -1.79 0.01 0.61
-0.03 0.02 1.00

-0.16



2
1 Estimated coefficients and z-statistics are based on 400 bootstrap replications of the

sanpl e. Dependent variable has a value of 1 if the firm experiences any type of managenment
turnover and a value of 0 otherwise. The sanple consists of 303 firnms for which al

fi nancial data are avail abl e.

2 The test statistics, which are cal cul ated using bootstrap esti mates of the standard

errors, have an asynptotic distribution that is unit normal. The parameters of the nodel

are po,...,bs Where po corresponds to the constant and ps corresponds to the size control.

3 The first Wald statistic is a test of the hypothese he = b7 = 0. The null hypothesis is
that the probability of takeover activity is independent of the presence of takeover
def ense. The second WAld statistic is a test of the hypothesis that b3 = bs = bs. The

nul | hypothesis is that the relationship between performance and takeover activity is

I ndepenent of the presence of takevoer defense. Both statistics have an asynptotic

distribution that is ¢*2). The third Wald statistic is a test of the hypothesis that p;

b = bs = bsa = bs = b7 = bg = 0. The null hypothesis is that the cross-sectional variation

in takeover activity is explained by takeover defense alone. This has an asynptotic



distribution that is ¢’ 7). Al Wald statistics are cal cul ated using the bootstrap

estimate of the robust covariance matrix fromthe nost general nodel, which appears in the
first row of the table. The calculation of the test statistic is described in Wite

(1982) .



Table 6.2.B

Bootstrap estimates of probit nmodels that represent the influence of perfornmance,
ownershi p and takeover defense on management turnover.! The dependent variable has a val ue
of 1 if managenent turnover is conplete and a value of zero if there is no nmnagenent

turnover. Observations associated with partial management turnover are deleted from the

sanpl e.
Growth in cash-flow based Differencein sensitivity of Test of joint
return on assets turnover to performance 2 restrictions
CEO Director No Other No
Ownership Ownership Defense Rill Defense Defense Rill bs-ba bs - bs b4 - bs Wald® pval
-0.38 -1.47 -0.16 -571 0.83 -0.26 0.09 5.56 -0.99 -6.54
-0.30 -1.61 -0.09 -347 0.26 -1.06 0.33 2.38 -0.27 -1.82
-0.27 -113 -0.36 -504 0.30 4.68 -0.66 -5.34 0.93 0.63
-0.22 -1.24 -0.23 -317 0.10 221 -0.20 -1.63
-0.16 -1.40 -1.78 -0.08 014 0.87 0.65
-0.12 -1.47 -153 -0.37 0.55

0.01 119 0.98



0.06
1 Estimated coefficients and z-statistics are based on 400 bootstrap replications of the
sanpl e. Dependent variable has a value of 1 if the firm experiences any type of managenent
turnover and a value of O otherwi se. The sanple consists of 312 firms for which al

financi al data are avail abl e.

2 The test statistics, which are cal cul ated using bootstrap esti mtes of the standard

errors, have an asynptotic distribution that is unit normal. The paraneters of the nodel

are bo,...,bs Where po corresponds to the constant and pg corresponds to the size control.

3 The first Wald statistic is a test of the hypothese he = by = 0. The null hypothesis is
that the probability of takeover activity is independent of the presence of takeover
def ense. The second Wald statistic is a test of the hypothesis that bz = bs = bs. The

nul |l hypothesis is that the relationship between perfornmance and takeover activity is

i ndepenent of the presence of takevoer defense. Both statistics have an asynptotic

distribution that is ¢c*2). The third Wald statistic is a test of the hypothesis that p;

b = bs = bsa = bs = bz = bs = 0. The null hypothesis is that the cross-sectional variation

in takeover activity is explained by takeover defense alone. This has an asynptotic



distribution that is ¢’ 7). Al Wald statistics are cal cul ated using the bootstrap

estimate of the robust covariance matrix fromthe nost general nodel, which appears in the
first row of the table. The calculation of the test statistic is described in Wite

(1982) .



Table 6.2.C

Bootstrap estimates of probit nodels that represent the influence of performance,
ownershi p and takeover defense on management turnover.! The dependent variable has a val ue
of 1 if management turnover is partial and a value of zro if there is no nanagenent

turnover. Observations associated with conplete managenment turnover are deleted from the

sanpl e.
Growth in cash-flow based Difference in sensitivity of Test of joint
return on assets turnover to performance * restrictions
CEO Director No Other No
Ownership Ownership Defense Rill Defense Defense Rill bs-ba bs - bs b4 - bs Wald® pval
-0.63 -1.37 0.19 -504 -0.40 -0.21 011 523 0.59 -4.64
-0.50 -1.47 013 -2.85 -013 -0.90 0.38 2.26 0.19 -1.34
-0.51 -1.07 -0.05 -4.46 -0.85 440 0.80 -3.61 0.81 0.67
-041 -1.18 -0.04 -2.65 -0.32 201 0.28 -1.16
-0.40 -1.29 -1.63 -0.08 011 084 0.66
-0.31 -1.33 -153 -040 042
-0.02

-0.10



1 Estimated coefficients and z-statistics are based on 400 bootstrap replications of the
sanpl e. Dependent variable has a value of 1 if the firm experiences any type of managenment
turnover and a value of 0 otherwise. The sanple consists of 312 firnms for which al

fi nancial data are avail abl e.

2 The test statistics, which are cal cul ated usi ng bootstrap esti mates of the standard

errors, have an asynptotic distribution that is unit normal. The parameters of the nodel

are po,...,bs Where po corresponds to the constant and ps corresponds to the size control.

3 The first Wald statistic is a test of the hypothese phps = by = 0. The null hypothesis is
that the probability of takeover activity is independent of the presence of takeover
def ense. The second WAld statistic is a test of the hypothesis that b3 = bs = bs. The

nul | hypothesis is that the relationship between performance and takeover activity is

I ndepenent of the presence of takevoer defense. Both statistics have an asynptotic
distribution that is ¢?2). The third Wald statistic is a test of the hypothesis that p; =
b = bs = bsa = bs = b7 = bg = 0. The null hypothesis is that the cross-sectional variation
in takeover activity is explained by takeover defense alone. This has an asynptotic

distribution that is ¢* 7). All Wald statistics are cal cul ated using the bootstrap



3
estimate of the robust covariance matrix fromthe nost general nodel, which appears in the

first row of the table. The cal cul ation of the test statistic is described in Wite

(1982).



Table 6.2.D

Bootstrap estinates
per f or mance,
estimati on procedure

sel ecti on bi as.

of probit

ownership and takeover

does not

model s

i nvol ve

that represent the influence
defense on managenent turnover.'®
wei ghting to correct for

sanpl e

Growth in cash-flow based Differencein sensitivity of Test of joint
return on assets turnover to performance 2 restrictions
CEO Director No Other No
Ownership Ownership Defense Al Defense Defense Al bs - ba bs- bs b4 - bs Wald® pva
-0.61 -1.39 -0.00 -524 0.27 -017 0.07 524 -0.28 -552
-043 -1.45 -0.00 311 0.08 -0.66 0.22 221 -0.07 -150
-0.52 -1.17 -0.19 -4.81 -0.12 4.62 -0.07 -4.69 0.64 0.73
-0.36 -1.25 -0.12 -3.00 -0.04 210 -0.02 -149
-0.33 -1.33 -1.77 -0.01 0.10 0.85 0.65
-0.23 -1.36 -1.58 -0.07 0.39



-0.07 107
-0.37

1 Estimated coefficients and z-statistics are based on 400 bootstrap
replications of the sanple. Dependent variable has a value of 1 if the firm
experiences any type of managenent turnover and a value of O otherwi se. The

sanpl e consists of 312 firnms for which all financial data are avail abl e.

2 The test statistics, which are cal cul ated using bootstrap esti mates of the

standard errors, have an asynptotic distribution that is unit normal. The

paranmeters of the nodel are bo, ..., bs Where po corresponds to the constant and

bs corresponds to the size control.

3 The first Wald statistic is a test of the hypothese be = b7 = 0. The nul
hypothesis is that the probability of takeover activity is independent of

t he presence of takeover defense. The second Wald statistic is a test of

t he hypothesis that bz = bs = bs. The null hypothesis is that the

0.98



rel ati onshi p between performance and takeover activity is indepenent of the
presence of takevoer defense. Both statistics have an asynptotic
distribution that is ¢*2). The third Wald statistic is a test of the
hypothesis that b1 = b2 = bz = bsa = bs = b7 = bs = 0. The null hypothesis is
that the cross-sectional variation in takeover activity is explained by

t akeover defense alone. This has an asynptotic distribution that is ¢*7).
All Wald statistics are cal culated using the bootstrap estimate of the

robust covariance matrix fromthe nost general nodel, which appears in the

first row of the table. The cal cul ati on of the test statistic is described

in White (1982).



Endnot es
'Bhagat and Jefferis (1991) document negative announcement returns for
antitakeover anendnents approved by shareholders and reconcile their
results with anbi guous evidence from earlier studies. Ryngaert (1988)
provi des evidence concerning the inpact of poison pills on sharehol der
weal t h. Poi son pills are usually adopted by the board w thout being
submtted to shareholders for approval and are associated with a

statistically significant decline in sharehol der wealth.

2 Though the results of these papers are consistent with the manageri al
| abor market disciplining poor performance, Jensen and Mirphy (1990)
note that the expected costs of dismssals on mnmanagers of poorly

performng firms are economcally small.

® We consider the effect of capital structure indirectly through its

effect on ownership structure. A growing recent literature considers the



rel ati onshi p among capital structure, ownership structure and nanageri al
conpensation. The concerns regardi ng the endogeneity anong these

rel ati onships as noted in this book would apply to these papers.

* This suggests a positive relationship between ownership and
performance. However, as pointed out by Stulz (1988), ownership has both
an incentive effect through a stake in the firms cash flows and an
entrenchnent effect through control of votes. As ownership gets |arge
enough, there is no way to take a corporation over. Recent evidence in
Hi mrel ber g, Hubbard and Palia (1999) suggests that econometric
estimation of the effect of managerial ownership may be quite difficult

for the reasons noted in chapter two of this book.



