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Abstract

The first essay of this dissertation examines the effectiveness o f the proxy fight in 

containing the agency problems of excessive corporate cash holding. While the takeover 

market is often suggested as appropriate for this role, recent work shows that this is not 

the case. This paper focuses on the takeover-deterrence effects of corporate liquidity and 

suggests the proxy contest as an effective alternative control mechanism. 1 find that 

proxy fight targets hold 57% more cash than comparable firms not targeted, and that the 

probability o f a contest is significantly increasing in excess cash holdings. Proxy fight 

announcement return also is positively related to excess cash. Following a contest, 

executive turnover and special cash distributions to shareholders increase while cash 

holdings revert to normal levels. These results suggest that the breakdown in internal 

control indicated by excessive liquidity is mitigated by shareholders acting via a proxy 

fight to refocus management on value maximization or replace the incumbent team.

The second essay investigates how corporate governance differs in firms with 

significant labor equity stakes. Labor has a large contractual claim on a firm’s cash flow. 

Labor equity ownership gives employees both a fractional stake in the firm's residual 

cash flows and a voice in corporate governance. This paper shows that, relative to 

otherwise similar firms, labor-controlled publicly-traded firms invest less, take fewer 

risks, grow more slowly, create fewer new jobs, and exhibit lower labor and total factor 

productivity. Thus, it appears that labor uses its corporate governance voice to maximize 

the combined value o f its contractual and residual claims, thereby pushing corporate 

policies away from, rather than towards, shareholder value maximization.
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The third essay studies the relationship between governance structure and the 

return to the shareholders of a bidding firm in an acquisition. Prior work documents a 

significant relationship between bidder return and observed bid characteristics. Since 

these characteristics are strategic choices made by the bidder's board, this paper relates 

returns to the acquirer's corporate governance structure. I find that individual 

governance variables do not distinguish poor from good acquirers in univariate tests, but 

document a significant association between the bidder's return and dimensions o f 

corporate governance in multiple regression analysis. These results illustrate the 

importance o f a coordinated approach to governance improvement as emphasized by 

Agrawal and Knoeber (1996).
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CHAPTER 1

INTRODUCTION

The public corporation is one of the most important social inventions o f all time. 

In many industrialized economies, a significant proportion o f  ail output is produced by 

businesses organized as corporations. Fama and Jensen (1983) attribute this success to 

the distinct characteristics o f the corporation which enable the delivery o f goods and 

services at the lowest prices while covering costs. At the heart of these characteristics is 

the separation of decision making and risk bearing functions which facilitates specialized 

management and efficient individual portfolio diversification while reducing coordination 

and monitoring costs.

At the same time, however, the pivotal factor that accounts for the corporation’s 

success creates an important problem, namely, the potential for a divergence o f interests 

between decision agents and risk-bearing residual claimants. Berle and Means (1932) are 

among the first to examine issues relating to the operations of the modem corporation 

from this perspective. They distinguish three functions in an enterprise - that o f having 

interest in it, that o f having power over it, and that of acting with respect to it - and note 

that in the public corporation, the first two functions are performed largely by owners 

(shareholders) while the third is performed by a separate group, managers, as agents of 

the shareholders. Given that managers are self-interested utility maximizers, there is 

always the possibility that managerial actions are taken to provide managers with the 

greatest personal benefits while possibly hurting the interest of shareholders. This 

conflict o f interest is referred to as the agency problem.

1
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Following Berle and Means (1932), several authors have studied the nature and 

implications of the agency problem. They discuss issues that arise when owners are 

different from managers and seek ways through which the interests o f the two groups can 

be more closely aligned. Important papers include Alchian and Demsetz (1970), Jensen 

and Meckling (1976), Fama (1980), and Fama and Jensen (1983).

This dissertation addresses three issues having their roots in the agency problem 

literature. In the first part, I examine the effectiveness o f the proxy contest as a corporate 

control tool in containing the agency problems o f excessive corporate cash holding. 

Jensen (1986) defines free cash flow as cash flow in excess o f what is needed to finance 

all positive net present value projects and argues that the disposition o f corporate free 

cash creates room for important agency problems between management and shareholders.

While the takeover market is often suggested as ideal for containing this problem, 

Harford (1999) and Pinkowitz (1999) document contradictory evidence. Both authors find 

that the likelihood o f a firm becoming a takeover target is negatively related to the holding 

of excess cash. The first part o f this dissertation focuses on the takeover-deterrence effects 

o f corporate liquidity and suggests reasons why a proxy fight conducted independently o f 

an acquisition bid is appropriate for monitoring and disciplining excessively liquid firms. 

I investigate my hypothesis using a sample of 92 proxy fights involving non-financial 

firms between 1989 and 1998.

I find that the occurrence o f a proxy contest is significantly positively related to 

corporate excess liquidity and that this relationship depends on whether or not a takeover 

bid accompanies the proxy fight. Excess cash plays no role in contests occurring jointly

2
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with hostile acquisition bids. For stand-alone contests, however, the relationship is 

strongly positive; target firms hold 57% more cash than non-targets, and a firm moving 

from the first to the third quartile o f excess cash holdings increases the odds o f a proxy 

contest by 94.4%. Similarly, the abnormal return accompanying a proxy fight

announcement is significantly positively related to excess cash holdings with the third 

quartile excess cash firm earning more than double the abnormal return earned by the 

first quartile firm. Following a contest, executive turnover and special cash distribution 

to shareholders increase while cash holdings revert to normal levels.

In the second essay, I study how corporate governance might differ in firms with a 

significant labor equity ownership. Employee equity participation is often suggested as a 

means o f reducing the agency problems between labor and outside shareholders. This is 

because an ownership stake may motivate employees toward higher productivity through 

increased individual performance and better peer monitoring while enhancing labor's 

ability to monitor the decisions and strategies o f management to ensure value 

maximization.

However, with labor's ownership stake comes the opportunity for employees to 

significantly influence corporate policies through their participation in electing, and 

sometimes nominating, members o f the board o f directors. While several studies have 

examined the incentive and corporate control implications o f labor ownership, the 

governance aspect has received almost no attention.

I focus on the long-term stable state effects o f a significant labor voice in 

corporate governance on investment policy, corporate risk-taking, corporate growth,

3
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shareholder value creation, and labor and total factor productivity. My test sample 

consists o f 211 firms in which employees acquired voting control o f at least 5% of 

outstanding shares between 1981 and 1990. 1 proceed with my empirical analysis in two 

stages. First, I compare the test firms with a group o f size and industry matched control 

firms using univariate tests. Next, I estimate regressions comparing these firms to all 

other companies in the COMPUSTAT panel over 1994 to 1998 while controlling for size 

and industry factors as well as any residual effects o f prior financial circumstances that 

might have contributed to labor's acquisition o f a voting interest.

My results cast a shadow of doubt on the simple premise that labor equity 

participation is associated with a convergence o f interests between workers and 

shareholders and suggest that the increased governance role acquired by labor following 

an ownership stake allows employees to influence corporate policies in ways beneficial to 

their narrow interests. Firms with significant labor control under-invest, spend less on 

firm-specific assets, and are more likely to invest in less-risky assets. They also grow at a 

lower rate and curtail employment. These results are consistent with Jensen and 

Meckling's (1979) argument that labor ownership distorts the firm's objective function by 

shifting emphasis from shareholder wealth maximization to maximizing the wealth o f 

current employees. Moreover, labor and total factor productivity are lower in the test 

firms. In all, my findings are consistent with the argument that extending residual claims 

to the generality of employees is not an efficient way to reduce the agency problem of 

separation o f ownership and control.

The final essay examines the role o f corporate governance in containing possible 

agency problems in acquisition attempts by relating the bidding firm's returns to the

4
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structure, composition, and monitoring activities o f its board of directors. Byrd and 

Hickman (1992) and Subrahmanyam, Rangan, and Rosenstein (1997) both show that 

acquisition returns are significantly related to the proportion of independent directors on 

the board. This dissertation extends their work by considering o»her important 

dimensions o f corporate governance including the leadership structure o f  the board, CEO 

age, tenure, and membership on outside boards, CEO and board stock ownership, and the 

degree and quality of board monitoring.

I find that individual governance variables do not distinguish poor from good 

acquirers in univariate tests, but document a significant association between the bidder's 

return and corporate governance dimensions in multiple regression analysis. Specifically, 

long-serving CEOs and those with several years o f employment left with the firm make 

better acquisition decisions. Similarly, outsider-dominated and smaller boards earn 

higher announcement period returns. These results suggest that focusing on individual 

aspects of corporate governance may not yield desired enhancements in firm 

performance. A more concerted approach to improving governance is required.
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CHAPTER 2

CASH AND CORPORATE CONTROL

2.1. Introduction

Quite often, the takeover market is suggested as ideal for containing the agency 

problems o f corporate free cash flow. Contrary to this, however, Harford (1999) and 

Pinkowitz (1999) both find that the likelihood of a firm becoming a takeover target is 

negatively related to the holding of excess cash. Pinkowitz further shows that, after a 

firm becomes an acquisition target, the holding of excess cash significantly reduces the 

probability of being successfully acquired and does not lead to higher bid premiums. 

Thus, the takeover market fails to mitigate the excess liquidity problem.

This failure could be explained in terms of the takeover-deterrence effects of 

corporate liquidity. Excess cash enhances the ability o f a hostile target to defend itself 

against an unwanted bid. Such defenses include repurchasing stock, acquiring a 

competitor o f the bidder and filing private antitrust litigation, or turning around to acquire 

the suitor itself (Bagwell, 1991; Stulz, 1988; Dann and DeAngelo, 1988). In addition, 

excess cash increases the bidder’s uncertainty about the value o f the target since it can be 

used to engage in bidder-specific negative net present value activities. Thus, holding 

excess cash may serve as a deterrent to would-be bidders.

In this paper, I focus on the takeover-deterrence effects o f excess cash and suggest 

the proxy contest as an effective control mechanism for addressing the agency problems 

o f excessive corporate liquidity. As in a hostile takeover situation, management will

7
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employ all available defenses in a proxy contest. Nevertheless, I argue that dissident 

shareholders conducting a proxy fight independently o f a takeover bid are not 

encumbered by the considerations that may deter a hostile bidder, including a stock 

repurchase, the legal or regulatory implications o f the proposed acquisition, and the 

possibility o f a reverse bid. For this reason, I hypothesize that cash-rich firms are more 

likely to be targeted in freestanding proxy fights, that is, contests occurring without a 

takeover bid.1

Consistent with my hypothesis, I find that the probability of a proxy contest is 

significantly positively related to the holding o f excess cash and that this relationship is 

dependent on whether or not a takeover bid accompanies the proxy fight. Excess cash 

plays no role in contests occurring jointly with hostile bids. For stand-alone contests, 

however, the relationship is strongly positive; target firms hold 57% more cash than 

non-targets, and a firm moving from the first to the third quartile of excess cash holdings 

increases the odds in favor of a proxy contest by 94.4%. These results are not sensitive 

to the manner in which excess cash is measured or alternative specifications o f the 

control group.

I also find evidence that investors anticipate more efficient cash management 

following a proxy fight in that the abnormal return accompanying a proxy fight 

announcement is significantly positively related to excess cash holdings. Post-contest 

operating changes suggest investors’ expectations are realized. Following a contest,

' Anecdotal evidence suggests that firms are targeted in proxy contests on account o f  their holding too 
much cash. Examples include the well-known Kerkorian vs. Chrysler contest, as well as others such as 
Dickstein Partners vs. Hills Stores in 1994, and Relational Investors vs. Storage Technology in 1997.

8
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executive turnover and special cash distribution to shareholders increase while cash 

holdings revert to normal levels.

This paper contributes to the free cash flow and proxy fight literature by 

providing evidence on the effectiveness o f external control in containing the excess 

liquidity problem and the specific manner in which excess cash is eliminated. In 

addition, it documents systematic evidence on the role of specific agency issues in 

influencing the occurrence o f a proxy fight. When dissidents wage a proxy contest, they 

are not just concerned about the overall picture (as reflected in, say, stock performance or 

earnings) but also about particular issues relating to management’s control o f the firm. 

Finally, it provides additional evidence on the efficiency o f the corporation in terms o f its 

ability to flourish without recourse to exogenous influences. Although management is 

largely free to act without interference from shareholders and is able to employ various 

devices to protect its interests, the extent to which it can engage in non-value-enhancing 

activities is limited by control mechanisms such as the proxy contest. Ultimately, the 

power to determine the utilization o f corporate resources resides with the shareholders.

The remainder o f the paper is organized as follows. In the next section, I review 

the literature on the agency issues arising from excess liquidity, the corporate control 

implications o f these issues, and my motivation for this study. I describe my measure of 

excess liquidity in Section 2.3 while sample selection procedures and the resulting 

sample are discussed in Section 2.4. Section 2.5 contains my empirical analysis and 

discussion. Section 2.6 concludes with a brief summary.
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2.2. Excess Liquidity as an Agency Problem

In his 1986 seminal paper, Michael Jensen laid out the agency issues raised by 

excess liquidity. He defined free cash flow as cash flow in excess o f what is needed to 

finance all positive net present value projects. By definition, such cash flow should be 

paid out to the firm's shareholders since the corporation cannot invest it profitably on 

their behalf. In an agency-free world where managers own the firm 100%, this would be 

the outcome, that is, an owner-manager will pay out free cash either directly or indirectly 

through the consumption of perquisites. The modem corporation, however, is 

characterized by separation of ownership and management, with the attendant possibility 

of a conflict of interest in the utilization of cash. Paying out excess cash reduces the 

resources under management's control, restricts management's ability to pursue corporate 

growth as an objective, and increases the probability o f raising funds externally to finance 

future projects. These are things management would rather avoid. Thus, self-interested 

utility maximizing managers would prefer to retain excess liquidity.

Consistent with the free cash flow hypothesis, Lang, Stulz, and Walkling (1991) 

find that bidder returns in tender offers are negatively related to cash flow for firms with 

poor investment opportunities as measured by Tobin’s q ratio. Similarly, Harford (1999) 

documents that cash-rich firms are more likely to attempt acquisitions and that such 

acquisitions are value destroying. He estimates that cash-rich bidders destroy seven cents 

in value for every excess dollar o f cash reserves held, they are more likely to make 

diversifying acquisitions, and their targets are less likely to attract other bidders.

10
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Jensen and Meckling (1976) suggest that management could engage in bonding 

activities that eliminate or reduce the potential for agency conflicts. In the context o f the 

excess liquidity problem, such activities include substituting debt and other fixed claims 

such as preferred equity for common equity (Masulis, 1980; Copeland and Lee, 1991; 

Gupta and Rosenthal, 1991), increasing payout to shareholders through a stock 

repurchase or special dividends (Vermaelen, 1981; Nohel and Tarhan, 1998) or taking the 

firm private in a leveraged buyout (Lehn and Poulsen, 1989; Opler and Titman, 1993). 

The abnormal return accompanying these transactions suggest that investors recognize 

the potential for agency problems in the utilization o f cash and reward firms whose 

managers take appropriate actions to minimize such problems. In spite o f this, Jensen 

(1993) documents that management is often reluctant to make changes. In such instances 

as this, where the internal control system is unwilling or unable to address agency-related 

issues, the corporate form relies on external control mechanisms to redirect management 

towards optimal behavior or otherwise replace the incumbent team.

A commonly suggested mechanism is the takeover market. Jensen (1986, p. 328) 

argues that the free cash flow theory “predicts value increasing takeovers occur in 

response to breakdowns of internal control processes in firms with substantial free cash 

flow”. Similarly, Pinkowitz (1999, pp. 10-11) highlights several quotes from industry 

publications suggesting cash-rich firms should be disciplined by the takeover market. 

However, recent evidence suggests this is not the case.

Pinkowitz (1999) examines the role o f the takeover market in monitoring firms 

with excess cash and finds that the probability o f receiving a hostile bid is negatively 

related to the holding of excess cash, even for firms with poor investment opportunities.

1 1
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On average, firms that were not targeted hold about 40% more cash than those that were, 

and a firm moving from the first to the third quartile o f cash holdings decreases the 

probability o f a bid by about 18%. In addition, after a firm becomes an acquisition target, 

the holding of excess cash significantly reduces the likelihood of being successfully 

acquired and does not lead to higher bid premiums. Harford (1999) performs a similar 

analysis with similar results.

There are several reasons why the market for corporate control might fail with 

respect to firms with free cash. Excess cash provides a corporation with many anti- 

takeover defense options that may otherwise be unavailable. One of such options is to 

repurchase stock. This reduces the possibility o f a successful acquisition in several ways. 

Harris and Raviv (1988) and Stulz (1988) both argue that a stock repurchase could be 

used to disproportionately concentrate voting power in management and other friendly 

hands by buying stock from non-affiliated shareholders, an argument corroborated by 

empirical evidence reported by Denis (1990) that average managerial ownership 

increases by 89.6% following stock repurchases implemented in the presence o f hostile 

takeover activity. Similarly, Dann and DeAngelo (1988) document evidence suggesting 

that stock repurchases are motivated by incumbent managers’ attempts at increasing their 

proportional voting control o f the firm.

In addition to concentrating ownership in friendly hands, a stock repurchase could 

significantly increase the cost to a hostile bidder. If it is assumed that investors with the 

lowest valuations tender first in a repurchase, then the bidder would have to acquire 

shares from investors with higher reservation values, thus incurring higher costs. These 

arguments are formalized in Bagwell (1991) who shows that in the presence o f

12
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heterogeneous investor valuations, a share repurchase increases the cost o f a takeover by 

altering the marginal shareholder. Bagwell (1992) subsequently provides empirical 

evidence from individual shareholder tendering behavior in Dutch auction repurchases 

which supports the argument that Arms face upward-sloping supply curves when they 

repurchase shares in a Dutch auction. Finally, a repurchase could deter a hostile bidder if 

the bidder’s primary reason for making a bid is to acquire the liquid resources o f the 

target since it represents a cash distribution and thus reduces the target’s attractiveness.

Prior empirical work supports the deterrence effects o f the stock repurchase. In a 

study o f defensive changes in asset and ownership structure, Dann and DeAngelo (1988) 

And that the bidder failed to acquire control o f the target in all eight cases where the 

target repurchased shares as part o f its defensive maneuvers. Similarly, Denis (1990) 

reports that only seven out o f 26 Arms which implemented a tender offer or open-market 

repurchase in response to a hostile bid were eventually acquired. In fact, the stock 

repurchase is so often associated with anti-takeover motives that Arms implementing one 

for different reasons frequently have to explicitly mention this in their public statements 

(Bagwell, 1991). While it is possible for any Arm to undertake a repurchase by 

borrowing funds, it is clear that a cash-rich target is more able to defend itself in this 

manner since it has free cash and does not have to worry about the readiness o f the 

capital markets to provide funds. Besides, Harris and Raviv (1988) argue that a 

repurchase Ananced by taking on additional debt reduces the beneAts o f control to 

incumbent management by increasing the probability of bankruptcy and through 

restrictions imposed by debt covenants.

13
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Dann and DeAngelo (1988) show that the target o f a hostile bid could also defend 

itself by acquiring a competitor o f the bidder. This has the potential to deter a bidder 

since the target could then file a private antitrust litigation claiming that allowing the 

bidder to acquire it would hurt consumers by eliminating or reducing competition. In this 

way, the target hopes that the courts would prevent the bidder from succeeding with the 

acquisition bid.

Apart from repurchasing its own stock and creating antitrust complications, a 

cash-rich target could also make a reverse bid for an unwanted suitor. If managers attach 

a non-trivial probability to the success o f such a reverse bid and it is assumed that 

managers do not like to lose their jobs, then this possibility may serve as a deterrent 

against making a hostile bid for a cash-rich target.

In view of the many ways in which a target's excess liquidity could be used to 

frustrate a hostile bid, it is not surprising that Harford (1999) and Pinkowitz (1999) find 

cash holdings to be a deterrent for unwanted bids. This leaves open the question of 

which control mechanisms discipline this class o f firms. Pinkowitz (1999, p. 16) 

concludes that "if the takeover market is unable to prevent managers from holding large 

amounts o f cash, there may be no effective device (short of ex ante contracting) which 

serves as a check on corporate cash holdings.” However, we do not observe such ex ante 

contracting in practice.

In this paper, I postulate that the proxy contest is ideal for addressing the agency 

problems of excess cash. Agency theory suggests important roles for the proxy fight as a 

corporate control device. Alchian and Demsetz (1972, p. 788) argue that "the transfer o f
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proxies enhances the probability of decisive action in the event current stockholders or 

any outsider believes that management is not doing a good job with the corporation.” 

Consonant with this, several empirical studies find shareholder wealth increases at the 

announcement of a proxy fight (see, for example, Dodd and Warner, 1983; DeAngelo and 

DeAngelo, 1989; Mulherin and Poulsen, 1998) and that managerial turnover and 

corporate restructuring activities are more likely in firms targeted in a proxy contest 

(Mulherin and Poulsen, 1998).

By definition, a proxy fight is a hostile control activity. This implies that 

management will deploy all available defenses when faced with a proxy contest. 

However, there are several reasons we might expect excess cash firms to be targeted in 

proxy contests. These reasons revolve around the fact that the extra defenses a cash-rich 

firm may employ against a hostile bidder are largely ineffective against dissident 

shareholders waging a proxy fight. Consider the tactic o f repurchasing stock. While this 

may deter unwanted acquisition bids, it may actually encourage a proxy contest. This is 

because dissident shareholders interested in getting management to pay out cash rather 

than invest it poorly would be satisfied to see management repurchase stock in response 

to a proxy fight.2 Indeed, dissidents often demand a stock repurchase when their main 

complaint against incumbent management is excessive corporate liquidity.3 However, if

2 A stock repurchase undertaken in response to a takeover threat also accomplishes the purpose o f 
disgorging excess cash. However, management would only repurchase if it considers the threat credible, 
for instance if  the bidder has secured financing and/or made an offer to the target’s shareholders. From the 
dissidents’ point o f  view, it is more difficult and expensive to make a credible takeover threat than it is to 
threaten a proxy fight. Thus, dissidents would prefer a proxy fight.
3 Examples o f contests in which dissidents explicitly demanded a stock repurchase include Tiger 
Management Group vs. Cleveland-Cliffs, 1991, Dickstein Partners vs. Hills Stores, 1994, and Relational 
Investors vs. Storage Technology, 1997.
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dissidents intend to make a bid for the firm, then a repurchase may serve as a deterrent 

for reasons earlier discussed.

Similarly, the threat o f antitrust litigation or a reverse bid cannot discourage 

dissidents seeking control via a proxy fight unless they are also interested in actually 

acquiring the firm. The fact that most proxy contests, especially those not accompanied 

by a takeover bid, are initiated by individuals or institutional investors particularly makes 

these threats meaningless. Thus, we would expect firms with excess liquidity to be 

targeted in proxy contests. Such contests should, however, occur independently o f a 

hostile takeover bid.

2.2.1. Other control variables

Since a proxy fight is a contest for control between incumbent management and a 

dissident shareholder group, several factors apart from excess liquidity could play 

significant roles in determining whether a firm becomes a target in such a contest. One 

of such factors is managerial ownership. The probability o f a dissident group attaining 

seats on a company’s board is decreasing in the proportion o f shares controlled by 

management. Indeed, if  management controls 50% or more o f the firm's voting power 

and directors are not elected through cumulative voting, dissidents are guaranteed to fail 

and no proxy contests would occur. Besides, higher managerial ownership reduces the 

room for severe agency problems that may be addressed via a proxy fight. Thus, firms 

with high managerial ownership should be less likely to become targets in proxy contests. 

Similarly, assuming employees are more likely to vote for current management in a
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contest, the probability of a proxy fight should be decreasing in the proportion o f shares 

owned or controlled by employees.

A proxy solicitation involves substantial expenditures in communicating with and 

persuading shareholders. If ownership is concentrated in a few hands, this would reduce 

the cost o f communicating with shareholders and make a proxy contest more affordable 

and less time consuming. Note that the reduction in cost brought about by the presence 

o f blockholders is of less value to management since management uses the corporation's 

resources to defend itself. Hence, it is plausible that proxy contests would be more 

probable in firms with non-affiliated blockholders.

Poor corporate performance makes management visible as not maximizing 

shareholder wealth. In addition, shareholders will be less inclined to vote against 

incumbent management if the firm's performance is at least as good as that o f its peers, 

for people are often reluctant to change a winning team. Thus, the likelihood of a proxy 

contest should be decreasing in the firm's performance.

2.3. Variable Definitions

2.3.1. Excess cash

An important consideration in studies o f the free cash flow hypothesis is the 

measurement o f excess cash. Several proxies are proposed in the literature, including 

cash and marketable securities normalized by total assets or sales (a stock measure) and 

undistributed post-tax cash flow (a flow measure). The problem with these proxies is that 

they do not account for differences in investment and other operational needs o f different
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firms. The usual way of correcting for this is to include a proxy for investment 

opportunities in the model testing the effect o f  free cash flow. A better approach would 

be to explicitly model the cash process. Opler, Pinkowitz, Stulz, and Williamson (1999), 

hereafter OPSW, provide such a model.

In the OPSW model, cash holding is a function of growth opportunities, riskiness 

o f cash flow, access to the capital markets, and the cost o f raising funds through asset 

sales and dividend cuts. They estimate various specifications of the model using data 

from 1971 to 1994 for all COMPUSTAT firms. For firm i in year t, the cash model is 

given by the following equation:

CASH, , = a + b,MTBu -  b:SIZEu + b3CFu -  btNWCu + bsCAPEXu -  
b^EVERAGEU + b7INDSIG,, + bsFINDISu -  b^DIVDUM,, -  
bioREGDU\fit + e ,  D1

In the above equation, CASH is the natural log of the ratio o f cash and marketable 

securities to assets less cash, MTB is market-to-book ratio, that is, book value o f assets 

less the book value of equity plus the market value o f equity divided by assets, SIZE is 

the natural log o f  assets in 1994 dollars, CF is the ratio o f cash flow to assets less cash, 

NWC is the ratio of net working capital (net o f cash) to assets less cash, CAPEX is the 

ratio o f capital expenditures to assets less cash, LEVERAGE is total debt over total assets, 

INDSIG is the mean of standard deviations o f cash flow over assets over 20 years for 

firms in the same industry as defined by 2-digit SIC code, FIND/S is the ratio o f R&D 

expenditures to sales, DIVDUM is a binary variable set to one if the firm paid a dividend 

in the year, and zero if it did not, and REGDUM is a dummy variable which equals one if 

the firm is in a regulated industry for the year and zero if it is not.
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Since OPSW estimated their model over ail COMPUSTAT firms and 77% o f my 

firm years are included in their sample, I measure excess cash as residuals o f the OPSW 

model using coefficients from the Fama-MacBeth specification reported in their Table 4. 

Nevertheless, I repeat all analysis using residuals from my estimation of the model. 

Results are remarkably similar to the ones obtained with the first measure and therefore 

are not reported. I also experiment with several other specifications reported in Tables 4 

and 5 of OPSW with results similar to those obtained with the Fama-MacBeth 

specification. To conserve space, I do not report results based on the other specifications.

2.3.2. Equity ownership

I define three equity ownership variables: managerial ownership, employee 

ownership, and outside block ownership. Managerial ownership is the proportion of 

outstanding shares controlled by management, either directly or indirectly, as reported in 

the proxy filing immediately before the proxy contest. Employee ownership is the 

proportion o f outstanding shares voted by employees through any form of employee 

ownership plan as reported in the proxy filing immediately before the proxy contest or in 

the Wall Street Journal. My measure o f outside block ownership is the percentage of 

outstanding shares owned by non-affiliated shareholders (excluding the dissident group) 

holding at least 5% of total shares as reported in the proxy statement immediately 

preceding the contest.

2.3.3. Pre-contest performance

I measure pre-contest performance using two stock return proxies. The first 

(unadjusted return) is one-year return estimated from 15 months to three months before
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the proxy contest announcement date. The second is market-adjusted return, which is 

unadjusted return less same-period return on CRSP value-weighted portfolio o f NYSE, 

AMEX, and NASDAQ stocks.

DeAngelo (1988) documents that for a sample o f 86 proxy contests conducted 

between 1970 and 1983, dissident shareholders usually cite poor earnings rather than 

stock price performance and that target companies' pre-contest earnings are significantly 

below the market. Perhaps due to a shift in investor sophistication arising because o f 

differences in sample period, stock price issues constitute a more frequent performance 

complaint than earnings in my sample. For this reason, I employ the stock return proxies 

defined above. As a robustness check, I repeat all analysis using earnings rather than 

stock return as the measure o f performance. Results are similar to those obtained with 

stock return and are therefore not reported.

2.4. Sampling and Data

I searched the Wall Street Journal Index from January 1989 to December 1998 for 

proxy contest information. My search yielded 109 proxy contests involving non-financial 

firms. I exclude financial firms because their cash holdings may be subject to non­

economic influences such as government regulation. Seven firms were involved in proxy 

contests in two successive years. For these firms, I exclude the second proxy contest 

from my sample, leaving 102 contests. Nine firms do not have enough data to allow 

computation o f excess cash and are excluded. Furthermore, one firm has extreme excess 

cash value and is also excluded. The final test sample thus consists o f 92 proxy contests.
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O f these, 36 contests were accompanied by hostile takeover bids while 56 were plain 

proxy contests. I select four control firms for each test firm. The control firms are firms 

in the same four-digit SIC code nearest to the test firm in total assets in the year before 

the proxy contest. If enough control firms could not be found in four-digit SIC, I select 

three-digit SIC firms. Generally, two o f the control firms are smaller than the test firm 

while the other two are larger.

The proportion of proxy fights not accompanied by hostile bids in my sample 

(61%) is comparable to that reported in earlier studies. For example, Mulherin and 

Poulsen (1998) report that for their full sample covering 1979 to 1994, 57% o f contests 

occurred independently of an acquisition bid. However, for the sub-sample o f contests 

occurring between 1990 and 1994, a period that overlaps my sample years, the proportion 

is 62%, about the same as the one in the current study.

The sample includes firms from 34 two-digit SIC industry groups. For the full 

sample o f test firms, median assets in 1994 dollars is $365.63 million while median liquid 

resources, also in 1994 dollars, is $27.28 million. Median cash-to-assets ratio is 6.98%. 

Corresponding figures are $312.88 million, $26.38 million, and 8.16%, respectively for 

the 56 firms targeted in plain contests, and $551.15 million, $28.30 million, and 2.85%, 

respectively for the 36 firms targeted in a proxy fight -  takeover bid combination. The 

median cash-to-assets ratio for the full sample is 34% higher than for the control firms, 

suggesting that target firms are more liquid than non-targets. This difference, however, is 

dependent on whether or not a takeover bid accompanies the proxy contest. Median 

cash-to-assets ratio for test firms in the plain contest sub-sample is 57% higher than for
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the control group. In contrast, median cash-to-assets ratio for firms targeted in combined 

hostile bid/proxy contest is actually lower than for the control group.

A summary o f the reasons given by dissident shareholders for waging a proxy 

fight is presented in Table 2 .1.4 The most common criticism of incumbent management 

is poor corporate performance, advanced in 53.57% o f all cases. In 25% of contests, 

dissidents seek one form of corporate restructuring or the other. Such restructuring 

includes divestiture o f non-core business divisions, break-ups, and leverage reduction. 

Outright sale o f the business is sought in 21.43% of the contests. Cash related issues are 

raised in 14.29% o f the cases, with dissidents seeking stock repurchases, dividend 

increases, or to block undesirable acquisitions.

2.5. Empirical Analysis, Results, and Discussion

2.5.1. Excess cash and the probability o f a proxy fight

As a first step in investigating the relationship between cash holdings and the 

occurrence o f a proxy fight, I examine the distributions o f excess cash and the other 

explanatory variables for the test and control firms. Summary statistics from these 

distributions are shown in Table 2.2. For the full sample, average excess cash for test 

firms is 0.207 while the median is 0.320. On the other hand, mean and median values for 

control firms are -0.053 and -0.005, respectively. This suggests that the test firms have 

higher levels o f excess cash. However, the Wilcoxon and t- tests indicate that the

4 Percentages reported in Table 2.1 are for the plain contest sub-sample. For the firms involved in 
combined hostile bid and proxy fights, the usual purpose o f  the contest is to oust the opposing board so as 
to turn the hostile bid into a friendly transaction.
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difference is not significant at conventional levels, with p-vaiues o f 0.16 and 0.18, 

respectively.

More interesting information is revealed in panels B and C. In panel B, I report 

statistics from the distribution of excess cash for firms targeted in a stand-alone proxy 

fight. The test firms in this sub-sample have an average excess cash o f 0.539 compared 

to 0.069 for the control firms. Similarly, median excess cash is 0.690 for test firms and 

0.119 for control firms. The Wilcoxon and t- tests confirm the differences to be 

significant, each at less than the 10% level. On the other hand, panel C shows no 

significant difference in excess cash between test and control firms for the combined 

contest sub-sample. For instance, while average excess cash for the test firms is 

-0.310, the corresponding figure for the control firms is -0.248. Median values are -0.514 

and -0.267 for test and control firms, respectively. P-values for the Wilcoxon and t- tests 

are 0.74 and 0.83, respectively.

Results o f further univariate tests are presented in Table 2.3. For each test firm, I 

subtract the mean o f the values for the control group from the value for the test firm. The 

mean and median o f adjusted variables are shown in Table 2.3, together with p-values for 

the null hypothesis that the statistics are not significantly different from zero. The tests 

confirm the pattern revealed in Table 2.2. For the full sample, average control group 

adjusted excess cash is positive but insignificant, with a p-value of 0.18. Moreover, for 

those firms whose proxy contests are accompanied by takeover bids, average adjusted 

excess cash is not statistically different from zero. This contrasts sharply with firms 

targeted in plain proxy fights. Mean and median adjusted excess cash for these firms are 

0.465 and 0.497, respectively. Both are significant at less than the 5% level. Thus, these
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firms have higher levels of excess liquidity than similar firms in the same industry not 

targeted in a proxy fight. These results are consistent with my hypothesis that firms with 

excess liquidity will only be targeted in freestanding proxy contests. Also consistent with 

my hypothesis, Tables 2.2 and 2.3 show that test firms have lower managerial ownership, 

higher outside block ownership, and underperform the market in terms of stock return.

I subsequently estimate multinomial logit models to determine the effect o f excess 

liquidity on the probability of a proxy fight in a multivariate setting. In each model, the 

dependent variable is a dummy variable which equals zero for control firms, one for 

target firms involved in a stand-alone contest, and two for target firms involved in a 

combined proxy fight, takeover bid. Since the control group consists o f size and industry 

matched firms, I estimate all regressions using conditional logits. Each regression also 

includes year dummies as additional explanatory variables, although the coefficients for 

these dummies are not reported. Results are presented in Table 2.4.

In order to facilitate easy reading, I reorganize the multinomial logit results into 

separate equations for target firms involved in a stand-alone proxy fight and those 

involved in a contest with takeover bid. The reference category for each equation 

consists o f the control firms, that is. firms not involved in any proxy contest. Consistent 

with my hypothesis and in agreement with the univariate results, the coefficient of excess 

cash in the first equation for stand-alone contests (Panel A o f Table 2.4) is positive and 

significant at the 1% level while it is not significantly different from zero in the 

corresponding equation for targets o f a combined proxy fight and takeover bid as shown 

in the second panel o f the table. The second equation in Panels A and B o f Table 2.4
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includes ownership and performance variables as additional control terms. Nevertheless, 

the results are similar to those in the first equation.

I also examine odd ratios to provide an insight into the economic significance of 

the role o f excess cash in the occurrence o f a proxy contest. In Table 2.4 (Model II o f 

Panel A), the estimated odd ratio for excess cash is 1.425. Thus, holding all else 

constant, a one unit increase in excess cash increases the odds of a proxy fight by 42.5%. 

Now consider that a movement from the first quartile o f excess cash to the third quartile 

represents an increase of 2.22 units. This implies that a firm moving from the first to the 

third quartile o f the distribution of excess cash increases the odds of a proxy contest by 

94.4%. A greater part o f this increase is attributable to the movement from the first 

quartile to the median, which represents a movement from negative to positive excess 

cash. For a firm moving from the first quartile to the median, the odds of a contest 

increases by 51.3%, compared to an increase o f 43.0% for a firm moving from the 

median to the third quartile of cash holdings. These results complement those reported 

earlier and confirm that excess liquidity plays a significant role in the determination o f 

who becomes a proxy contest target.

2.5.1.1 Sensitivity and robustness check

Results presented so far illustrate the important role played by excessive corporate 

cash holdings in the proxy contest process. However, it is possible that these results are 

dependent on the measure of excess cash, namely, residuals of the Fama-MacBeth 

specification o f the OPSW cash model. Thus, it is important to investigate the sensitivity 

o f the results to changes in the measure o f excess cash. My initial attempt at robustness
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check involves utilizing other specifications o f the OPSW model. As stated earlier, 

results obtained with these specifications are similar to those reported for the Fama- 

MacBeth specification and are not presented here. Nevertheless, since these 

specifications relate to the same base model, I also examine alternative measures of 

corporate cash holdings that are not related to the OPSW model.

As a starting point, I estimate conditional logit regressions relating the probability 

o f a proxy contest to cash holdings (as measured by the ratio o f cash and marketable 

securities to total assets) and the standard control variables. I include market-to-book 

ratio as an additional explanatory variable to control for cross-sectional differences in 

investment opportunities. Smith and Watts (1992), Opler et al. (1999), and Harford 

(1999) are among prior studies that employ the market-to-book ratio as a proxy for 

investment opportunities. Likewise, 1 include leverage ratio (total debt to total assets) to 

control for differences in debt usage and thus ensure that my findings reflect the effect o f 

net cash holdings. The results, which are presented in Table 2.5, are very similar to those 

obtained with the OPSW model.

As a further robustness check, I estimate another set of regressions in which the 

measure o f excess cash is the residual from an alternative model o f normal cash holdings 

proposed by Harford (1999). In Harford's model, corporate cash holding is a function of 

firm size, investment opportunities, cash flow volatility, future cash flows, industry 

characteristics, and general economic conditions. For firm i in year t, the model is given 

by the following equation:
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CASH,, = a, + b,NETCFOu + b2ARISKPRE,+, + b3RECESSION, + 
b4ANETCFOu+l + b5NNETCFO,,+: + b^MTB,,., + 
b 7CFOVOL, + bgSIZEi,., + e u [2]

In equation (2), CASH is the ratio of cash and marketable securities to net sales, 

NETCFO is operating income before depreciation less interest less taxes less the change 

in non-cash working capital less investment outlays, normalized by net sales, 

RECESSION is a dummy variable set equal to one for years within recessions as defined 

by the National Bureau of Economic Research and zero for others, RISKPRE is the 

difference between junk and AAA bond yields, MTB is market-to-book ratio, CFOVOL 

is coefficient o f variation of operating cash flow, and SIZE is the natural logarithm of 

total assets.

Since my sample is cross-sectional, 1 estimate equation (2) with the modification 

that I do not include firm-specific fixed effects (denoted by the subscript on the intercept 

term) in the regression while including industry dummies to control for variations in cash 

holdings across industry groups.3 Fifty-one test and 207 control firms have sufficient 

data to allow estimation of the model.6 Table 2.6 contains results o f logistic regressions 

relating the probability o f a proxy contest to excess cash as measured by residuals from 

this model. The regressions are analogous to those reported in Table 2.4. In each 

specification, 1 obtain the same pattern o f coefficients and significance as in Table 2.4. 

Thus, the findings are not sensitive to the measure o f excess cash.

5 In Harford’s original estimation, industry effects are controlled for by estimating a separate regression for 
each industry group. Due to a relatively small sample size, this approach is not feasible with my data.
6 Several firms were lost because they do not satisfy the model’s data requirements for calculating 
operating cash flow or because o f  the need to include future cash flows in the model.

27

Reproduced with permission of the copyright owner. Further reproduction prohibited without permission.



In addition to the foregoing, I examine the sensitivity o f the results to changes in 

the specification o f control firms by estimating three sets o f regressions using different 

subsets o f the control firms. The first set o f regressions uses the control firm that is 

nearest in size to the test firm. This is defined as the control firm whose assets are within 

±40% o f the total assets o f the corresponding test firm in the year before the proxy fight. 

The second set uses control firms that are smaller, while the third uses control firms that 

are larger, in size than the respective test firm. Results o f these regressions are presented 

in Tables 2.7, 2.8, and 2.9, respectively, and are very similar to those reported in Table 

2.4 for the full sample o f control firms. Thus, the findings do not appear to be sensitive 

to the specification of the control sample.

2.5.2. Excess cash and proxy contest announcement return

The preceding section documents a significant association between excessive 

corporate liquidity and the occurrence of a proxy fight. In this section, I consider the 

effectiveness o f  the proxy contest in reducing financial slack by examining the 

relationship between excess cash holdings and the abnormal return accompanying a 

proxy fight announcement. In an efficient market, if the proxy fight is indeed effective in 

alleviating the agency problems of excess cash, then proxy contest announcement returns 

should be positively related with excess cash holdings as investors capitalize expected 

gains arising from a more efficient utilization o f liquid resources following a proxy 

contest. I define the announcement date as the earliest o f the date of initial dissident 

activity as reported in the Wall Street Journal, Dow Jones News Service, Dow Jones 

Business News, PR Newswire, or Business Newswire.
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Following a standard event study methodology, I estimate the market model for 

each test firm over the period from 250 to 21 days prior to the announcement date and 

then use estimated parameters to calculate abnormal returns around contest initiation. 

One firm does not have sufficient data in CRSP to allow computation o f abnormal returns 

and is not included in the following analysis. Announcement period abnormal return is 

defined as the three-day cumulative abnormal return (CAR) calculated over days [-1, +1] 

relative to the announcement date. Consistent with prior studies, average CAR for the 

full sample is positive and significant. Mean and median CAR are 5.18% and 1.78%, 

respectively. Both are significant at less than the 1% level. Moreover, when the sample 

is split along the line o f whether a takeover bid accompanies the proxy contest or not, a 

pattern similar to that reported in Mulherin and Poulsen (1998) is observed; that is, 

average CAR is lower for the plain contest sub-sample (3.90% compared to 7.12%). This 

is probably because in most cases when a firm is the target o f a takeover bid and a proxy 

contest, both control activities are often announced simultaneously. Thus, the higher 

abnormal returns for these firms incorporate the effect o f a takeover bid.

I subsequently estimate a regression o f  CAR on excess cash for the plain contest 

sample to test whether investors anticipate more efficient cash management following a 

proxy contest. Indeed, the results are consistent with this hypothesis. The coefficient of 

excess cash is 0.015, which is significant at less than the 5% level (p-value = 0.02). The 

regression has an adjusted R-squared o f 0.08. In terms o f economic significance, a 

movement from the first to the third quartile o f excess cash more than doubles the 

cumulative abnormal return, from 2.51% to 5.19%. Thus, the finding strongly suggests

29

Reproduced with permission of the copyright owner. Further reproduction prohibited without permission.



that investors expect firms to make wealth-increasing changes in their cash management 

policies after a proxy contest.

2.5.3. Post-contest liquidity and operating changes

An important question that remains is “How does the proxy fight lead to more 

efficient cash management?” As a starting point, it is important to know whether excess 

cash is eliminated following a proxy contest. If the target firms continue to hold 

abnormally high levels o f cash, then it is doubtful if the proxy fight is effective in dealing 

with this problem. To address this issue, I examine the year-after liquidity o f the sample 

o f firms involved in stand-alone contests. Of the 56 test firms, seven were acquired in a 

friendly deal within one year after the proxy contest. Three other firms do not have 

sufficient data for computing excess cash for the year after the proxy fight. Thus, the 

results are based on the 46 contests with sufficient data.

For the control firms, mean and median post-contest excess cash are -0.269 and 

-0.057, respectively. Just as in the year before the proxy contest, neither is significantly 

different from zero. In comparison, while average pre-contest excess cash is significantly 

positive for the test firms, mean and median post-contest excess cash for the same firms 

are -0.456 and -0.187, respectively. Both are statistically insignificant. The Wilcoxon 

and t- tests, with corresponding p-values o f 0.99 and 0.58, confirm that the distributions 

of post-contest excess cash for the test and control firms are not different from each other.

Furthermore, I construct post-contest match-adjusted excess cash and test its 

average for statistical significance. I find that the average adjusted post-contest excess 

cash is not significantly different from zero. Mean and median adjusted excess cash are
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-0.190 (p-value, 0.65) and -0.087 (p-value, 0.64), respectively. Recall that prior to the 

contest, average match-adjusted excess cash is positive and significant at less than the 5% 

level. Thus, the occurrence of a proxy fight in these firms is followed by the elimination 

o f excess liquidity. These results suggest that the proxy contest is a potent mechanism in 

monitoring and disciplining firms with excess liquidity.

Notwithstanding the above, however, further tests are required before it could be 

inferred that the reduction in excess cash experienced by the test firms is related to the 

occurrence of a proxy fight. I accomplish this by estimating excess cash for all 

COMPUSTAT firms over my sample period and grouping the firms into annual deciles 

on the basis of their excess cash value. I then use the decile ranks to estimate conditional 

and unconditional excess cash transition probabilities. The conditional transition 

probability is the empirical probability o f a firm moving from one excess cash decile 

during year t-l to another decile in year t+1 given that the firm was the target of a proxy 

contest in year t. Unconditional transition probabilities are calculated for firms not 

involved in a proxy fight and represent the probability o f a firm moving from one excess 

cash decile in year t- l  to another in year t+1 given that the firm was not the target o f a 

proxy fight in year t.

The two sets o f transition probabilities are shown in Table 2.10. The first entry in 

each cell (in bold typeface) is the transition probability conditioned on the occurrence of 

a proxy contest. Estimated unconditional transition probabilities are shown under the 

corresponding conditional probabilities. Now consider firms in the tenth decile o f excess 

cash in year t-L  that is, entries in the last row o f Table 2.10. As seen in the table, the 

empirical probability that such a firm targeted in a proxy contest in year t will remain a
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tenth decile firm in year t+1 is 0.000, compared to a probability o f 0.428 for a tenth 

decile firm not involved in a proxy fight. Not only this, a tenth decile proxy contest 

target will be in the upper half o f the distribution o f excess cash in the year afier the 

contest with probability 0.667. The corresponding probability for a tenth decile firm not 

targeted is 0.874, higher by 31%. Similarly, the probability that post-contest excess cash 

for a ninth decile target will be above the median of the distribution is 0.667 while the 

corresponding figure for a non-target ninth decile firm is 0.830. Indeed, for all but the 

fifth decile firms, the conditional probability o f being in the upper half of post-contest 

excess cash is lower than the unconditional probability. Thus, the evidence suggests a 

significant relationship between a reduction in excess liquidity and the occurrence of a 

proxy contest.

I subsequently examine the strength o f  this relationship by performing a X  

goodness of fit test using frequencies generated from the probabilities in Table 2.10. To 

calculate the expected frequency for a cell, I multiply the unconditional probability for 

that cell by the row frequency corresponding to the cell. Observed frequencies are 

calculated using conditional probabilities. For the full sample, the X  statistic is 107.82. 

With 81 degrees o f freedom, it has a p-value o f 0.02, thus indicating that the association 

is statistically significant. Further analysis reveals that this is driven by firms in the sixth 

to the tenth decile o f pre-contest excess cash. For these firms, the X  statistic is 75.87 

with 36 degrees o f freedom. This is significant at less than the 1% level. On the other 

hand, the X  statistic for first to fifth decile firms is 31.94, also with 36 degrees of 

freedom. It has a p-value o f 0.66. Taken together, these results suggest that transition 

probabilities are significantly related to the occurrence o f a proxy contest, especially for
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firms more likely to suffer from the agency problems o f excess cash, that is, those in the 

upper half o f the distribution of pre-contest excess cash. Seventy percent of the test firms 

fail into this category.

In view of the preceding results, a natural question arises concerning the source o f 

the reduction in liquidity since it is possible that management simply wasted the cash in 

fighting off dissidents. I investigate this by examining changes in the operations and top 

management of the sample firms in the year before and the year after the proxy contest. I 

search the Wall Street Journal Index, Dow Jones News Service, Dow Jones Business 

News, PR Newswire, and Business Newswire for news about each of the test and control 

firms in the 12 months preceding the proxy contest announcement date and the 12 months 

after resolution of the proxy fight. Each news item is classified into one o f five 

categories reflecting my subjective judgment on its effect on the acquisition and 

disposition of liquid resources and the identity o f senior management. The results are 

summarized in Table 2.11.

Table 2.11 reveals a significant increase in the occurrence of a forced executive 

turnover among the test firms in the year after the proxy contest. A forced turnover is 

defined as the resignation or termination o f any o f the chairman of the board, the chief 

executive officer, or the president/chief operating officer. Normal turnover, such as 

retirement at or above age 6S, is excluded, although including it does not change the 

qualitative conclusions. In the year before the proxy fight, 4.10% and 10.71% o f control 

and test firms, respectively, experienced an executive turnover. Although the turnover 

rate is higher for the test firms in the pre-contest period, it is possible that this is due to 

performance pressures arising as a result o f  the significantly lower returns achieved by
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these firms as earlier reported. In any case, executive turnover among the test firms 

doubles to 21.43% in the year after the proxy fight while falling to 2.56% among the 

control firms. Hence, the incidence o f a proxy fight is associated with a significant 

increase in the rate o f executive turnover, a result consistent with prior work. For 

instance, Mulherin and Poulsen (1998) report a 60.39% executive turnover in the three 

years following a proxy contest not accompanied by a takeover bid. If it is assumed that 

turnovers are evenly spaced in the three years following a contest, this corresponds to an 

annual turnover rate o f 20.13%, which is similar to the finding in this study. It should be 

noted that the occurrence of executive turnover does not depend on dissidents attaining 

control o f the firm. Dissidents were successful in only one-third o f the firms that 

experience an executive turnover in the post-contest period. The contest was settled in 

58.33% o f these firms, with some dissident representatives typically co-opted into the 

board. Dissidents lost the proxy fight in the remaining 8.33% of firms with forced 

executive turnover.

As further reported in Table 2.11, 13.33% of the control firms repurchased stock 

during the year before the proxy contest. In comparison, only 10.71% of test firms 

announced a stock repurchase over the same period. In the year following the contest, 

however, the proportion o f test firms repurchasing stock almost doubles to 19.64% while 

the corresponding percentage for control firms slightly increases to 14.36%. In dollar 

terms, the median repurchasing test firm spent $36.61 million to repurchase stock before 

the proxy fight compared to $62.50 million in the post-contest period, an increase o f 

70.8%. In contrast, the median repurchasing control firm spent $10 million in the pre­

contest period and $15 million in the year after the proxy fight, an increase o f only 50%.
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Thus, a proxy fight is followed by a significant increase in the incidence and extent o f a 

stock repurchase.

Not only this, the test firms also are more likely to distribute cash to stockholders 

through other non-repurchase means after the proxy contest. As seen in the table, 3.57% 

of test firms and 1.03% of control firms announced a special dividend during the pre­

contest period. In the year after the proxy fight, no control firm announced a special 

dividend while the corresponding percentage for the test sample increases to 5.36%. 

Taken together, these results suggest that the reduction in excess liquidity reported earlier 

is due, at least in part, to an increase in cash distribution to shareholders.

The evidence on new capital infusion reported in Table 2.11 provides additional 

information about the source o f excess liquidity reduction. Before the proxy fight, 

23.21% of the test firms received a capital infusion in the form of either a private or 

public issue o f debt or equity securities. On the other hand, 18.97% o f control firms 

raised capital in the year before the proxy contest. In the year following the contest, 

however, the proportion o f firms issuing new securities fall to 10.71% for the test firms 

while rising to 34.87% for the control firms.

Moreover, the test firms now exhibit a stronger preference for debt securities in 

the post-contest period. In the year before the contest, the ratio o f new debt issues to new 

equity issues is 1.17 and 1.47 for test and control firms, respectively. Following the 

contest, however, the ratio o f new debt to new equity issues jumps to 5.0 for the test firms 

while only increasing slightly to 1.61 for the control firms. These results are consistent 

with Jensen's (1986) credible commitment hypothesis under which firms utilize debt as a
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signal that they are committed to paying out excess cash and further confirm that a proxy 

contest produces operational changes that help reduce financial slack.

In summary, the results presented in this section illustrate the effectiveness o f the 

proxy fight in addressing the excess liquidity problem. Excess cash is virtually 

eliminated following a proxy fight and this appears to be due to a higher top management 

turnover rate, an increase in special cash distribution to shareholders, a reduction in new 

capital infusion, and a stronger dependence on debt securities in those cases where new 

capital must be raised.

2.6. Summary and Conclusions

Recent work documents that excessively liquid firms are not disciplined in hostile 

takeovers. Since excess liquidity is the source o f important agency problems discussed 

by Jensen (1986), these papers raise the question o f which control mechanism does the 

job o f redirecting management towards efficient utilization of cash. I focus on the special 

characteristics o f corporate liquidity which may discourage a hostile bidder from going 

after cash-rich targets and hypothesize that a proxy contest conducted independently o f a 

takeover bid is better suited to the task of disciplining firms with excess cash.

Consistent with this hypothesis, I find that the proxy fight effectively addresses 

excessive cash holdings and that this is so only if the contest is not accompanied by a 

takeover bid. The average cash-to-assets ratio for firms targeted in plain proxy fights is 57% 

higher than the same ratio for non-target firms. Furthermore, holding all else constant, a firm 

moving from the first quardle o f excess cash to the third quartile increases the odds o f a
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proxy contest by 94.4%. Cash holdings, however, revert to normal levels after a proxy fight. 

This reversal is not due to a secular decline in corporate liquidity or wastages. Rather, target 

firms significantly increase cash distributions to shareholders and reduce new financing. 

These results confirm the important roles attributed to the proxy contest in agency theory and 

suggest that managerial or legal actions that diminish its effectiveness may be inefficient.
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Table 2.1: Dissidents’ reasons for launching a proxy contest.
These are summaries from reports in the Wall Street Journal and/or dissidents' proxy 
filings and reflect only the reasons given in stand-alone proxy rights. For contests 
conducted together with a takeover bid, the usual reason given by dissidents for the proxy 
right is to oust the opposing board and turn the takeover bid into a friendly acquisition. 
The percentages do not sum to unity because multiple reasons are given in some o f the 
contests.

Reason for contest or % of contests
Action sought

Poor corporate performance 53.57%
Corporate restructuring 25.00%
Outright sale o f  the firm 21.43%
Cash issues 14.29%
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Table 2.2: Descriptive statistics.

Excess cash is the prediction error o f Opler et al.'s (1999) cash model. Managerial 
ownership is the proportion o f outstanding voting shares controlled directly or indirectly 
by management. Outside block ownership is the percentage of outstanding shares owned 
by non-affiliated shareholders of at least 5% of outstanding shares. Outside block 
ownership excludes the dissidents’ holding. Stock return is one-year return estimated 
from IS months to 3 months prior to the proxy contest announcement date. Market- 
adjusted return is unadjusted return less same-period return on CRSP value-weighted 
portfolio o f NYSE, AMEX, and NASDAQ stocks. P-values for tests o f significance of 
excess cash are shown in parentheses under the excess cash terms. The last two columns 
show statistics for tests of significance of the differences in means and medians for the 
test and control firms. The full sample consists o f 92 test and 317 control firms. The 
stand-alone sub-sample contains 36 test and 193 control firms while the combined contest 
sub-sample includes 36 test and 122 control firms.

Panel A: Full Sample Results

Variable Mean Median T-test Wilcoxon
Test Control Test Control test
Firms Firms Firms Firms

Excess 0.207 -0.053 0.320 -0.005 1.3401 1.4020
Cash (0.22) (0.57) (0.25) (0.48) (0.18) (0.16)

Managerial
Ownership

7.58 20.34 3.51 11.47 -7.9317
(0.00)

-5.0721
(0.00)

Outside block 
Ownership

13.23 10.71 9.65 7.59 1.7557
(0.08)

2.1792
(0.03)

Stock
Return

0.061 0.168 0.036 0.114 -1.8988
(0.06)

-1.6452
(0.10)

Market-adjusted 
Stock Return

-0.100 0.010 -0.122 -0.026 -2.0578
(0.04)

-2.0130
(0.04)
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Table 2.2 continued:

Panel B: Results for Stand-alone Contests

Variable Mean
Test
Firms

Control
Firms

Median 
Test Control 
Firms Firms

T-test Wilcoxon
test

Excess 0.539 0.069 0.690 0.119 1.8670 1.9243
Cash (0.02) (0.56) (0.01) (0.61) (0.06) (0.05)

Managerial
Ownership

8.91 20.97 4.12 12.19 -5.6466
(0.00)

-3.7526
(0.00)

Outside block 
Ownership

12.81 10.93 9.45 7.60 0.9805
(0.33)

1.2199
(0.22)

Stock
Return

0.013 0.136 -0.060 0.018 -1.3903
(0.17)

-1.4520
(0.15)

Market-adjusted 
Stock Return

-0.132 -0.006 -0.179 -0.092 -1.5124
(0.13)

-1.7460
(0.08)

Panel C: Results for Contests with Takeover Bids

Variable Mean 
Test Control 

Firms Firms

Median 
Test Control 

Firms Firms

T-test Wilcoxon
test

Excess -0.310 -0.248 -0.514 -0.267 -0.2089 -0.3378
Cash (0.20) (0.09) (0.17) (0.06) (0.83) (0.74)

Managerial 5.53 19.32 1.14 9.19 -5.7703 -3.2666
Ownership (0.00) (0.00)
Outside block 13.87 10.35 9.85 7.40 1.6502 1.9267
Ownership (0.10) (0.05)
Stock 0.134 0.220 0.161 0.186 -1.2794 -1.0794
Return (0.20) (0.28)
Market-adjusted -0.050 0.036 -0.037 0.018 -1.2157 -1.0502
Stock Return (0.23) (0.29)
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Table 2.3: Univariate tests of match-adjusted variables.
Excess cash is the prediction error o f Opler et al.’s (1999) cash model. Managerial 
ownership is the proportion of outstanding voting shares controlled directly or indirectly 
by management. Outside block ownership is the percentage o f outstanding shares owned 
by non-affiliated shareholders of at least 5% o f outstanding shares. Outside block 
ownership excludes the dissidents’ holding. Stock return is one-year return estimated 
from IS months to 3 months prior to the proxy contest announcement date. For each test 
firm, match-adjusted variables are constructed by subtracting the mean o f the values for 
its control group from the value for the test firm. The number in parenthesis under each 
term is the p-value for the null hypothesis that the entry is not significantly different from 
zero. The hill sample consists of 92 test firms, the stand-alone sample, 56 test firms, and 
the combined contest sample, 36 test firms.

Panel A: Full Sample Results

Variable Mean Median

Excess 0.230 0.370
Cash (0.18) (0.19)

Managerial -12.986 -11.937
Ownership (0.00) (0.00)

Outside block 2.522 -0.223
Ownership (0.07) (0.18)

Stock -0.113 -0.119
Return (0.02) (0.01)
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Table 2.3 continued:

Panel B: Results for Stand-alone Contests

Variable Mean Median

Excess 0.465 0.497
Cash (0.04) (0.04)

Managerial -12.191 -10.659
Ownership (0.00) (0.00)

Outside block 1.974 -0.223
Ownership (0.29) (0.49)

Stock -0.134 -0.195
Return (0.07) (0.03)

Panel C: Results for Contests with Takeover Bids

Variable Mean Median

Excess -0.135 -0.422
Cash (0.63) (0.73)

Managerial -14.222 -13.676
Ownership (0.00) (0.00)

Outside block 3.373 0.302
Ownership (0.09) (0.20)

Stock -0.080 -0.023
Return (0.16) (0.31)
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Table 2.4: Excess cash and the probability o f a proxy contest.
Excess cash is the prediction error o f Opler et al.'s (1999) cash model. Managerial 
ownership is the proportion o f outstanding voting shares controlled directly or indirectly 
by management. Employee ownership is the percentage o f outstanding shares voted by 
employees through any form of employee ownership plan. Outside block ownership is 
the percentage o f outstanding shares owned by non-affiliated shareholders o f at least 5% 
o f outstanding shares. Outside block ownership excludes the dissidents' holding. 
Unadjusted stock return is one-year return estimated from 15 months to 3 months prior to 
the proxy contest announcement date. Market-adjusted return is unadjusted return less 
same-period return on CRSP value-weighted portfolio of NYSE, AMEX, and NASDAQ 
stocks. Each model includes year dummies. In each regression, the dependent variable is 
a dummy variable which equals zero for control Arms, one for target firms involved in a 
stand-alone contest, and two for target firms involved in a combined proxy fight, takeover 
bid. Since the sample utilizes case-control matching, the regressions are estimated using 
conditional logits. The results have been reorganized into separate equations for target 
firms involved in a stand-alone proxy fight and those involved in a contest with takeover 
bid to facilitate easy reading. The p-value for chi-square test o f parameter significance is 
shown in parenthesis under each parameter estimate. The sample covers 1989 to 1998 
and consists o f 396 firms of which 36 are targets of a simultaneous proxy fight and 
takeover bid, 56 are targets o f a proxy fight only, and the rest are control firms.

Variable A: Stand-alone Proxy Fight 
Versus 

No Proxy Fight

B: Proxy Fight With Takeover Bid 
Versus 

No Proxy Fight

Model I Model D Model I Model II
Excess 0.3184 0.3541 0.0199 -0.0263
Cash (0.01) (0.01) (0.89) (0.88)
Managerial -0.0516 -0.0756
ownership (0.00) (0.00)
Employee -0.0119 -0.0435
ownership (0.68) (0.28)
Outside block -0.0037 0.0185
ownership (0.76) (0.35)
Market-adjusted -0.1791 -1.2855
Return (0.64) (0.08)
Likelihood Ratio test 9.812 28.951 4.835 29.348
(P-value) (0.04) (0.00) (0.89) (0.00)
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Table 2.5: Robustness check — Using raw cash holdings.
Cash is the natural logarithm o f the ratio o f cash and marketable securities to total assets 
less cash and marketable securities. Market-to-book ratio is the book value of assets less 
the book value of equity plus the market value o f equity divided by the book value o f 
assets. Leverage is the ratio o f total debt to total assets. Managerial ownership is the 
proportion of outstanding voting shares controlled directly or indirectly by management. 
Employee ownership is the percentage o f outstanding shares voted by employees through 
any form o f employee ownership plan. Outside block ownership is the percentage of 
outstanding shares owned by non-affiliated shareholders o f at least 3% o f outstanding 
shares. Outside block ownership excludes the dissidents' holding. Unadjusted stock 
return is one-year return estimated from 15 months to 3 months prior to the proxy contest 
announcement date. Market-adjusted return is unadjusted return less same-period return 
on CRSP value-weighted portfolio o f NYSE, AMEX, and NASDAQ stocks. Each model 
includes year dummies. In each regression, the dependent variable is a dummy variable 
which equals zero for control firms, one for target firms involved in a stand-alone contest, 
and two for target firms involved in a combined proxy fight, takeover bid. Since the 
sample utilizes case-control matching, the regressions are estimated using conditional 
logits. The results have been reorganized into separate equations for target firms 
involved in a stand-alone proxy fight and those involved in a contest with takeover bid to 
facilitate easy reading. The p-value for chi-square test o f parameter significance is shown 
in parenthesis under each parameter estimate. The sample covers 1989 to 1998 and 
consists o f  396 firms of which 36 are targets o f a simultaneous proxy fight and takeover 
bid, 56 are targets o f a proxy fight only, and the rest are control firms.

Variable A: Stand-alone Proxy Fight 
Versus 

No Proxy Fight

B: Proxy Fight With Takeover Bid 
Versus 

No Proxy Fight

Model I Model II Model I Model n
Cash 0.2746 0.2881 0.0283 -0.0141

(0.03) (0.05) (0.86) (0.94)
Market-to- -0.1677 -0.1426 -0.2176 -0.2755
Book (0.27) (0.30) (0.43) (0.498)
Leverage 2.4322 2.3601 -0.4976 0.3162

(0.01) (0.03) (0.71) (0.85)
Managerial -0.0514 -0.0797
ownership (0.00) (0.00)
Employee -0.0119 -0.0493
ownership (0.68) (0.26)
Outside block -0.0060 0.0189
ownership (0.64) (0.35)
Market-adjusted 0.0097 -1.0115
Return (0.98) (0.21)
Likelihood Ratio test 13.421 31.626 5.534 30.009
(P-value) (0.04) (0.00) (0.48) (0.00)
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Table 2.6: Robustness check -  Measuring excess cash using Harford’s (1999) model.

Excess cash is the residual from a first-pass estimation o f Harford's (1999) cash model. 
Managerial ownership is the proportion o f outstanding voting shares controlled directly 
or indirectly by management. Employee ownership is the percentage o f outstanding 
shares voted by employees through any form of employee ownership plan. Outside block 
ownership is the percentage o f outstanding shares owned by non-affiliated shareholders 
o f at least 5% o f outstanding shares. Outside block ownership excludes the dissidents' 
holding. Unadjusted stock return is one-year return estimated from 15 months to 3 
months prior to the proxy contest announcement date. Market-adjusted return is 
unadjusted return less same-period return on CRSP value-weighted portfolio o f NYSE, 
AMEX, and NASDAQ stocks. Each model includes year dummies. In each regression, 
the dependent variable is a dummy variable which equals zero for control firms, one for 
target firms involved in a stand-alone contest, and two for target firms involved in a 
combined proxy fight, takeover bid. Since the sample utilizes case-control matching, the 
regressions are estimated using conditional logits. The results have been reorganized into 
separate equations for target firms involved in a stand-alone proxy fight and those 
involved in a contest with takeover bid to facilitate easy reading. The p-value for chi- 
square test o f parameter significance is shown in parenthesis under each parameter 
estimate. The sample covers 1989 to 1998 and consists o f 258 firms o f which 13 are 
targets o f a simultaneous proxy fight and takeover bid, 38 are targets o f a proxy fight 
only, and the rest are control firms.

Variable A: Stand-alone Proxy Fight 
Versus 

No Proxy Fight

B: Proxy Fight With Takeover Bid 
Versus 

No Proxy Fight
Model I ModelD Model I Model II

Excess 2.9428 3.3983 0.0199 0.9205
Cash (0.07) (0.04) (0.89) (0.53)
Managerial -0.0350 -0.0469
ownership (0.06) (0.32)
Employee -0.0136 -0.0389
ownership (0.69) (0.54)
Outside block 0.0145 0.0044
ownership (0.38) (0.92)
Market-adjusted -0.4168 -1.4848
Return (0.45) (0.35)
Likelihood Ratio test 8.394 28.951 4.835 5.223
(P-value) (0.08) (0.00) (0.89) (0.52)
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Table 2.7: Robustness check -  Using the control firm nearest in size.
Excess cash is the prediction error o f Opler et al.'s (1999) cash model. Managerial 
ownership is the proportion o f outstanding voting shares controlled directly or indirectly 
by management. Employee ownership is the percentage of outstanding shares voted by 
employees through any form of employee ownership plan. Outside block ownership is 
the percentage o f outstanding shares owned by non-affiliated shareholders o f at least 5% 
o f outstanding shares. Outside block ownership excludes the dissidents’ holding. 
Unadjusted stock return is one-year return estimated from IS months to 3 months prior to 
the proxy contest announcement date. Market-adjusted return is unadjusted return less 
same-period return on CRSP value-weighted portfolio o f NYSE, AMEX, and NASDAQ 
stocks. Each model includes year dummies. In each model, the dependent variable is a 
dummy variable which equals zero for control firms, one for target firms involved in a 
stand-alone contest, and two for target firms involved in a combined proxy fight, takeover 
bid. Since the sample utilizes case-control matching, the regressions are estimated using 
conditional logits. The results have been reorganized into separate equations for target 
firms involved in a stand-alone proxy fight and those involved in a contest with takeover 
bid to facilitate easy reading. The p-value for chi-square test o f parameter significance is 
shown in parenthesis under each parameter estimate. These regressions include only one 
control firm per test firm. The control firm is the non-target firm whose total assets is 
within ±40% o f the total assets o f the corresponding test firm.

Variable A: Stand-alone Proxy Fight 
Versus 

No Proxy Fight

B: Proxy Fight With Takeover Bid 
Versus 

No Proxy Fight
Model I Model II Model I Model II

Excess 0.4570 0.5375 -0.0515 -0.8050
Cash (0.01) (0.01) (0.76) (0.10)
Managerial -0.0453 -0.2016
ownership (0.04) (0.01)
Employee 0.0369 -0.1798
ownership (0.49) (0.03)
Outside block -0.0267 0.0386
ownership (0.17) (0.44)
Market-adjusted -0.4962 -0.2251
Return (0.37) (0.92)
Likelihood Ratio test 9.201 19.668 2.864 31.126
(P-value) (0.03) (0.01) (0.41) (0.00)
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Table 2.8: Robustness check -  Using the smaller control firms.
Excess cash is the prediction error o f Opler et al.'s (1999) cash model. Managerial 
ownership is the proportion of outstanding voting shares controlled directly or indirectly 
by management. Employee ownership is the percentage of outstanding shares voted by 
employees through any form of employee ownership plan. Outside block ownership is 
the percentage o f outstanding shares owned by non-affiliated shareholders o f at least 5% 
o f outstanding shares. Outside block ownership excludes the dissidents' holding. 
Unadjusted stock return is one-year return estimated from 15 months to 3 months prior to 
the proxy contest announcement date. Market-adjusted return is unadjusted return less 
same-period return on CRSP value-weighted portfolio o f NYSE, AMEX, and NASDAQ 
stocks. Each model includes year dummies. In each model, the dependent variable is a 
dummy variable which equals zero for control firms, one for target firms involved in a 
stand-alone contest, and two for target firms involved in a combined proxy fight, takeover 
bid. Since the sample utilizes case-control matching, the regressions are estimated using 
conditional logits. The results have been reorganized into separate equations for target 
firms involved in a stand-alone proxy fight and those involved in a contest with takeover 
bid to facilitate easy reading. The p-value for chi-square test of parameter significance is 
shown in parenthesis under each parameter estimate. The control firms in these 
regressions are smaller in total assets than the corresponding test firm.

Variable A: Stand-alone Proxy Fight 
Versus 

No Proxy Fight

B: Proxy Fight With Takeover Bid 
Versus 

No Proxy Fight
Model I Model n Model I Model D

Excess 0.3195 0.3951 0.0990 0.1167
Cash (0.02) (0.02) (0.55) (0.62)
Managerial -0.0889 -0.1061
ownership (0.00) (0.00)
Employee -0.0162 -0.0488
ownership (0.71) (0.46)
Outside block 0.0089 0.0134
ownership (0.56) (0.62)
Market-adjusted 0.0694 -1.6666
Return (0.89) (0.05)
Likelihood Ratio lest 8.337 35.345 2.550 32.246
(P-value) (0.08) (0.00) (0.47) (0.00)
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Table 2.9: Robustness check -  Using the larger control firms.
Excess cash is the prediction error o f Opler et al.’s (1999) cash model. Managerial 
ownership is the proportion o f outstanding voting shares controlled directly or indirectly 
by management. Employee ownership is the percentage o f outstanding shares voted by 
employees through any form of employee ownership plan. Outside block ownership is 
the percentage o f outstanding shares owned by non-affiliated shareholders of at least 5% 
of outstanding shares. Outside block ownership excludes the dissidents’ holding. 
Unadjusted stock return is one-year return estimated from 15 months to 3 months prior to 
the proxy contest announcement date. Market-adjusted return is unadjusted return less 
same-period return on CRSP value-weighted portfolio o f NYSE, AMEX, and NASDAQ 
stocks. Each model includes year dummies. In each model, the dependent variable is a 
dummy variable which equals zero for control firms, one for target firms involved in a 
stand-alone contest, and two for target firms involved in a combined proxy fight, takeover 
bid. Since the sample utilizes case-control matching, the regressions are estimated using 
conditional logits. The results have been reorganized into separate equations for target 
firms involved in a stand-alone proxy fight and those involved in a contest with takeover 
bid to facilitate easy reading. The p-value for chi-square test o f parameter significance is 
shown in parenthesis under each parameter estimate. The control firms in these 
regressions are larger in total assets than the corresponding test firm.

Variable A: Stand-alone Proxy Fight 
Versus 

No Proxy Fight

B: Proxy Fight With Takeover Bid 
Versus 

No Proxy Fight
Model I Model n Model I Model D

Excess 0.3392 0.3058 -0.0816 -0.1169
Cash (0.03) (0.06) (0.66) (0.61)
Managerial -0.0252 -0.0396
ownership (0.08) (0.13)
Employee -0.0242 -0.0461
ownership (0.54) (0.38)
Outside block -0.0037 0.0233
ownership (0.82) (0.39)
Market-adjusted -0.2525 -0.5433
Return (0.61) (0-74)

Likelihood Ratio test 8.056 12.417 5.972 11.305
(P-value) (0.04) (0.09) (0.11) (0.13)
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Table 2.10: Conditional and unconditional empirical excess cash transition 
probabilities, 1989 -1998.

The transition probability for cell (/, j )  is the probability o f a firm moving from excess 
cash decile i during year t-l to excess cash decile j  in year t+1. The first entry (bold) in 
each cell is the transition probability conditioned on the firm being the target o f  a proxy 
contest in year t. The second entry is the unconditional transition probability estimated 
over all COMPUSTAT firms not involved in a proxy fight during the 1989 -  1998 
period. Entries in the last column are the probabilities o f moving from decile i o f excess 
cash in year t-l to the upper half o f the distribution o f excess cash (that is, deciles six to 
10) in year t+1. For example, entries in the last row reflect the probabilities o f a firm 
moving from the tenth decile o f excess cash in year t-l to various deciles in year t+1, so 
that such a firm targeted in a proxy fight during year t remains a tenth decile firm with 
probability 0.000 while a similar tenth decile firm not targeted in a proxy fight remains a 
tenth decile firm with probability 0.428. Similarly, the tenth-decile proxy fight target 
remains in the upper half o f excess cash distribution in year t+ l  with probability 0.667 
while the corresponding probability for a non-target is 0.874. The probabilities do not 
sum up to one because of rounding errors.
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Table 2.11: Operational changes in the 12 months preceding a proxy contest 
announcement and the 12 months following resolution of the proxy fight.

The figures are based on summaries of news items reported in the Wall Street Journal, 
Dow Jones News Service, Dow Jones Business News, PR Newswire, and Business 
Newswire. The first entry (bold) in each cell is the figure for the pre-contest period. 
Post-contest figures are shown under the respective pre-contest values. Stock repurchase 
includes all forms of common stock repurchase announced during the period. Special 
dividends are one-time dividends announced during the period. Executive turnover 
includes all resignations or terminations o f any o f the Chairman of the Board, the Chief 
Executive Officer, or the President/Chief Operating Officer but excludes unforced 
turnovers such as retirement at normal age. New capital infusion includes a debt or 
equity issue, whether public or private. The sample period is 1989 to 1998.

Event Occurrence per test 
firm

Occurrence per 
control firm

Stock 0.1071 0.1333
Repurchase 0.1964 0.1436
Special 0.0357 0.0103
Dividends 0.0893 0.0000
Executive 0.1071 0.0410
Turnover 0.2143 0.0256
New Capital 0.2321 0.1897
Infusion 0.1071 0.3487
Ratio o f new debt issue to 1.1667 1.4667
New equity issue 5.0000 1.6111
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CHAPTER 3

WHEN LABOR HAS A VOICE IN CORPORATE
GOVERNANCE*

3.1. Introduction

Labor equity ownership is often proposed as a way of reconciling the divergent 

interests of shareholders and labor. The idea is that workers who are also shareholders 

might be less inclined to take actions that would reduce shareholder value, allowing the 

management to pursue value maximization with fewer labor-imposed constraints.

To test this hypothesis, we compare several dimensions of corporate decision­

making by firms with labor equity ownership and other firms, controlling for exogenous 

firm characteristics. We find that labor-controlled publicly-traded firms spend less on 

new capital, take fewer risks, grow more slowly, create fewer new jobs, and exhibit lower 

labor productivity and lower total factor productivity. These findings are highly robust.

Labor ownership gives employees a residual claim in addition to the largely 

contractual claim constituted by their wages and benefits. With its residual claim, labor 

also acquires a voice in corporate governance. Based on our empirical findings, we 

propose that labor uses its corporate governance voice to maximize the combined value 

o f its contractual and residual claims. Even when workers own substantial fractions o f a 

firm’s equity, the resulting residual claims are small compared to the largely contractual

’ The working paper version o f this chapter is co-authored with Vikas Mehrotra and Randall Morck.
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claims associated with wages and benefits. Yet, in a widely held firm, labor's stake may 

give it a dominant voice in governance. We propose that this imbalance often pushes 

corporate policies away from, rather than towards, shareholder value maximization.

The remainder o f the paper is organized as follows. In the next section, we 

propose a simple model analyzing the behavior o f labor as a corporate stakeholder and 

present an overview of the relevant literature. We describe our sample selection 

procedure and the resulting sample in Section 3.3. We report our empirical results in 

Section 3.4. Section 3.5 contains a brief summary and concluding remarks.

3.2. Labor as a Corporate Stakeholder

Let the firm’s cash flow in period t be c, . a normally distributed random variable 

with mean p,(g) and standard deviation o,(g) for g, a vector of corporate governance 

decisions the firm’s managers make at time to. In periods where c, > a), the firm pays its

employees a wage <3, = to, and pays out the residual amount as a dividend S, = c ,- o ) .  If

cj < to, the shareholders receive St = 0 and labor takes a pay cut for the period, receiving

The shareholders’ claim to each period's cash flow is thus a call option on c, with 

exercise price to and current labor’s claim is a fixed amount to less a put option labor

7 The derivation is similar to a debt contract. Normality is assumed for ease o f  analysis, but is not required 
for the main results -  any symmetric distribution will suffice.
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implicitly writes to buy c, for to. Graphically, Figure 3.1 shows how the shareholders’ 

claim plus that o f labor equals the cash flow at each point in time.

The value o f current workers’ claim on the firm is thus

T

VL = je 'n Jmin[ty,c] f(c)dcd t [1]
fG

where J[c) is the probability measure o f c, in each period t. As a technical simplification, 

without loss o f generality, we take the values o f p and c  to be such that p > a> »  0.

Anglo-American corporate governance law is based on the premise that since 

employees are contractual claimants, usually receiving to, they need no voice in corporate 

governance. Consequently, the firms is, de jure at least, run in the shareholders’ 

interests, with management choosing g  to maximize shareholder value,

VE ~ \ e'n Jmax[c(g)-tw,0] f(c{g))dcdt [2]
h

Since p > to, this is approximately the same as the economically efficient goal of 

maximizing the value o f the firm.

A hypothetical alternative legal regime would give complete corporate 

governance power (i.e. control over g) to current labor, who would choose g  to maximize 

the value of VL. Suppose labor has a horizon limitation, T, beyond which it employs an 

infinite discount rate. Under these assumptions, labor's objective function is to minimize 

the value o f the option

55

Reproduced with permission of the copyright owner. Further reproduction prohibited without permission.



PL = je~n Jmax[0,<y-c] f(c)dcdt
fo

[3]

because

T T

VL = je 'n f (&>-  max[0.0) -  c]) f(c)d cd t = fe~ntvdr— jm ax[0.<y-c] f{c)dcdt
ro

3.2.1 Labor control with no labor equity stake

The objective o f managers in our hypothetical labor governed firm is to minimize

[3]. Applying standard results in option pricing theory to a comparison of the objective 

functions [2] and [3] lets us predict how corporate governance in our hypothetical labor- 

controlled firm might differ from corporate governance in shareholder-controlled firms.

First, all else equal, the option value PL is lower if  c, is larger in time t0 through

T. However, what happens to c, in subsequent periods does not affect the value of PL.

In contrast, the value o f VE is larger if  sacrificing near-term c, raises future values of c, 

sufficiently. Consequently, our hypothetical labor-governed firm would avoid some 

long-term investments that a shareholder-controlled firm would undertake, as current 

workers have no claim to distant future returns. Efficient borrowing can alleviate this 

particular type of under-investment; however, note that borrowing for labor-managed 

firms is subject to moral hazard problems because of labor's non-transferable rights.

Second, all else equal, the option value PL is lower if  the variation of c, is smaller 

in time t0 through T. In contrast, the value o f VE is larger if  variation in c, rises. This
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implies that our hypothetical firm should avoid risks that a shareholder-controlled firm 

would accept.

Third, all else equal, these two differences should lead to slower growth on 

average for our hypothetical labor-controlled firm than for shareholder-controlled firms.

Fourth, it is unclear whether labor controlled firms should exhibit higher or lower 

values of c, in current time windows because o f two conflicting effects. Whereas lower 

funding of long-term investments should raise c, relative to the values exhibited in 

comparable shareholder-controlled firms, a sequence of lower than optimal investments 

and risk avoidance will ultimately reduce c ,.

Fifth, since [2] explicitly maximizes share value while [3] does not, measures of 

shareholder value such as market to book ratios and average Tobin's q ratios should be 

lower in our hypothetical labor-controlled firms than in shareholder-controlled firms.

Sixth, it makes sense to envision worker effort as a corporate governance variable 

in a worker-controlled firm, despite the obvious free-rider problem. Shareholder- 

controlled firms use a variety o f incentive systems to encourage workers to work harder. 

These tools are also at the disposal o f  our hypothetical worker-managed firm. All else 

equal, [2] shows the shareholders claim, VE, to always be larger if c, rises. In contrast, 

the structure o f [3] shows that labor is concerned only with preventing cj from falling 

below to. Any further increase in c, is unimportant to labor.8 These considerations

8 Lending excess cash via marketable securities will not solve this problem for labor with a fixed retirement 
age. Consider a labor member just about to retire. For her, generating any surplus cash is not worth the
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suggest that labor-controlled firms might invest less than would shareholder-controlled 

firms in incentive schemes designed to increase productivity.

3.2.2 Labor control associated with equity ownership by labor

In practice, labor does not assume corporate control rights without acquiring an 

equity stake. However, if other shareholders are small, it seems likely that equity 

ownership might give labor a corporate governance voice out o f proportion to its equity 

block holding.

If share ownership is widely dispersed for the most part, the owner o f a 

substantial block of shares can often dominate corporate governance decisions. Morck et 

al. (1988) argue that holding a five percent block o f stock lets top managers dominate 

corporate governance. Other authors argue for a higher threshold of control, though there 

is broad agreement that a stake well below 50% can confer de facto complete control on 

the blockholder.

Suppose that labor has total corporate control, but owns only fraction A. e [0,1] of 

the firm’s stock, with the remaining shares owned by other shareholders. Labor’s 

objective function is then

r
max V[ = f e "  Jmin[to,c]f(c(g))dcdt

[4]
+ A je 'rt Jmax[c(g) -  at,0\f(c(g))dcdt

ro

effort. By a process o f reverse induction, we can see why younger labor members would also be unwilling 
to invest effort in creating surplus cash.
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If A. is close to one, then [4] becomes more similar to the objective o f maximizing 

the value o f the whole firm, and to the objective of maximizing share value as in [2]. In 

contrast, if  A. is close to zero, then [4] becomes more similar to the objective o f 

maximizing [I], which is equivalent to minimizing the value o f the put option described 

in [3],

These considerations suggest that labor equity ownership might lead to labor 

gaining a controlIng voice in corporate governance for a small share o f  the firm's residual 

cash flows. In such cases, the six corporate governance implications described above 

might well be displayed. Labor control, obtained with only a small labor ownership 

stake, might lead to reduced long-term investment, risk avoidance, slower growth, 

distorted near-term cash flows, less concern with share value maximization, and/or 

reduced productivity.

3.2.3 Previous work

Much previous work has searched for the productivity and incentive effects o f 

labor equity ownership. One approach consists of examining abnormal returns around 

labor’s acquisition of equity blocks. Several authors analyze the stock price reaction to 

Employee Stock Ownership Plan (ESOP) announcements. An ESOP is a tax-qualified 

defined contribution retirement benefit plan established under the Employee Retirement 

Income Security Act (ERISA) of 1974. ESOPs invest most of their pension assets in the 

employers’ stock. Thus, the creation o f an ESOP can result in employees acquiring a 

significant block of shares. Results o f ESOP announcement studies have been
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inconclusive. Chang (1990) finds positive abnormal returns. In contrast, Gordon and 

Pound (1990) document an insignificant average abnormal return.

ESOPs enjoy special tax privileges and are subject to provisions not applicable to 

other ownership plans. This can create problems in interpreting empirical findings. For 

example, does a positive abnormal return upon an ESOP announcement reflect 

expectations o f changed labor productivity or expectations o f tax breaks? Some authors 

(for example, Scholes and Wolfson, 1990; Chaplinsky and Niehaus, 1990) suggest that 

the tax effects o f ESOPs are limited and not necessarily bigger than those provided by 

other employee compensation plans. However, Beatty (1995) documents contradictory 

evidence, showing that ESOP announcement abnormal return is significantly positively 

related to estimated tax benefits. Thus, it remains unknown which effect dominates the 

observed abnormal return.

Since ESOPs often arise in connection with corporate takeover defenses, further 

interpretation problems arise. Gordon and Pound (1990) point out that the management 

o f a potential takeover target can create an ESOP to modify the firm's ownership 

structure in its favor by placing a block of shares in supposedly friendly hands; thus, 

ESOPs could be used as a managerial entrenchment tool. However, as shown by Stulz 

(1988) with respect to anti-takeover activities in general, it is also possible for 

management to use the ESOP as leverage in negotiating better terms for shareholders in a 

takeover contest. For these reasons, it is difficult to understand the incentive effects o f 

labor ownership by analyzing ESOP announcement abnormal returns.
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Another approach is to estimate the effect o f employee ownership on labor 

productivity and accounting measures o f  corporate performance. Bloom (1986) utilizes a 

series of augmented Cobb-Douglas production functions to evaluate the effects of 

employee ownership on productivity at the firm level. He estimates the functions cross- 

sectionally and longitudinally for a large sample o f ESOP and non-ESOP firms in 

manufacturing and non-manufacturing industries and concludes that employee ownership 

has little or no impact on corporate performance. In contrast, Beatty (I99S) performs a 

similar analysis and reports that ESOPs increase sales per employee in the first two post 

ESOP-adoption years if the ESOP replaces no other retirement benefit plan. Park and 

Song (I99S) report significant improvements in performance (as measured by return on 

assets, Tobin’s q, and market-to-book ratio) in the three years following plan 

establishment. However, such improvements are contingent on the presence o f an 

external blockholder. In a more recent study, Lougee (1999) investigates the long-term 

effects o f ESOP adoption. She concludes that her tests provide no evidence that ESOPs 

improve firm performance.

A potential problem with studies that focus on the immediate post-ESOP years is 

that they can capture the residual effects o f financial circumstances associated with 

takeover threats. This matters since ESOPs can be created as takeover defenses or cost 

reduction programs in the presence o f financial difficulties. In addition, given the stock 

allocation rules followed by most ownership plans, it apparently takes time for the effects 

of employee influence on management to filter through to the results o f the corporation.

We address these difficulties in two ways. First, we consider all labor-owned 

equity blocks, not just those associated with ESOPs. Since much labor ownership in US
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publicly traded firms does not arise out o f ESOPs, this provides us with a substantially 

larger sample and affords us the opportunity to examine possible differences arising as a 

result o f the mode of labor ownership. Second, to avoid temporary or unusual financial 

circumstances associated with the events leading up to an ESOP, we require that blocks 

o f labor ownership be in place for several years before we admit a firm to our sample of 

labor-controlled firms. By not including the immediately ensuing years, we examine 

results more likely to be subject to labor's governance influences. We thus focus on 

long-term steady state implications o f labor equity ownership.

Besides the foregoing, previous studies tend to focus on nominal employee 

ownership by including firms that have some form of an employee ownership plan in 

place, irrespective o f the proportion o f shares acquired by workers and whether or not 

such shares are actually voted by employees. Chang and Mayers (1992) discuss how de 

jure labor equity blocks can become equivalent to management ownership. Indeed, 

corporate management, not labor or its representatives, explicitly votes many labor equity 

blocks. Including such blocks is appropriate in other contexts, but is not in this study. 

This is because control over voting shares translates into corporate governance clout, and 

hence into the strength with which labor’s objectives become manifest in corporate 

policy.

Labor voted equity stakes clearly give labor a voice in corporate governance 

decisions. McElrath and Rowan (1992) present empirical evidence suggesting that some 

unions view employee ownership as a useful tool to increase their role in strategic 

decision making and to restrict management's largely “unchecked independence” to run
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the business. We are therefore interested in firms where labor votes its stock, but not in 

firms where managers vote labor's shares.

3.3. Empirical Framework

3.3.1 Sample construction

We begin with all firms reporting financial data in COMPUSTAT in 1992. We 

examined 1992 proxy statements for these firms, and classify firms with at least 5% of 

their total voting stock in the hands o f employees as subject to some degree o f labor voice 

in corporate governance. We are interested in the existence of a corporate control voice 

for labor, not simple de jure labor ownership. Consequently, we drop all firms in which 

the power to vote labor-owned shares is exercised by managers. A total o f 291 firms 

satisfy the above requirements.

We then checked earlier proxy statements for each of these firms to determine the 

year in which the threshold level o f 5% labor ownership was first reached, and denote 

this as the 'event year’ for the firm in question. We exclude firms with event years later 

than 1990. This is because we wish to examine the steady state effects o f employee voice 

in corporate control, and employee stock ownership can sometimes result from corporate 

restructuring under financial distress. By requiring at least four years o f labor corporate 

control voice prior to the empirical window we examine, we hope to mitigate the effects 

o f any temporary financial problems that might have been associated with labor 

accumulating stock. We also exclude firms with event years earlier than 1981 (because 

o f data limitations) as well as those with total assets less than five million dollars.
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Finally, we require that the financial reporting in COMPUSTAT be complete as regards 

key variables. We therefore eliminate firms whose sales, total assets, or net income are 

missing.

This yields a ‘labor voice' sample consisting o f 211 firms. Of these, 119 are 

firms in which labor acquired its stake through an ESOP. In 52 of the 211 firms, labor 

acquired its stake through other channels: profit sharing, stock bonuses, stock savings, 

stock purchases, or combinations o f these and other retirement benefit plans. In 40 o f our 

‘labor voice’ firms, labor’s equity stake was acquired through a combination o f ESOPs 

and other channels.

Our control sample includes all firms in COMPUSTAT that report no labor 

ownership in any year up to 1998 and have assets totaling at least five million dollars. 

Firms for which sales, total assets or net income are missing over 1994 to 1998 are 

dropped, as are firms whose proxy statements are unavailable during the period. This 

results in a control sample containing 2804 firms.

3.3.2 Construction o f corporate governance variables

Our objective is to understand how corporate governance might differ in labor 

voice firms and other firms. This section describes the corporate governance variables 

used to compare the test and control samples. As indicated above, we wish to focus on 

steady state effects. We thus compare our labor voice firms to control firms over the 

five-year period 1994 to 1998. Since the latest event year is 1990, this ensures that labor 

in each test firm had a voice in corporate control for a minimum of four years before the
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comparison period. In this way, we allow the immediate effect o f any triggering event, 

such as financial difficulties or a hostile takeover attempt, to fade.

Long-term Investment

We consider two sorts o f long-term investments. The first, denoted dKIK, is 

capital expenditure on new property, plant and equipment. This is normalized by total 

net property, plant, and equipment and can thus be interpreted as an investment rate. The 

second is research and development spending, R&D. Where all other main financial 

variables (sales, assets, and net income) are reported, but R&D is not, we presume it to be 

negligible and set it to zero. We also normalized R&D spending by total net property, 

plant, and equipment, and denote it R&D/K.

Operating Risk

Our primary measure of operating risk is the three year standard deviation o f 

return on assets. We define return on assets as the ratio o f operating income before 

depreciation, interest, and taxes to total assets. As a robustness check, we also consider 

the standard deviation o f the same numerator divided by total sales.

Growth

We define three measures o f corporate growth, namely, sales growth, assets 

growth, and labor force growth. Sales growth is the three-year average growth rate o f 

real sales defined as

ASates ^ . S o l e s , - a , _ sSaIes,_,
3 * a ^ S a le s ,^  1 1
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for each year t, where a  is the GDP deflator. The growth rates o f real assets and labor 

force are constructed analogously.

Short-term Profitability

As an estimate o f current profitability, we use return on assets, defined as 

operating income before depreciation, interest, and taxes divided by total assets. As a 

robustness check, we also consider return on sales, defined as the same numerator 

divided by net sales.

Shareholder Value

We employ two measures of shareholder value creation. These are the firm’s 

market-to-book ratio and a more sophisticated estimate of average Tobin's q, obtained 

from Morck and Yang (2001).

Productivity

To estimate total factor productivity, we assume that each firm’s sales are 

generated by a Cobb-Douglas production function o f the form

K = [8]

where Yit is net sales for firm i in period t, Lit is the number of employees, Kit is net 

property, plant, and equipment, and A, a, and f i  are parameters. Unlike Bloom (1986) 

and Beatty (1995), we do not assume a labor ownership augmentation parameter. Rather, 

we employ residuals from our estimation o f the logarithmic transformation of [8] as 

measures o f firm-level total factor productivity, and look for any effect associated with
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labor voice in these residuals. We control for industry factors by estimating a separate 

equation for each two-digit SIC industry group.

It is also o f interest to compare labor productivity, rather than total factor 

productivity. We measure labor productivity by the simple ratio o f  real sales to the 

number o f employees.

Table 3.1 presents simple univariate statistics for all the variables described in this 

section. For each firm, we calculate the average of each variable over the five year 

period from 1994 to 1998 so that there is only one observation per firm. No statistical 

tests are reported in the table because all statistics are calculated for the full sample, that 

is. labor voice and control firms combined. The purpose o f the table is to illustrate the 

variation in the variables o f interest among the sample firms.

3.3.3 Statistical tests

We begin each statistical analysis section by contrasting the means and medians of 

the key corporate governance variables defined in the previous section for labor voice and 

control firms. We recognize that these variables are often not entirely within 

management's control, and so may sometimes be misleading as indicators o f managers' 

intentions, or corporate governance policies. We therefore follow simple comparisons of 

these variables across the two samples with matched pair and multiple regression analyses. 

Each of these methods o f controlling for exogenous factors has strengths and weaknesses. 

We present both, so that each can be viewed as a robustness check on the other.

67

Reproduced with permission of the copyright owner. Further reproduction prohibited without permission.



The matched pair analysis consists o f univariate comparisons of the governance 

variables for labor voice firms and a size and industry matched set of control firms. For 

each labor voice firm, we select a control firm in the same three-digit SIC industry group 

having 1993 assets within 30% o f the total assets for the labor voice firm. A match could 

not be found in the three-digit SIC group for 57 firms. For these firms, we select control 

firms from the two-digit SIC industry group.

Following the matched pair analysis, we estimate multiple regressions for each of 

the governance variables. The primary motivation for using a multiple regression 

framework in this context is that labor ownership may have resulted from past financial 

problems. For example, labor ownership can result from a bailout of the company using 

pension fund money to set up an ESOP, as at Morrison Knudsen Corp in September 

1988. Labor ownership may also arise as a concession to unions in return for taking pay 

cuts, as at United Airlines. Establishing a labor-owned equity block can also serve as a 

defensive move against an actual or feared hostile takeover, as in the well-known 

Polaroid case. Since Morck et al. (1989) and others show that hostile takeovers in this 

period were often preceded by poor financial performance, a spurious correlation 

problem is again possible, that is, past performance can result in labor control, as well as 

affect the dependent variable. To address this problem, we consider a number of 

variables to control for remaining aftereffects o f past financial circumstances.

The first o f these is average lagged return on assets ratios calculated over the 

years 1989 to 1980. Recall that we eliminate firms whose labor controlled equity blocks 

were established after 1990 or before 1981. Including these lags should thus capture any 

financial problems that triggered the formation of the labor equity block. As a robustness
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check, we use an analogous set o f average lagged return on sales ratios. Our results are 

not sensitive to the measure o f past financial performance.

A second approach to controlling for past financial history is to include lagged 

liquidity variables. In this capacity, we use average lagged quick ratios, again covering 

the years 1989 back to 1980. As a robustness check, we also use an analogous set of 

lagged interest coverage ratios.

We employ three-digit SIC code dummies to control for industry effects, and use 

the logarithm o f total assets (in 1994 dollars) to control for firm size. As a robustness 

check, we repeat all our regressions using the logarithm o f total sales to measure size. 

We also include leverage, defined as total long-term debt over total assets. As a 

robustness check, we also employ total debt over total assets.

Table 3.2 provides statistics on lagged measures of profitability, liquidity, size 

and leverage for both the labor voice and control samples. In the ten years spanning 1980 

through 1989, labor voice firms show superior return on assets than their non-labor 

counterparts, although the return on sales measure is not significantly different. Labor 

voice firms display lower liquidity as measured by the quick ratio over the same time 

period. The median leverage ratio is higher for labor voice firms, as is the ability to 

cover interest. In terms o f size, the median labor voice firm is larger than the median 

control firm. Overall, we note that in the ten years spanning 1980 through 1989, labor 

voice firms were more profitable, but have higher leverage and lower liquidity than their 

counterparts. Below we provide results on the subsequent comparative investment and 

profitability performance o f  these firms.
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3.4. Empirical Results

In this section, we consider key dimensions o f corporate governance and contrast 

the policies o f labor voice firms with those o f other firms in each of these dimensions. 

The issues we investigate are: long term corporate investment policy, corporate risk- 

taking, corporate growth, short-term financial performance, shareholder value creation, 

and general productivity. We consider each of these in turn.

3.4.1 Long-term investment

Panel A of Table 3.3 displays capital investment rates, dKIK, and research and 

development spending, R&D/K for our labor voice and control firms. Both measures o f 

long-term investment are significantly lower in labor voice firms over the 1994 to 1998 

period. Average long-term investment rate for labor voice firms is 6.4% compared to 

13.7% for all other firms. Similarly, R&D expenditure for labor voice firms averaged 

7.4% o f net property, plant, and equipment, compared to 28.8% for control firms. In 

each instance, the difference is significant at the 1% level. Similar results hold with 

respect to median values.

Panel B of Table 3.3 compares capital spending and research and development 

expenditure by labor voice firms and size and industry matched control firms. For labor 

voice firms, average capital spending as a percentage of net property, plant, and 

equipment is 5.9%, compared to 12.0% for control firms. Median values are 3.5% and 

7.5%, respectively. The differences are significant at the 1% confidence level. Similarly, 

average research and development expenditure as a proportion o f net property, plant, and
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equipment is 7.9% for labor voice firms and 13.4% for control firms. The difference is 

marginally significant.

The matched pair comparison results suggest that labor voice firms invest less 

than similar firms in the same industry. A reasonable concern with these results is that 

some o f the labor voice firms may have suffered from financial problems in the past, and 

that these lagged performance variables are driving the under-investment result reported 

above. To overcome this concern, we run regressions o f our long-term investment policy 

variables on industry dummies, firm size controls, and collections of lagged financial 

variable (as described in Table 3.2) designed to control for any residual aftereffects of 

unusual past financial problems.

Results are shown in Table 3.4. Models I and m  distinguish labor voice firms 

from control firms with a dummy variable set to one if labor-voted equity stake is at least 

five percent, and to zero otherwise.9 Models II and IV measure labor voice by the 

percentage of equity voted by labor. Each regression includes three-digit industry 

dummies (not shown in table to conserve space), a firm size variable, a leverage measure, 

average lagged return on assets, and average lagged quick ratio.

Models I and D confirm the univariate and matched pair comparison results with 

respect to capital spending. The labor voice variable is negative and significant at less 

than the 5% level in each regression. The estimated coefficients imply that after

9 Results for labor stakes above 10% and 15% are similar and not reported in the table. Only 29 firms have 
labor stakes higher than 20%, and for this group, the labor voice dummy is not significant.
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controlling for possible residual effects of any unusual past financial circumstances, as 

well as size and industry factors, a labor voice in corporate governance is associated with 

a 5.29% reduction in long-term investment while a one percentage increase in labor- 

controlled equity reduces capital spending by 25 basis points.

Model II and IV present results o f regressions for research and development 

expenditure. Since considering disinvestments is problematic because we do not have 

real economic depreciation data, our dependent variable data are necessarily censored. 

We thus employ Tobit, rather than OLS, regressions. The labor voice variable is not 

significant in either regression, although it is negative in Model IV which measures labor 

voice by the proportion of labor-voted equity. These results suggest that the labor voice 

effect found in the univariate and matched comparison tests for research and development 

expenditure is attenuated in a multiple regression framework.

As robustness checks, we also rerun all o f the above statistical procedures using 

alternative long-term investment measures normalized by total assets and by total sales. 

Using these variants does not qualitatively change our results. Further, if we partition the 

sample into ESOP firms and firms with other types of labor ownership, we find no 

significant differences in the effect of labor voice, that is, labor voice firms tend to reduce 

long-term investment, irrespective o f the means through which labor acquired ownership.

These results are hard to reconcile with the hypothesis that labor equity ownership 

causes workers to advocate shareholders’ interests. McConell and Muscarella (1985) 

show that stock prices rise when firms announce increases to their capital budgets. Chan 

et al. (1990) show that similar positive abnormal returns accompany announcements that
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firms are increasing their R&D budgets. These studies and others suggest that 

shareholders typically prefer firms to undertake more long-term investment than they do. 

If labor voice firms are cutting back on investments as documented above, this is clearly 

not in the best interest o f shareholders.

3.4.2 Operating risk

Panel A o f Table 3.5 compares operating risk measured by the three-year standard 

deviation o f return on assets averaged over 1994 to 1998. Mean and median operating 

risk for labor voice firms are 4.4% and 2.7%, respectively. In contrast, mean and median 

values for all other firms are 7.0% and 3.9%, respectively. The differences are significant 

at the 1% level. Results are similar when we scale operating income by sales. Thus, 

operating risk during this period is significantly lower in labor voice firms.

We present size and industry matched-pair results in Panel B of Table 3.5. The 

mean standard deviation o f return on assets for the test firms is 3.9%, compared to 4.9% 

for the size and industry matched control firms. Corresponding figures for average 

standard deviation o f return on sales are 4.0% and 5.0%, respectively. In each case, the 

difference is statistically significant at the 10% level. However, median differences in 

operating risk across the two samples are not significant.

Table 3.6 presents results o f regressions for operating risk analogous to those in 

Table 3.4 for long-term investment and R&D expenditure. The labor voice variable is 

negative in both regressions, but not significant at conventional levels.10 As a robustness

10 The labor voice dummy is statistically significant for labor ownership greater than 15%, although this is 
not reported in Table 3.6.
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check, we substitute the standard deviation o f return on sales, estimated over the same 

period, as the measure o f operating risk. Qualitatively similar results ensue. Next, we 

partition the sample into ESOP firms and firms with other types o f labor ownership. We 

find some differences in the effect of labor voice based on the sample partition. The 

labor voice variable is negative and significant for ESOP firms. On the other hand, it is 

never significant in the regressions for firms with other types o f labor ownership.

Our findings indicate that a labor voice in corporate governance is associated with 

a reduction in corporate risk taking. This is consistent with risk-averse employees 

biasing their firms' investment and other decisions to reduce risk. It is also consistent 

with the prediction o f our model that employee-owners would prefer lower operating risk 

to minimize the value of the option on the firm’s cash flow implicitly written by labor. 

This provides further evidence that a labor influence in corporate governance does not 

ensure a convergence o f interest between employees and outside shareholders. Rather, it 

appears that labor’s enhanced ability to pursue its self-interest results in an artificial 

restriction on the firm's strategy space.

3.4.3 Corporate growth

Univariate statistics for real sales growth, ASALES, real assets growth, AASSETS, 

and labor force growth, ASTAFF, are shown in Panel A o f Table 3.7. Over the 1994 to 

1998 period, labor voice firms achieved an average sales growth o f 7.1%. During the 

same period, real sales for all other firms grew at an average rate o f 19.5%. Median sales 

growth is 4.1% and 8.7%, respectively. The differences are significant at less than the 

1% level. Results are similar for assets and labor force growth rates. We particularly
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note the significance o f the difference between the growth in employees for labor voice 

firms and control firms: labor voice firms increase their staff at a rate that is a quarter of 

the staff growth rate for control firms, in both mean and median statistics. This is 

consistent with the hypothesis that labor voice firms are averse to bringing in new 

claimants in their control. The parallels to closely-held firms are apparent: labor voice 

dilution is important to labor just as equity dilution is to controlling shareholders of 

closely-held firms.

We also note that the ratio o f the rate o f sales growth to asset growth is very 

different for labor and control firms. For labor firms, mean and median sales growth is 

less than asset growth, whereas for the control firms, sales growth exceeds asset growth. 

This suggests that labor voice firms show lower productivity gains than their non-labor 

counterparts. We re-visit productivity issues in Section 3.4.6.

In Panel B o f Table 3.7, we present size and industry matched-pair comparisons 

o f sales growth, assets growth, and staff growth. The matched pair results are very 

similar to the full sample comparisons. Labor voice firms achieved an average real sales 

growth of 6.6%, as opposed to 15.1% for size and industry matched controls. Median 

real sales growth rates are 3.9% and 9.7% respectively. The differences are significant at 

the 1% level. Similar results obtain with respect to the growth rate o f real assets. Labor 

voice firms grew at an average rate o f 8.1%, compared to 14.8% for size and industry 

matched pairs. Furthermore, employment at firms with labor voice in corporate 

governance grew at an average of 2.8% versus 10.6% for size and industry matched 

control firms. All differences are significant at the 1% confidence level. Median growth
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rates display similar patterns and statistical significance, confirming that the differences 

are not driven by outliers.

Subsequently, we estimate regressions using control variables from Table 3.2. 

Table 3.8 presents results o f  these regressions. Models I, III, and V use a labor voice 

threshold of 5%, while Models n, IV, and VI use a continuous labor voice stake. The 

dependent variable in these regressions is real sales growth for Models I and n, asset 

growth for Models III and IV, and staff growth for Models V and VI.

The coefficients o f the labor voice dummy variables in Table 3.8 are negative and 

significant (p-value < 0.01) for all regressions (Models I, III, and V). The parameter 

estimates suggest that real sales growth, asset growth and staff growth are each lower for 

labor voice firms by about 5%. These results confirm the univariate findings in Table 

3.7. When labor voice is measured as a continuous variable, the coefficient is -0.24% for 

sales growth and -0.21 % for asset growth, indicating that a one percentage point increase 

in labor-controlled votes reduces real sales growth by 0.24% and real asset growth by 

0.21%. Similar results obtain with respect to staff growth as shown in Models V and VI; 

that is, labor ownership is associated with a significant reduction in employment growth. 

These results do not depend on the mode of labor ownership. When we partition the 

sample into ESOP firms and firms with other types o f labor ownership, we obtain 

virtually the same results.

The evidence documented above strongly suggests that labor control is associated 

with significant reduction in various dimensions o f corporate growth. This could be the 

result o f a systematic avoidance o f certain types o f investments by labor voice firms, in
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particular, a bias towards lower capital expenditure, R&D spending, and corporate risk- 

taking, as noted in Sections 3.4.1 and 3.4.2. In addition, incentive problems created by 

labor ownership can also result in lower productivity which, in turn, is reflected in lower 

growth rates. We report our findings on the productivity effects o f labor influence in 

corporate governance in Section 3.4.6.

3.4.4 Short-term profitability

Table 3.9 provides statistics on two measures o f profitability for labor voice and 

control firms. Full sample comparisons are presented in Panel A. As seen in the table, 

average return on assets and return on sales for labor voice firms are 11.2% and 14.1%, 

respectively, compared to 8.6% and 8.5% for all other firms. The differences are 

significant at the 1% level, suggesting that labor voice firms are more profitable in the 

short run. These results are somewhat paradoxical in light o f our findings so far that 

labor voice firms tend to invest less and have lower growth rates. However, as we show 

below, these results are not robust with respect to size and industry effects and are 

reversed once we control for prior performance and liquidity.

Panel B o f Table 3.9 presents matched pair comparison results. Average return 

on assets for labor voice and size and industry match control firms are 11.0% and 11.7%, 

respectively. Corresponding values for return on sales are 13.2% and IS.2%, 

respectively. The difference is not significant in either case. This suggests that short­

term profitability for labor voice firms is not significantly different from what obtains at 

other firms once industry and size factors are accounted for.
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We also note that after controlling for size, industry, prior performance and prior 

liquidity in a multivariate setting, labor voice appears to have a marginally negative 

impact on short term profitability. Table 3.10 presents regressions o f  return on assets and 

return on sales on various measures o f the strength o f labor voice and our standard list of 

control variables. The labor voice variable is negative in all instances, and is significant 

in regressions for return on sales. As expected, prior performance is significantly related 

to both return on sales and return on assets. Overall, it appears that a significant labor 

voice is associated with lower profitability after controlling for size, industry, and past 

performance.

3.4.5 Shareholder value

Table 3.11 provides univariate comparisons of measures o f shareholder value 

creation for labor voice firms and the two control samples. Panel A shows that both 

market-to-book and Tobin's q ratios are significantly lower in labor voice firms 

compared to the full sample o f COMPUSTAT firms with no labor control. Mean and 

median market-to-book ratio for labor voice firms are 1.446 and 1.282, respectively, 

compared to 1.778 and 1.407 for all other firms. Similarly, mean and median average 

Tobin’s q for labor voice firms are 1.449 and 1.213, respectively. In comparison, 

corresponding values are 1.966 and 1.495 for control firms. All differences are 

significant at the 1% level.

It is possible that labor firms are over-represented in low growth industries. To 

address this concern, we also provide size and industry matched comparisons. Results 

are presented in Panel B o f Table 3.11. Average market-to-book ratio for labor voice
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firms is 1.437, compared to 1.629 for size and industry matched control firms, lower by 

11.66%. Median values are 1.243 and 1.344, respectively. Each difference is significant 

at the 1% level. Similarly, mean Tobin’s q ratio is 1.465 for labor voice firms and 1.884 

for control firms. The difference is significant at the 5% level. Thus, the differences 

cannot be attributed to industry and size factors.

In Table 3.12, we present results of regressions o f market-to-book and Tobin’s q 

ratios on labor voice measures and the standard control variables. The labor voice 

variable is negative and significant in all cases. For market-to-book ratio, when labor 

voice is measured by an indicator variable set equal to one when labor equity control 

exceeds five percent (Model I), the coefficient is -0.145, implying that labor voice is 

associated with a reduction o f 14.5 basis points in market-to-book ratios. When labor 

voice is measured as a continuous variable (Model III), the coefficient is -0.011, implying 

that a one percent increase in labor control is associated with a one basis point decrease in 

market-to-book ratio. Similar results obtain for Tobin’s q ratio.

We also estimate separate regressions comparing ESOP firms and firms with 

other types o f labor ownership with control firms. As in the full sample, ESOP firms 

significantly underperform control firms on both measures of shareholder value creation. 

For the subsample o f firms with other types o f labor ownership, the labor voice variable 

is not significant, although it is always negative. Overall, our results suggest that labor 

control o f significant voting power does not ensure a convergence o f interest between 

outside shareholders and employees. Rather, there is strong indication of a considerable 

deterioration in value creation as measured by market-to-book and q ratios.
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3.4.6. Productivity

Univariate statistics for total factor productivity residuals and sales per employee 

are shown in Table 3.13. Panel A contains full sample comparison results. Average 

factor productivity residual for labor voice firms is -0.030, compared to 0.021 for all 

other firms. The difference is significant at the 10% level. Similarly, average sales per 

employee is lower for labor voice firms (p-value for difference = 0.04), although the 

difference in medians is not statistically significant.

Size and industry matched comparisons are provided in Panel B of Table 3.13. 

For control firms, mean and median total factor productivity residual are 0.096 and 0.021, 

respectively. In contrast, mean and median total factor productivity residuals for labor 

voice firms are both -0.045. The difference in both the means and medians is significant 

at the 1% level. Similar results obtain for labor productivity as measured by sales per 

employee. Average real sales per employee for labor voice firms is $215,000, compared 

to $275,000 for size and industry matched control firms. Median values are $159,000 

and $184,000, respectively. Both the means and medians are significantly different from 

each other at less than the 5% level.

Table 3.14 presents regressions o f total factor productivity and sales per employee 

on labor voice and control variables. In the total factor productivity regressions, labor 

voice is negative and significant (p-value = 0.03) when measured as an indicator variable, 

and negative but insignificant when measured as a continuous variable. Combined with 

the univariate and matched pair results, these findings suggest that total factor 

productivity is lower for labor voice firms.
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A similar conclusion follows for labor productivity. Table 3.14 shows that the 

labor voice variable is negative and significant in both regressions for sales per employee. 

The coefficient estimates imply that, compared to other firms, real sales per employee is 

lower by about $18,000 in labor voice firms, while a one percentage point increase in the 

degree o f labor control is associated with a reduction o f $723 in real sales per employee.

The productivity results suggest that the decline in factor productivity and 

especially employee productivity in labor voice firms is non-trivial. This may be the 

outcome of a standard free-rider problem. However, it is also possible that labor- 

controlled firms invest less in incentive schemes designed to increase productivity. This 

may be the case if, as suggested by Jensen and Meckling (1979), labor-managed firms are 

more concerned about current earnings. It should be noted that these explanations are not 

mutually exclussive.

Our productivity results contrast sharply with Beatty (1995) who reports positive 

effects for employee ownership acquired via an ESOP that does not replace an existing 

pension plan. Several factors could be responsible for this. First, her study focuses on 

sales per employee during the first two post-ESOP adoption years. In contrast, our study 

excludes the first three years following employee ownership to allow for the effects of 

any triggering events to wear out and for employees to acquire a governance voice. 

Thus, relative to the event year, the period studied by Beatty (1995) does not overlap our 

period and may help to explain the different findings. Also, since she documents positive 

effects only when the ESOP does not replace an existing benefit plan, it is possible that 

her result reflects the short-term incentive effects o f  increased employee benefits. This
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appears more probable given her finding of a negative effect when the ESOP replaces an 

existing benefit plan.

It should be noted that our finding o f a negative productivity effect is not 

inconsistent with reported positive abnormal stock price reaction to ESOP 

announcements. As shown by Beatty (1995), ESOP transactions provide significant tax 

savings. It is possible for such savings to more than offset the negative productivity 

effects, thus resulting in a net wealth gain.

3.5. Conclusions

This study investigates the effect o f a significant labor voice in corporate 

governance on the policies and outcomes o f the public corporation. Issues we analyze 

include investment policy, operating risk, corporate growth, shareholder value creation, 

and labor and total factor productivity. Our sample includes firms with significant labor 

stakes acquired through several institutional arrangements and our methodology 

eliminates the confounding effects o f the specific circumstances surrounding labor’s 

acquisition o f an ownership stake.

Our empirical findings cast a serious doubt on the simple premise that labor 

equity participation causes a convergence o f interests between workers and shareholders. 

It appears that the increased governance role acquired by labor following an ownership 

stake allows employees to influence corporate policies in ways beneficial to their narrow 

interests. Firms with significant labor control under-invest in capital assets, tend to spend 

less on firm-specific investments (such as R&D), and have lower operating risk. In

82

Reproduced with permission of the copyright owner. Further reproduction prohibited without permission.



addition, they suffer from lower productivity and experience smaller growth in assets, 

sales, and labor force. They also under-perform in terms o f short-term profitability and 

shareholder value creation. These results point to labor forcing employee horizon and 

portfolio diversification problems into the firm's objective function.
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Figure 3.1: Shareholders’ and labor’s claim on the firm’s cash flow.

In periods when the firm’s cash flow is lower than to (that is, the region to the left o f to in 
the graph), labor receives all cash flow in the form o f wages. If cash flow is greater than 
to (the region to the right o f to), then labor receives its fixed payment (to) while 
shareholders receive the excess of cash flow over to in the form of dividends.

Payoff

Shareholders' claim

Labor's claim
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Table 3.1: Univariate statistics for main variables.

LVOICE is the proportion of total equity voted by labor.

Corporate governance variables are defined as follows: dK/K is net capital expenditure on property, plant and equipment, normalized 
by total net property, plant and equipment. R&D/K is research and development expenditure normalized by net property, plant and 
equipment. ROA is operating income before depreciation, interest, and taxes divided by total assets. ROS is operating income before 
depreciation, interest, and taxes divided by total sales. VOLROA is standard deviation of ROA over three years. VOLROS is standard 
deviation of ROS over three years. MTB is market-to-book ratio. Average Tobin’s q ratio was obtained from Morck and Yang (2001). 
ASALES is average three-year sales growth. AASSETS is average three-year assets growth. ASTAFF is average three-year labor force 
growth. ALPHA is the residual of industry-specific Cobb-Douglas production functions estimated for each two-digit SIC industry 
group. SLE is real sales per employee. All variables are averaged over 1994 to 1998.

Control variables in the regressions are defined as follows: Past ROA is average return on assets over 1980 to 1989. Past ROS is 
average return on sales over 1980 to 1989. Past quick ratio is average quick ratio over 1980 to 1989. Past interest coverage ratio is 
average interest coverage ratio over 1980 to 1989. Size is average natural logarithm of real assets over 1994 to 1998. Leverage is 
average long-term debt to total assets over 1994 to 1998.

Statistics are for combined labor voice and full control samples.
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Table 3.1 continued

Combined
Variable____________________________________samples

Labor Voting Control
Labor voting stake LVOICE 3015

Corporate Governance Variables
Capital investment rate dKIK 2968
R&D investment rate R&DIK 2965
Standard deviation of return on assets VOLROA 3015
Standard deviation of return on sales VOLROS 2996
Sales growth rate ASALES 3005
Assets growth rate AASSETS 3014
Job creation rale ASTAFF 2922
Return on assets ROA 3015
Return on sales ROS 2999
Market to book ratio MTB 2968
Average Tobin's q ratio Q 2473
Total factor productivity ALPHA 2836
Labor productivity SLE 2943

Control Variables
Past ROA 2892
Past ROS 2787
Past quick ratio 2652
Past interest coverage ratio 2668
Size 3007
Leverage_____________________________________ 2999

Mean
Standard percent

Median deviation Minimum Maximum zero

1.0422

0.1321
0.2730
0.0685
0.1139
0.1861
0.1672
0.1319
0.0880
0.0886
1.7551
1.9326
0.0174

288.530

0.1223
0.1379
2.4573

18.9933
5.3398
0.1810

0.0000

0.0749
0.0000
0.0382
0.0337
0.0821
0.0783
0.0524
0.1170
0.1128
1.3908
1.4650

-0.0060
158.770

0.1395
0.1205
1.3493
5.8395
5.1210
0.1480

4.6880

0.3010
0.8151
0.0964
0.3261
0.4190
0.3446
0.3619
0.1844
0.4012
1.0756
1.5476
0.5165

1281.44

0.1508
0.1908
7.9468

61.4610
2.1232
0.1665

0.0000

-0.9428
0.0000
0.0005
0.0006

-0.3318
-0.2913
-0.3254
-2.0828
-4.9030
0.3070
0.0675

-1.9350
0.0560

-0.9260
-0.9722
0.0020

-408.750
1.6113
0.0000

75.3400

3.7716
9.4213
1.3985
4.2727
7.1101
5.1109
5.4167
1.1023
2.8813
8.7580

18.9124
3.5885

56919.00

0.7940
0.9940

324.556
477.705
12.7465
0.9710

59.09



Table 3.2: Univariate statistics for multiple regression control variables.
Lagged ROA is average return on assets over 1980 to 1989. Lagged ROS is average 
return on sales over 1980 to 1989. Lagged quick ratio is average quick ratio over 1980 to 
1989. Lagged interest coverage ratio is average interest coverage ratio over 1980 to 
1989. Size is average natural logarithm of real assets over 1994 to 1998. Leverage is 
average long-term debt to total assets over 1994 to 1998.

Labor voice firms Other firms Sign
Variable N Mean Medial N Mean Median t-test rank

Lagged ROA 211 0.141 0.146 2681 0.121 0.139 3.391
(0.00)

0.942
(0.35)

Lagged ROS 210 0.136 0.113 2577 0.138 0.121 -0.271
(0.79)

-0.654
(0.51)

Lagged quick ratio 179 1.470 1.148 2473 2.529 1.367 -5.573
(0.00)

-3.617
(0.00)

Lagged interest 
coverage ratio

186 15.704 7.084 2482 19.240 5.740 -1.375
(0.17)

2.894
(0.00)

Size 211 6.654 6.691 2796 5.241 4.996 9.586
(0.00)

9.224
(0.00)

Leverage 211 0.191 0.280 2788 0.180 0.147 0.976
(0.33)

2.152
(0.03)

89

Reproduced with permission of the copyright owner. Further reproduction prohibited without permission.



Table 3.3: Univariate results for long-term investments.
‘Labor voice’ firms have five percent or more voting control exercised by employees. 
‘Other firms’ in the ‘full sample comparison' are all firms with no reported labor 
ownership. For each labor voice firm, we choose one control firm from the same three- 
digit SIC industry group with assets within 30% of the ‘labor voice’ firm’s assets. A 
match could not be found in three-digit SIC for 57 firms. For these firms, we select 
control firms from the two-digit SIC industry group. These firms constitute the ‘other 
firms' sample in the ‘size and industry matched pair’ comparisons. A firm's capital 
investment rate, dK/K, is net capital expenditure on property, plant and equipment, 
normalized by total net property, plant and equipment. Research and development 
investment rate, R&D/K, is research and development expenditure normalized by net 
property, plant and equipment. All variables are averages measured over 1994 to 1998.

Labor voice firms Other firms Sign
Variable N Mean Median N Mean Median t-test rank

A. Full Sample Comparison
Capital investment rate 

dKJK
211 0.064 0.039 2757 0.137 0.080 -5.322

(0.00)
-3.759
(0.00)

R&D investment rate 
R&D/K

211 0.074 0.000 2754 0.288 0.000 -10322
(0.00)

-1.823
(0.07)

B. Size & Industry Matched Pairs
Capital investment rate 189 

dKJK
0.059 0.035 189 0.120 0.075 -2.664

(0.01)
-3.511
(0.00)

R&D investment rate 
R&D/K

189 0.079 0.000 189 0.134 0.000 -1.609
(0.11)

0.514
(0.61)
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Table 3.4: Long-term investments and labor control.
Prior performance is average return on assets over 1980 to 1989. Prior liquidity is 
average quick ratio over 1980 to 1989. Size is average natural logarithm of real assets 
over 1994 to 1998. Leverage is average long-term debt to total assets over 1994 to 1998. 
Models I and III distinguish labor voice Arms from control firms with a dummy variable, 
set to one if labor-voted equity stake is at least five percent and to zero otherwise. 
Models Q and IV measure labor voice by the percentage o f equity voted by labor. Each 
regression includes three-digit SIC industry dummies. The dependent variable is net 
capital expenditure divided by net property, plant and equipment for Models I and U, and 
R&D expenditure divided by net property, plant and equipment for Models III and IV. 
Both are averages over 1994 to 1998. P-values are shown in parentheses.

Model I Model U Model III Model IV
Dependent N et Capital N et Capital R A D R A D
Variable: Investm ent Investm ent Expenditure Expenditure

Intercept 0.1120 0.1134 -6.3100 -6.3516
(0.37) (0.36) (0.11) (0.11)

Labor voice -0.0529 0.6481
dummy (0.00) --- (0.36) ---

Labor voice -0.0025 -0.0029
level " (0.01) --- (0.94)

Prior -0.0780 -0.0782 -4.2820 -4.2852
Performance (0.00) (0.00) (0.00) (0.00)

Prior 0.0006 0.0006 0.0056 0.0056
Liquidity (0.56) (0.57) (0.81) (0.81)

Size 0.0137 0.0134 0.3991 0.4107
(0.00) (0.00) (0.00) (0.00)

Leverage -0.0479 -0.0492 -5.6153 -5.5875
(0.13) (0.12) (0.00) (0.00)

Sample Size 2580 2580 2620 2620

R-squared 0.150 0.149 mmm _

Model F 1.60 1.60
(p-value) (0.00) (0.00)
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Table 3.5: Univariate results for operating risk.
‘Labor voice’ firms have five percent or more voting control exercised by employees. 
‘Other firms’ in the ‘full sample comparison’ are all firms with no reported labor 
ownership. For each labor voice firm, we choose one control firm from the same three- 
digit SIC industry group with assets within 30% of the ‘labor voice’ firm’s assets. A 
match could not be found in three-digit SIC for 57 firms. For these firms, we select 
control firms from the two-digit SIC industry group. These firms constitute the ‘other 
firms’ sample in the ‘size and industry matched pair’ comparisons. Our measures of 
operating risk are the standard deviation of a firm’s return on assets, and the standard 
deviation of its return on sales. Both are three year standard deviations averaged over 
1994 to 1998.

Labor voice firms Other firms Sign
Variable N Mean Median N Mean Median t-test rank

A. Full Sample Comparison
Standard Deviation o f  
Return on assets

211 0.044 0.027 2804 0.070 0.039 -3.899
(0.00)

-6.175
(0.00)

Standard Deviation o f  
Return on sales

211 0.042 0.026 2785 0.119 0.035 -9.380
(0.00)

-4.747
(0.00)

B. Size A Industry Matched Pairs
Standard Deviation of 189 
Return on assets

0.039 0.029 189 0.049 0.027 -1.754
(0.08)

-0.164
(0.87)

Standard Deviation of 
Return on assets

188 0.040 0.028 188 0.050 0.027 -1.738
(0.08)

0.122
(0.90)
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Table 3.6: Operating risk and labor control.
The dependent variable in each regression is average three-year standard deviation o f 
return on assets over 1994 to 1998. Prior performance is average return on assets over 
1980 to 1989. Prior liquidity is average quick ratio over 1980 to 1989. Size is average 
natural logarithm of real assets over 1994 to 1998. Leverage is average long-term debt to 
total assets over 1994 to 1998. Model I distinguishes labor voice firms from control 
firms with a dummy variable set to one if labor-voted equity stake is at least five percent 
and to zero otherwise. Models II measures labor voice by the percentage of equity voted 
by labor. Each regression includes three-digit SIC industry dummies. P-values are 
shown in parentheses.

Model I Model 11

Intercept 0.1405 0.1404
(0.00) (0.00)

Labor voice -0.0016
dummy (0.63) ---

Labor voice -0.0002
level --- (0.27)

Prior -0.0235 -0.0235
Performance (0.00) (0.00)

Prior liquidity -0.0001 -0.0001
(0.35) (0.35)

Size -0.0071 -0.0071
(0.00) (0.00)

Leverage 0.0142 0.0142
(0.02) (0.02)

Sample size 2510 2510

R-squared 0.326 0.326

Model F 4.31 4.32
(p-value) (0.00) (0.00)
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Table 3.7: Univariate results for growth rates.
‘Labor voice’ firms have five percent or more voting control exercised by employees. 
‘Other firms’ in the ‘full sample comparison’ are all firms with no reported labor 
ownership. For each labor voice firm, we choose one control firm from the same three- 
digit SIC industry group with assets within 30% o f the ‘labor voice’ firm’s assets. A 
match could not be found in three-digit SIC for 57 firms. For these firms, we select 
control firms from the two-digit SIC industry group. These firms constitute the ‘other 
firms’ sample in the ‘size and industry matched pair’ comparisons. Sales growth rate, 
ASALES, assets growth rate, AASSETS, and job creation rate, ASTAFF, are averages over 
1994 to 1998.

Labor voice firms Other firms Sign
Variable N Mean Median N Mean Median t-test rank

A: Full Sample Comparison
Sales growth rate 

ASALES
211 0.071 0.041 2794 0.195 0.087 -10.449

(0.00)
-4.947
(0.00)

Assets growth rate 
AASSETS

211 0.086 0.046 2803 0.173 0.082 -6.946
(0.00)

-3.445
(0.00)

Job growth rate 
ASTAFF

203 0.034 0.016 2719 0.139 0.058 -9.788
(0.00)

-5.523
(0.00)

B: Size A Industtrv Matched Pairs
Sales growth rate 190 
ASALES

0.066 0.039 190 0.151 0.097 -3.702
(0.00)

-4.179
(0.00)

Assets growth rate 
AASSETS

190 0.081 0.040 190 0.148 0.097 -3.395
(0.00)

-3.716
(0.00)

Job growth rate 
ASTAFF

180 0.028 0.010 180 0.106 0.058 -4.157
(0.00)

-4.051
(0.00)
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Table 3.8: Corporate growth and labor control.
Sales growth is three-year average growth rate o f real sales over 1994 to 1998. Asset 
growth and staff growth are constructed analogously. Prior performance is average return 
on assets over 1980 to 1989. Prior liquidity is average quick ratio over 1980 to 1989. Size 
is average natural logarithm of real assets over 1994 to 1998. Leverage is average long­
term debt to total assets over 1994 to 1998. Models I, HI, and V distinguish labor voice 
firms from control firms with a dummy variable, set to one if labor-voted equity stake is at 
least five percent and to zero otherwise. Models D, IV, and VI measure labor voice by the 
percentage of equity voted by labor. Each regression includes three-digit SIC industry 
dummies. Dependent variables are averages over 1994 to 1998. P-values are shown in 
parentheses.

Model I Model II Model m Model IV Model V Model VI

Dependent
Variable:

Sales
grow th

Sales
growth

Asset
growth

A sset
grow th

S ta ff
grow th

S ta ff
growth

Intercept -0.1865
(0.06)

-0.1852
(0.07)

-0.2217
(0.04)

-0.2204
(0.04)

-0.2842 
(0.01)

-0.2825
(0.01)

Labor voice 
dummy

-0.0496
(0.00)

— -0.0462
(0.00)

— -0.0551
(0.00)

—

Labor voice 
level

— -0.0024
(0.00)

— -0.0021
(0.01)

— -0.0024
(0.00)

Prior
performance

-0.1831
(0.00)

-0.1832
(0.00)

-0.0709
(0.00)

-0.0710
(0.00)

-0.0482
(0.00)

-0.0485
(0.00)

Prior
liquidity

0.0037
(0.00)

0.0037
(0.00)

-0.0001
(0.79)

-0.0001
(0.78)

0.0049
(0.00)

0.0049
(0.00)

Size 0.0173
(0.00)

0.0170
(0.00)

0.0163
(0.00)

0.0160
(0.00)

0.0120
(0.00)

0.0116
(0.00)

Leverage -0.0131
(0.61)

-0.0143
(0.58)

0.0046
(0.86)

0.0035
(0.90)

0.0307
(0.23)

0.0291
(0.26)

Sample size 2543 2543 2573 2573 2554 2554

R-squared 0.217 0.216 0.173 0.172 0.183 0.182

Model F 
(p-value)

2.48
(0.00)

2.47
(0.00)

1.90
(0.00)

1.89
(0.00)

2.02
(0.00)

2.00
(0.00)

95

Reproduced with permission of the copyright owner. Further reproduction prohibited without permission.



Table 3.9: Univariate results for short-term operating performance.
‘Labor voice’ firms have five percent or more voting control exercised by employees. 
‘Other firms’ in the ‘full sample comparison' are all firms with no reported labor 
ownership. For each labor voice firm, we choose one control firm from the same three- 
digit SIC industry group with assets within 30% of the ‘labor voice’ firm’s assets. A 
match could not be found in three-digit SIC for 57 firms. For these firms, we select 
control firms from the two-digit SIC industry group. These firms constitute the ‘other 
firms’ sample in the ‘size and industry matched pair’ comparisons. Our short-term 
financial performance measures are return on assets, ROA, defined as operating income 
before depreciation, interest, and taxes divided by total assets, and return on sales, ROS, 
defined as operating income before depreciation, interest, and taxes divided by total sales. 
Both are averages over 1994 to 1998.

Labor voice firms Other firms Sign
Variable N Mean Median N Mean Median t-test rank

A: Full Sample Comparison
Return on assets 

ROA
211 0.112 0.123 2804 0.086 0.117 3.285

(0.00)
0.876
(0.38)

Return on sales 
ROS

211 0.141 0.122 2788 0.085 0.112 4.706
(0.00)

1.404
(0.16)

B: S ix  & Industry Matched Pairs
Return on assets 189 
ROA

0.110 0.121 189 0.117 0.128 -0.694
(0.49)

-0.946
(0.34)

Return on sales 
ROS

189 0.132 0.121 189 0.152 0.137 -1.446
(0.15)

-1.816
(0.07)
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Table 3.10: Short-term operating performance and labor control.
Prior performance is average return on assets over 1980 to 1989. Prior liquidity is 
average quick ratio over 1980 to 1989. Size is average natural logarithm o f real assets 
over 1994 to 1998. Leverage is average long-term debt to total assets over 1994 to 1998. 
Models I and m  distinguish labor voice firms from control firms with a dummy variable, 
set to one if labor-voted equity stake is at least five percent and to zero otherwise. Models 
Q and IV measure labor voice by the percentage of equity voted by labor. Each 
regression includes three-digit SIC industry dummies. Dependent variables are averages 
over 1994 to 1998. P-values are shown in parentheses.

Model I Model II Model HI Model IV

D ependent Return on Return on Return on Return on
Variable: assets assets sales sales

Intercept -0.1202 -0.1197 -0.0365 -0.0361
(0.09) (0.09) (0.53) (0.53)

Labor voice -0.0129 -0.0172 •

dummy (0.21) (0.04)

Labor voice _ -0.0005 _ -0.0008
level (0.33) (0.08)

Prior 0.1318 0.1318 0.1055 0.1055
Performance (0.00) (0.00) (0.00) (0.00)

Prior -0.0002 -0.0002 -0.0006 -0.0006
liquidity (0.48) (0.47) (0.03) (0.03)

Size 0.0185 0.0184 0.0201 0.0200
(0.00) (0.00) (0.00) (0.00)

Leverage -0.0691 -0.0694 -0.0272 -0.0276
(0.00) (0.00) (0.07) (0.07)

Sample size 2620 2620 2484 2484

R-squared 0.321 0.321 0.452 0.452

Model F 4.39 4.39 7.25 7.24
(p-value) (0.00) (0.00) (0.00) (0.00)
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Table 3.11: Univariate results for shareholder value creation.
‘Labor voice’ firms have five percent or more voting control exercised by employees. 
‘Other firms’ in the ‘full sample comparison’ are all firms with no reported labor 
ownership. For each labor voice firm, we choose one control firm from the same three- 
digit SIC industry group with assets within 30% of the ‘labor voice’ firm’s assets. A 
match could not be found in three-digit SIC for 37 firms. For these firms, we select 
control firms from the two-digit SIC industry group. These firms constitute the ‘other 
firms’ sample in the ‘size and industry matched pair’ comparisons. We measure 
shareholder value creation using a simple market to book ratio, A/77?, and a more 
sophisticated estimate o f average Tobin’s q, Q, taken from Morck and Yang (2001). 
Both are averages over 1994 to 1998.

Labor voice firms Other firms Sign
Variable N Mean Median N Mean Median t-test rank

A: Full Sample Comparison
Market to Book ratio 
MTB

208 1.446 1.282 2760 1.778 1.407 -7.113
(0.00)

-3.777
(0.00)

Average Tobin's q
Q

161 1.449 1.213 2312 1.966 1.495 -6.345
(0.00)

-5.206
(0.00)

B: Size A Industry Matched Pairs
Market to Book ratio 183 
MTB

1.437 1.243 183 1.629 1.344 -2.506
(0.01)

-2.561
(0.01)

Average Tobin's q
Q

138 1.465 1.205 138 1.884 1.447 -2.413
(0.02)

-3.354
(0.00)
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Table 3.12: Shareholder value creation and labor control.
Prior performance is average return on assets over 1980 to 1989. Prior liquidity is 
average quick ratio over 1980 to 1989. Size is average natural logarithm of real assets 
over 1994 to 1998. Leverage is average long-term debt to total assets over 1994 to 1998. 
Models I and m  distinguish labor voice firms from control firms with a dummy variable, 
set to one if labor-voted equity stake is at least five percent and to zero otherwise. Models 
II and IV measures labor voice by the percentage of equity voted by labor. Each 
regression includes three-digit SIC industry dummies. P-values are shown in 
parentheses.

Model I Model n Model m Model IV

D ependent M arket-to- M arket-to- Tobin's Q Tobin’s  Q
Variable: book Ratio book Ratio Ratio Ratio

Intercept 1.5084 1.5090 0.6384 0.6436
(0.01) (0.01) (0.50) (0.50)

Labor voice -0.1452 ---- -0.2481 ----

dummy (0.09) (0.04)

Labor voice -0.0105 . . . -0.0115
level (0.03) (0.08)

Prior -0.7319 -0.7327 -0. 4073 -0. 4092
Performance (0.00) (0.00) (0.00) (0.00)

Prior 0.0053 0.0053 0.0504 0. 0503
liquidity (0.04) (0.04) (0.00) (0.00)

Size 0.0864 0.0863 0.0807 0. 0794
(0.00) (0.00) (0.00) (0.00)

Leverage -0.8577 -0.8589 -0. 5551 -0. 5590
(0.00) (0.00) (0.01) (0.01)

Sample size 2595 2595 2224 2224

R-squared 0.314 0.314 0.280 0.280

Model F 4.19 4.21 3.28 3.27
(p-value) (0.00) (0.00) (0.00) (0.00)
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Table 3.13: Univariate results for productivity.
‘Labor voice’ firms have five percent or more voting control exercised by employees. 
‘Other firms’ in the ‘full sample comparison’ are all firms with no reported labor 
ownership. For each labor voice firm, we choose one control firm from the same three- 
digit SIC industry group with assets within 30% o f the ‘labor voice’ firm’s assets. A 
match could not be found in three-digit SIC for 57 firms. For these firms, we select 
control firms from the two-digit SIC industry group. These firms constitute the ‘other 
firms’ sample in the ‘size and industry matched pair' comparisons. We measure total 
factor productivity, ALPHA, as the residual o f an industry-specific Cobb-Douglas 
production function of labor and total assets estimated for each two-digit SIC industry 
group over 1994 to 1998. Our measure of labor productivity, SLE, is sales per employee 
in thousands of 1994 dollars, and is also averaged over 1994 to 1998.

Labor voice firms Other firms Sign
Variable N Mean Median N Mean Median t-test rank

A: Full Sample Comparison
Total factor productivity 
ALPHA

204 -0.030 -0.040 2632 0.021 -0.001 -1.863
(0.06)

-1.501
(0.13)

Labor productivity 
SLE

204 230 159 2739 293 159 -2.077
(0.04)

0.861
(0.39)

B: Size A Industry Matched Pairs
Total factor productivity 17 5 
ALPHA

-0.045 -0.045 175 0.096 0.021 -3.370
(0.00)

-2.868
(0.00)

Labor productivity 
SLE

181 215 159 181 275 184 -2.259
(0.02)

-2.454
(0.01)
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Table 3.14: Productivity and labor control.
Total factor productivity (TFP) residuals were obtained from industry-specific Cobb- 
Douglas production functions estimated for each two-digit SIC industry group. Prior 
performance is average return on assets over 1980 to 1989. Prior liquidity is average 
quick ratio over 1980 to 1989. Size is average natural logarithm of real assets. Leverage 
is average long-term debt to total assets. Models I and m  distinguish labor voice firms 
from control firms with a dummy variable, set to one if labor-voted equity stake is at least 
five percent and to zero otherwise. Models Q and IV measure labor voice by the 
percentage o f equity voted by labor. Each regression includes three-digit SIC industry 
dummies. P-values are shown in parentheses.

Model I Model II Model ID Model IV

D ependent
variable:

TFP
Residual

TFP
Residual

Sales p er  
em ployee

Sales per  
employee

Intercept -0.4110 -0.4086 85.9260 86.5909
(0.11) (0.11) (0.09) (0.09)

Labor voice 
dummy

-0.0675
(0.03) —

-18.0213
(0.00) —

Labor voice 
level —

-0.0021
(0.21) —

-0.7228
(0.03)

Prior 0.0894 0.0893 19.5389 19.4720
Performance (0.02) (0.02) (0.00) (0.00)

Prior 0.0020 0.0020 0.0075 0.0055
liquidity (0.05) (0.06) (0.97) (0.98)

Size 0.0273 0.0266 10.0574 9.9212
(0.00) (0.00) (0.00) (0.00)

Leverage -0.2380 -0.2406 -31.6439 -32.0819
(0.00) (0.00) (0.00) (0.00)

Sample size 2397 2397 2405 2405

R-squared 0.208 0.207 0.529 0.528

Model F 2.24 2.23 9.54 9.51
(p-value) (0.00) (0.00) (0.00) (0.00)
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CHAPTER 4

GOVERNANCE STRUCTURE AND BIDDER RETURN

4.1. Introduction

It is well known that the average return to bidders in an acquisition is either zero 

or slightly negative. Nevertheless, there is considerable variation in the abnormal return 

earned by different bidding firms. For a sample of 128 tender offers made between 1980 

and 1991, Byrd and Hickman (1992) report average bidder return o f -1.23% with a 

standard deviation o f 4.44%. Similarly, Morck, Shleifer, and Vishny (1990) document an 

average return of -0.70% with a standard deviation o f 1.22% for a sample o f 326 

acquisitions occurring between 1975 and 1987.

It is customary to explain the variation in bidder returns in terms o f the 

characteristics of the acquisition transaction. Jarrell and Poulsen (1989) document that 

bidder return in tender offers is negative if the bid is opposed by target management but 

increasing in the size o f the target relative to the size o f the bidder. Morck, Shleifer, and 

Vishny (1990) show that the bidder earns less if it acquires a rapidly growing target, if it 

diversifies, or if there are multiple bidders. Similarly, Schwert (2000) finds lower bidder 

returns when the target is in play before the first bid or if the bidder is involved in an 

auction for the target but reports higher returns for all-cash bids.

While an examination of acquisition characteristics reveals interesting information, 

this paper takes the approach of relating bidder returns to the acquirer’s governance 

structure. The logic behind this is quite simple. The decision to launch a takeover bid is
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entirely a prerogative of the acquirer's board o f directors and observed bid characteristics 

are choice or strategy variables for the bidder. Since the board makes these choices, the 

relationship between governance and acquisition returns is o f a more basic nature than 

the relationship between such returns and the structure of the transaction. In addition, 

understanding this relation provides an insight into those factors that affect the 

effectiveness o f  corporate governance, especially in situations involving large, discrete 

transactions such as an acquisition.

This approach is not entirely new. Byrd and Hickman (1992), hereafter BH, 

relate the bidder’s return in tender offers to the presence o f non-affiliated outside 

directors. They find that bidding firms in which at least 50% of board members are 

independent directors have significantly higher announcement-date abnormal returns than 

other bidders. For a sample o f 225 bank acquisitions announced between 1982 and 1987, 

Subrahmanyam, Rangan, and Rosenstein (1997), hereafter SRR, find a negative 

relationship between abnormal returns and the proportion o f outside directors but a 

positive effect for the number o f other outside directorships held by independent 

directors.

This paper extends prior work by incorporating other important dimensions of 

corporate governance in addition to the effect o f outside directors. These dimensions 

include the leadership structure o f the board, CEO age, tenure, and membership on outside 

boards, CEO and board stock ownership, and the degree and quality of board monitoring. 

This permits a greater understanding of the interrelationship among the various governance 

dimensions and how they collectively affect corporate performance in an acquisition 

context The framework is also consistent with Agrawal and Knoeber (1996) who
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demonstrate that a multi-dimensional approach is crucial to understanding the effect of 

governance and control on corporate performance.

I proceed with the analysis in two stages. The first consists o f univariate 

comparisons of best and worst performing bidders on each of the governance variables. I 

find that none of the individual variables significantly differentiates the two classes of 

bidders. At the second stage, I estimate regressions relating acquisition return to 

governance dimensions. I find a positive association between return and the CEO’s 

tenure and stock ownership. Similarly, outsider-dominated and smaller boards perform 

better. On the other hand, bidder return is significantly lower when the CEO is near 

retirement. The findings are not sensitive to the event window over which abnormal 

return is measured and remain unchanged when bid characteristics are included in the 

regressions.

These results suggest that governance plays an important role in minimizing the 

possibility of a divergence o f interest between management and outside shareholders, 

especially in large transactions where the opportunity for managerial self-serving may be 

more abounding. They also illustrate the importance of the CEO’s incentives in the 

process of aligning shareholder and management interests and the sources o f those 

incentives. All else equal, CEOs who have invested a lot of their human and reputational 

capital in their firms and who have many years to face the consequences of a bad decision 

are less likely to make value-destroying acquisitions. Finally, the results provide 

additional insight into the interplay o f factors that affect the effectiveness o f  corporate 

boards, namely, board size and the dominance o f independent directors.
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The remainder o f the paper is organized as follows. Section 4.2 discusses the 

various dimensions o f corporate governance examined in the study and presents an 

overview of existing work in the area. The data is described in Section 4.3, while Section

4.4 contains my empirical analysis and discussion. Section 4.5 provides concluding 

remarks.

4.2. Dimensions of Corporate Governance

John and Senbet (1998) define corporate governance as a means by which various 

stakeholders exert control over a corporation by exercising certain rights as established in 

the existing legal and regulatory frameworks as well as corporate bylaws. At the center 

o f corporate governance is the board o f directors. In common law countries, the board is 

the primary internal control mechanism through which shareholders exercise control over 

management with a view to minimizing any divergence o f interests that may exist 

between the two parties. In this capacity, the board has the fiduciary authority and 

responsibility to hire and fire top management, monitor and approve strategic initiatives, 

evaluate the performance of top management, and reward or punish that performance as 

the case may be.

The board is not involved in day-to-day operations o f the corporation. Rather, it 

acts to provide strategic directions or when significant issues arise. An example o f such 

issues is when the firm seeks to acquire another firm. An acquisition involves substantial 

financial outlay and may provide the acquirer with important operating and product 

market synergies. However, it also presents management with the opportunity to
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deliberately (for example, see Jensen, 1986 and associated studies) or inadvertently act in 

a manner that conflicts with shareholder interest.

Not surprisingly, the sources o f the gains or losses to shareholders o f an acquiring 

firm have received extensive attention in the literature. Specifically, prior studies have 

considered the effects o f the structure of the transaction.11 However, besides BH and 

SRR, not much is known about the relationship between acquisition returns and the 

structure of corporate governance in the bidding firm.

Understanding this relationship is important for at least two reasons. First, given 

the opportunity for severe agency problems in the acquisition decisions o f the bidding 

firm and the significant role the board could play in minimizing such problems, it is 

important to know the impact o f the board's structure on the effectiveness with which it 

performs its monitoring duties in this situation. In addition, while the question o f how 

the nature of an acquisition affects the return to the bidding firm is an interesting issue, it 

is also the case that observed bid characteristics are choice variables for the board of the 

acquirer. For example, prior work documents that bidder returns are significantly 

affected by whether or not the acquisition is hostile. However, the decision to make a 

hostile bid is a strategy choice for the bidder, which “presumably reflects a judgment that 

a favorable outcome is more likely from the hostile bid than from private negotiations 

with the target firm, and that a hostile bid is better than making no bid at all." (Schwert 

2000, p. 2632). Similar arguments could be made for the decision to acquire a fast

11 Important characteristics identified include target management opposition, target anti-takeover defenses, 
mode o f payment, relative size o f  the target to the bidder, target sales growth history, and if  the acquisition 
is a diversifying act on the part o f  the bidder. For details, see Jarrell and Poulsen (1989), Morck, et al. 
(1990), and Schwert (2000).
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growing target, a target operating in an unrelated industry, pay by cash only, and other 

bid characteristics.

An understanding o f what constitutes better choice provides an insight into the 

effectiveness o f corporate governance since a board that monitors effectively should 

make better choices. However, from the point o f view of shareholders, the relationship 

between governance and acquisition performance is more fundamental than the 

relationship between acquisition returns and observed bid characteristics because it 

allows shareholders to put in place, beforehand, governance structures that are likely to 

ensure value-maximizing decisions. If shareholders only know the effects of bid 

characteristics on acquisition returns, then they are constrained to reactionary measures 

aimed at preventing their board from making bad choices, a constraint exacerbated by the 

business judgment rule under which the courts are reluctant to second-guess managerial 

decisions.

BH are perhaps the first to relate acquisition gains to corporate governance. In 

their study of 128 tender offers made from 1980 to 1987, they consider the impact of 

board independence, as measured by the proportion of non-affiliated board members, on 

the effectiveness of board monitoring in acquisition situations and find that boards 

dominated by independent directors make better acquisition decisions. On the other 

hand, SRR perform a similar study using bank acquisition data but find abnormal returns 

are decreasing in the proportion o f outside directors.

The contrasting findings o f BH and SRR cannot be attributed to differences in 

sample periods since both analyze roughly the same time frame, 1980 to 1987 for BH and
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1982 to 1987 for SRR. SRR attribute their results to the distinctive statutory and 

regulatory environment within which banks operate. Specifically, they suggest that 

banks may choose outside directors for their regulatory expertise, rather than for their 

ability to monitor management. At the same time, banking law widens the scope of 

director responsibility to depositors and the Federal Deposit Insurance Corporation in 

addition to shareholders. This, SRR argue, constrains the available pool of qualified 

outside directors and may affect their monitoring effectiveness.

Besides the foregoing, it is possible that BH and SRR document contrasting 

results because each considers only a single aspect o f corporate governance, namely, the 

role o f outside directors. Agrawal and Knoeber (1996) show that the role o f individual 

governance and control mechanisms is better understood when several of them are 

considered simultaneously. This is the approach employed in this paper. I extend BH 

and SRR by analyzing a broader spectrum of corporate governance dimensions. 

Specifically, in addition to the role of non-affiliated directors, I examine the effects o f the 

leadership structure o f the board, the degree of board oversight, and several CEO 

attributes on the gains or losses to an acquiring firm. Each of these dimensions is 

discussed in turn below.

4.2.1 Leadership structure

The two most important positions on a corporation’s board are those o f the 

chairman and the chief executive officer, CEO. The CEO heads the company’s internal 

management organization while the chairman oversees the corporation’s decision control 

organization. Following Brickley, Coles, and Jarrell (1997), I define a  corporation as
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having unitary leadership if  the positions o f chairman and CEO are held by the same 

individual, and dual leadership if the positions are vested in different persons. Given the 

importance and particular nature o f the chairman's role, shareholder activists and regulators 

often pressure companies against unitary leadership.12 They argue that combining the two 

positions gives the CEO de facto control o f the corporation and allows him unfettered 

powers over decision initiation and implementation, as well as ratification and control.

In contrast, Brickley, Coles, and Jarrell (1997) point out that there are important 

costs to maintaining a dual leadership structure. For example, agency costs may arise 

from the behavior o f a non-CEO chairman who may be in a position to pursue self- 

serving actions that hurt shareholder interest. There is also the cost o f transmitting 

information between the CEO and the chairman. Other costs include the opportunity for 

blame shifting in case o f poor corporate performance, and possibly inconsistent decision 

making with shared authority.

Since there are costs and benefits to each leadership structure, the question of 

which is preferable is an empirical issue. Rechner and Dalton (1991) study 141 firms 

with unitary or dual leadership structures throughout the period 1978 - 1983. They find 

that dual leadership firms perform better on a number o f accounting-based performance 

measures, including return on equity and profit margin. Pi and Timme (1993) investigate 

the effect o f leadership structure on costs and performance in the banking industry. Their

12 See the Report o f the Committee on the Financial Aspects o f  Corporate Governance, otherwise known as 
the Cadbury Report (1992) for example.
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results suggest that dual leadership firms have lower costs and higher accounting returns 

than unitary leadership firms.

More recently, Baliga, Moyer, and Rao (1996) report no discernible differences in 

performance that can be attributed to a firm's leadership structure. Brickley, Coles, and 

Jarrell (1997) use a sample o f 661 firms from the 1989 Forbes survey of executive 

compensation and find that unitary leadership structure is not associated with inferior 

performance, either in terms o f accounting or market returns, and that changes in 

leadership structures have no systematic effects on stock prices.

Given that an acquisition is a significant corporate activity, leadership structure 

should presumably play an important role in explaining the return to different bidding 

firms. It is difficult, however, to predict the direction o f such a relationship since it 

depends on the relative sizes o f the costs and benefits o f each leadership structure. To the 

best o f the author’s knowledge, this study provides the first empirical evidence on the 

effect of leadership structure on acquisition returns.

4.2.2 Outside directors and board independence

Most corporate boards consist o f a mixture of directors who are also employees of 

the firm and outside directors who have no employment relationship with the company. 

Outside directors are usually people with significant reputational capital acquired in other 

contexts. They enhance the board’s effectiveness through increased objectivity and by 

serving as a reservoir o f outside expertise upon which the board can draw as the need 

arises. Thus, it is often suggested that boards dominated by outsiders are more likely to 

act in the best interest o f  shareholders.

110

Reproduced with permission of the copyright owner. Further reproduction prohibited without permission.



However, if other control mechanisms such as product market competition, 

managerial compensation contracts, the market for managerial labor, and the market for 

corporate control impose sufficient discipline on management, then the value o f outside 

directors may be negligible. The effectiveness o f outside directors may also be affected 

by the fact that management often decides who gets recommended for board appointment 

and provides the bulk o f the information analyzed by non-employee directors.13

Available empirical evidence suggests that outside directors enhance the board's 

effectiveness. Brickley and James (1987) show that managerial consumption of 

perquisites is lower when there are outside directors on the board. Weisbach (1988) finds 

that a poorly performing CEO is more likely to be replaced as the proportion of outsiders 

on the board increases. Similarly, Lee et al. (1992) document that MBO announcement 

returns are larger when the board is dominated by independent directors. Rosenstein and 

Wyatt (1990) provide more direct evidence, documenting positive abnormal returns 

around the appointment o f outside board members.

Given these results, and the fact that an acquisition presents outside directors with 

the opportunity to demonstrate their expertise and objectivity, a positive association could 

be expected between bidder returns and the presence or dominance o f independent 

directors. Consistent with this, BH find that the return to shareholders o f an acquiring 

firm in a tender offer is more positive if its board is dominated by non-affiliated directors. 

In contrast, SRR find that abnormal returns are negatively related to the proportion of 

outside directors on an acquiring bank’s board. Hence, the association between bidder 

returns and the presence o f non-affiliated directors remains unclear.

13 See Mace ( 1986) and Panon and Baker (1987) for detailed discussions o f these issues.
I l l

Reproduced with permission of the copyright owner. Further reproduction prohibited without permission.



4.2.3 Board size and meeting frequency

Another governance dimension that may be related to corporate performance 

generally and acquisition returns specifically is the size and meeting frequency of the 

board. As the board increases in size, its talent pool and capacity for monitoring 

presumably increase as well. Thus, larger boards may be more effective. However, 

coordination and communication costs also increase with board size. Jensen (1993) 

suggests that such costs may outweigh the benefits obtainable from larger sizes. 

Supporting this view, Yermack (1996) finds an inverse relationship between board size 

and performance as measured by Tobin's q and accounting ratios.

The monitoring and advisory functions o f the board are performed through 

director meetings. Thus, a board that meets more frequently likely devotes more time to 

the corporation's business and should produce better results than a less active board. 

This is particularly so in an acquisition situation where the firm is committing substantial 

resources. Thus, I expect return to be positively related with board meetings. Vafeas 

(1999) shows that accounting measures o f corporate performance increase in the number 

o f board meetings.

4.2.4 CEO attributes

Given the importance o f the CEO's position, several personal attributes may 

affect his performance and consequently the gains or losses realized by shareholders. 

Three such attributes are the CEO’s age, tenure, and membership on outside boards. As 

the CEO gets older and approaches retirement, the opportunity for ex-post settling up
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diminishes. As a result, older CEOs may be less careful in making acquisition attempts 

and thus earn lower returns.

Similarly, CEOs with long service may become entrenched and perform poorly. 

However, long-serving CEOs are likely to have acquired important experience that 

allows them to distinguish poor from good investment opportunities so that performance 

improves with tenure. In addition, such CEOs have invested a significant portion o f their 

human and reputational capital in the firm and may have more to lose from bad 

acquisitions. Alternatively, a well-functioning internal control system would eliminate 

poor CEOs before they stay long enough to cause significant damages. Hence, long- 

serving CEOs could be survivors with an upwardly biased performance. For these 

reasons, the association between CEO tenure and acquisition performance can only be 

determined empirically.

The CEO’s membership on boards of unafflliated public corporations reflects the 

business community’s judgment on his reputation for quality and performance. Thus, the 

desire to protect this reputation may motivate CEOs serving on outside boards towards 

better results so that performance improves with service on external boards. However, 

outside directorship may provide the CEO with an external support web that enhances his 

entrenchment. In this case, membership on external boards may have a negative effect on 

performance. Which effect dominates is an empirical issue.

Managerial stock ownership has long been recognized as a means o f aligning 

shareholder and management interests. Specifically, if the CEO owns enough stock, he 

may be more inclined to ensuring that managerial decisions (including acquisitions) are
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value enhancing. Thus, it is plausible tc expect a positive association between acquisition 

returns and CEO stock ownership. Lewellen, Loderer, and Rosenfeld (1985) show that 

cumulative abnormal returns are increasing in managerial stock ownership. Byrd and 

Hickman (1992) report similar results.

4.3. Data

4.3.1 Sample construction

The working paper version o f Schwert (2000) contains a database o f all 

acquisition attempts involving U.S. exchange-listed targets over the 1975-1996 period.14 

From this database, I select the subset o f transactions occurring between 1990 and 1996. 

There were 487 such transactions. O f these, 122 transactions cannot be used because the 

bidder is a foreign corporation, a private company, a partnership, or a group of individual 

investors. After excluding firms that do not have enough data in CRSP to allow 

estimation of announcement period returns and subsequent bids for firms that made more 

than one bids in the same year, I am left with 277 bids.

I obtained data on the various dimensions of corporate governance from the most 

recent proxy filings made in the one-year period preceding the takeover bid. Forty-five 

firms do not have proxy data. Thus, the base sample consists o f 232 transactions. O f 

these, 155 have data on all corporate governance variables and target and bid 

characteristics.

14 I am grateful to Bill Schv/ert for making this data available.
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4.3.2 Variable definitions

Bidder return: I calculate bidder return following a standard event study 

methodology. Market model parameters are estimated from 250 to 60 trading days prior 

to the takeover announcement. Schwert (2000) shows that using historical market model 

estimates as a benchmark for bidders’ normal performance is problematic because of 

positive intercept estimates that reflect unusually good prior performance that does not 

continue during the event period. To correct for this, he suggests estimating market 

model parameters with the restriction that the intercept equals zero. This is the approach 

employed in this paper. The bidder return is defined as the two-day cumulative abnormal 

return, estimated over days [-1, 0] relative to the takeover announcement day. As a 

robustness check, I repeat my analysis using alternative event windows. Results are 

qualitatively similar.

Leadership structure: Leadership structure is measured by a dummy variable set 

equal to one if the firm has a unitary leadership structure, that is, if the positions o f  CEO 

and board chairman are held by the same individual, and zero otherwise.

CEO attributes: I define three measures relating to the CEO. The first is a 

dummy variable set equal to one if the CEO is close to retirement, that is, if he is 62 or 

older, zero otherwise. The second is the tenure o f the CEO as CEO, while the third is the 

number o f boards o f unaffiliated public corporations on which the CEO serves.

Board independence: A director is classified as non-affiliated if he is not an 

employee of the corporation or any o f its subsidiaries or associated companies, and he 

does not have any business or personal relationship with the firm or its employee-
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directors. I rely on information in proxy filings for this classification. Board 

independence is measured by a dummy variable set equal to one if at least two-thirds o f 

the directors are non-affiliated, and zero otherwise.

Board size and meeting frequency: Board size is the number o f directors on the 

board while meeting frequency is defined as the number o f director meetings in the year 

preceding the takeover announcement, including telephone conferences and written 

consents.

Equity ownership: I define three equity ownership variables, namely, the 

proportion of voting equity owned by the CEO, all officers and directors, and unafTiliated 

principal stockholders.

4.3.3 Descriptive statistics

Table 4.1 presents descriptive statistics on the variables described above. 

Consistent with prior empirical evidence, average bidder return is slightly negative at 

-0.49%. With a p-value o f 0.11, it is only marginally significant. Median cumulative 

abnormal return is -0-77%, which is significant at the 1% level.

The leadership structure dummy variable shows that the positions o f CEO and 

chairman of the board are vested in the same individual in 82.76% of the sample firms. 

This is similar to numbers reported in earlier studies. For example, Brickley, Coles, and 

Jarrell (1997) report that the two positions are combined in 80.94% o f their sample firms 

while 83% of the firms in Yermack’s (1996) sample have unitary leadership.
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The typical CEO is approximately 54.30 years old, has served as CEO for a little 

over seven years, owns 5.02% of his corporation’s outstanding voting shares, and sits on 

1.42 outside boards. Median CEO stock ownership is 0.27%. On average, non-affiliated 

directors constitute 67.69% o f total board membership and dominate the board (i.e., at 

least two-thirds are non-affiliated) in 62.23% o f all cases. The median board has 11 

members, meets eight times, and owns 2.88% of outstanding voting shares in conjunction 

with officers who are not also directors.

4.4. Empirical Analysis

As a starting point in relating a bidder’s governance structure to its acquisition 

return, I sort the sample firms on the basis o f their CARs and classify them into four CAR 

quartiles, the first consisting of those with the smallest CARs. Average CAR for first 

quartile bidders is -5.57%, compared to 4.91% for fourth quartile bidders. Both are 

significantly different from zero at less than the 1% level. Next, I compare average and 

median values on the various dimensions o f corporate governance for first and fourth 

quartile firms. Results are shown in Table 4.2. As seen in the table, none o f the 

governance variables significantly distinguishes between first and fourth quartile CAR 

firms. A simple interpretation o f this would be to dismiss the governance hypothesis and 

conclude that a firm’s governance structure does not affect the losses or gains o f its 

shareholders in an acquisition attempt. However, since individual univariate tests do not 

control for other aspects o f corporate governance (see Agrawal and Knoeber, 1996) and 

additional factors that may affect the bidder's return, the results cannot be regarded as 

conclusive evidence.
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I subsequently estimate regressions in which the dependent variable is bidder 

return. The explanatory variables for the first regression are the various governance 

variables. The second regression includes several bid characteristics as additional control 

variables. These characteristics are indicator variables that measure whether the bid is an 

all-cash bid, whether there are multiple bidders, and whether the target has a poison pill 

in place. Each regression also includes year dummies and the relative size of the target 

firm to the bidder. Relative size is defined as the ratio o f the target's market 

capitalization to the bidder’s capitalization three months prior to the date o f the bid. Year 

dummies control for potential macroeconomic effects while relative size accounts for the 

possibility that the statistical significance o f the bidder’s return is affected by the amount 

o f  its investment in the target relative to its total market value. Specification and 

diagnostic tests indicate no significant heteroskedasticity and no significant 

multicollinearity. Regression results are presented in Table 4.3.

Table 4.3 suggests a significant association between acquisition return and 

corporate governance. In each regression, four o f the governance variables are 

statistically significant at the 5% confidence level; a fifth is significant at the 10% level. 

Three o f these relate to the CEO: his closeness to retirement, his tenure as CEO, and his 

stock ownership. The other two, board size and the dominance o f unaffiliated directors, 

reflect the working and effectiveness of the board.

The signs of the significant CEO variables presents an interesting scenario. On 

the one hand, acquisition return is increasing in the CEO’s tenure. For each additional 

year o f  the CEO’s service, return improves by 12 basis points. This suggests that the 

reputation and experience effects o f a long tenure dominate any tendency toward
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longetivity-induced entrenchment. In contrast to this, however, bidder return is 

significantly lower when the CEO is close to retirement. The coefficient estimates 

suggest that such CEOs underperform by about 1.8 percentage points on average. The 

challenge is how to motivate near-retirement CEOs without prohibiting them from 

making acquisition attempts. While there are no easy answers and further research is 

required, the CEO ownership results suggest stock ownership as a possible mitigating 

factor since returns are increasing in the CEO’s ownership. See also Lewellen, Loderer, 

and Rosenfeld (1985).

As expected, the quality o f board monitoring is positively related to bidder 

returns. The board independence dummy variable (set equal to one if at least two-thirds 

o f board members are non-affiliated) is positive and significant at the 1% level. The 

parameter estimates suggest that independent boards earn an additional excess return of 

more than 200 basis points. This is consistent with the hypothesis that non-affiiiated 

directors provide effective monitoring that helps to minimize possible agency conflicts 

between shareholders and management in an acquisition. It also agrees with most of the 

empirical evidence on the shareholder wealth effects of independent directors discussed 

in Section 4.2. Similarly, Table 4.3 shows that small boards make better acquisitions. 

This suggests that the coordination and communication costs o f larger boards outweighs 

the possible benefits o f an increased talent pool and capacity for monitoring.

The leadership structure variable is not significant in either o f the regressions in 

Table 4 3 . Thus, the issue o f whether or not the roles o f CEO and board chairman are 

separated does not have any effect on the bidding firm's return. This contradicts the 

position o f  shareholder activists who imply that a unitary leadership structure is inferior
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to separating the positions o f CEO and board chairman. However, the result is consistent 

with a rational equilibrium scenario under which firms choose an optimal leadership 

structure having respect to their specific circumstances and the costs and benefits o f each 

structure as discussed by Brickley, Coles, and Jarrell (1997). In this case, no firm enjoys 

special advantages as a result o f its leadership structure. Hence, the variable is not 

significant in the regressions.

4.5. Conclusions

This paper analyzes the relationship between acquisition return and the structure 

o f corporate governance in the bidding firm. I extend prior studies by examining a 

broader array o f governance characteristics in addition to the role of outside directors. 

The governance dimensions I consider are the corporation's leadership structure, board 

independence, board size and meeting frequency, CEO age, tenure, and membership on 

external boards, and CEO, board, and outside block equity ownership.

My results suggest a strong association between bidder return and corporate 

governance. In particular, I find that return is increasing in the CEO's tenure and stock 

ownership, but lower if the CEO is close to retirement In addition, independent and 

smaller boards perform better. An interesting aspect of the results is that individual 

governance variables do not distinguish between poor and good acquisitions in univariate 

tests. This suggests that focusing on individual aspects o f corporate governance may not 

yield desired enhancements in firm performance.

120

Reproduced with permission of the copyright owner. Further reproduction prohibited without permission.



References

Agrawal, A., Knoeber, C. R., 1996. Firm performance and mechanisms to control 
agency problems between managers and shareholders. Journal o f Financial and 
Quantitative Analysis 31, 377-397.

Baliga, R. B., Moyer, R. C., Rao, R. S., 1996. CEO duality and firm performance: 
What’s the fuss? Strategic Management Journal 17,41-53.

Brickley, J. A., Coles, J. L.. Jarrell, G., 1997. Leadership structure: Separating the CEO 
and chairman of the board. Journal of Corporate Finance 3,189-220.

Brickley, J. A., James, C., 1987. The takeover market, corporate board composition, and 
ownership structure: The case o f banking. Journal of Law & Economics 30, 161-181.

Byrd, J. W., Hickman, K. A., 1992. Do outside directors monitor managers? Evidence 
from tender offer bids. Journal o f Financial Economics 32, 195-221.

Cadbury Committee, 1992. Financial aspects o f corporate governance (Gee & Co. Ltd., 
London, England).

Fama, E., Jensen, M. C., 1983. Separation o f ownership and control. Journal o f Law & 
Economics 26, 327-349.

Jarrell, G. A., Poulsen, A. B., 1989. The returns to acquiring firms in tender offers: 
Evidence from three decades. Financial Management 18, 12-19.

Jensen, M. C., 1986. The agency cost o f free cash flow, corporate finance, and takeovers. 
American Economic Review 76, 323-329.

Jensen, M. C., 1993. The modem industrial revolution, exit, and the failure o f internal 
control systems. Journal of Finance 48, 831-880.

John, K., Senbet, L. W., 1998. Corporate governance and board effectiveness. Journal o f 
Banking & Finance 22, 371-403.

Lee, C. L, Rosenstein, S., Rangan, N., Davidson, W. N., 1992. Board composition and 
shareholder wealth: The case o f management buyouts. Financial Management 21, 58-72.

Lewellen, W., Loderer, C., Rosenfeld, A., 1985. Merger decisions and executive stock 
ownership in acquiring firms. Journal o f  Accounting & Economics 7, 209-231.
Mace, M., 1986. Directors: Myth and reality (Harvard University Press, Boston, MA).

Morck, R., Shleifer, A., Vishny, R. W., 1990. Do managerial objectives drive bad 
acquisitions? Journal o f Finance 45, 31-48.

121

Reproduced with permission of the copyright owner. Further reproduction prohibited without permission.



Patton, A., Baker, J., 1987. Why do not directors rock the boat? Harvard Business 
Review 65, 10-12.

Pi, L., Timme, S. G., 1993. Corporate control and bank efficiency. Journal o f  Banking 
& Finance 17, 515-530.

Rechner, P. L., Dalton, D. R., 1991. CEO duality and organizational performance: A 
longitudinal analysis. Strategic Management Journal 12, 155-160.

Rosenstein, S., Wyatt, J., 1990. Outside directors, board independence, and shareholder 
wealth. Journal of Financial Economics 26, 175-192.

Schwert, G. W., 2000. Hostility in takeovers: In the eyes of the beholder? Journal of 
Finance 55, 2599-2640.

Subrahmanyam, V., Rangan, N., Rosenstein, S., 1997. The role o f outside directors in 
bank acquisitions. Financial Management 26, 23-36.

Vafeas, N., 1999. Board meeting frequency and firm performance. Journal o f Financial 
Economics 53, 113-142.

Weisbach, M., 1988. Outside directors and CEO turnover. Journal o f Financial 
Economics 20,431 -460.

Yermack, D., 1996. Higher market valuation of companies with a small board of 
directors. Journal o f Financial Economics 40, 185-213.

Reproduced with permission of the copyright owner. Further reproduction prohibited without permission.

122



Table 4.1: Descriptive statistics
The base sample consists o f 232 acquisitions attempted between 1990 and 1996. CAR is the 
announcement period cumulative abnormal return measured over days [-1,0] relative to the 
takeover announcement date. The numbers in parentheses under mean and median CAR are 
the p-values for tests of significance of the respective statistic. Leadership Structure is a 
dummy variable set equal to one if the CEO is also the chairman of the board, zero otherwise. 
CEO Tenure is the length of the CEO's service as CEO. CEO Outside Boards is the number of 
boards of unaffiliated public corporations on which the CEO serves. CEO Stock Ownership, 
Insider Stock Ownership, and Block Ownership are the respective proportion of outstanding 
voting shares owned by the CEO, all officers and directors, and unaffiliated principal 
stockholders. Independent directors are non-employee directors with no business or personal 
relationship with the firm or any of its employee-directors. Independent Board is a dummy 
variable set equal to one if at least two-thirds of directors are non-affiliated, zero otherwise. 
Board Size is number of directors. Board Meetings is director meetings in the year preceding 
the takeover announcement, including telephone conferences and written consents.

Variable Sample
Size

Mean Median First
Quartile

Third
Quartile

Standard
Deviation

CAR 232 -0.0049
(0.11)

-0.0077
(0.01)

-0.0296 0.0150 0.0464

Leadership
Structure

232 0.828 1.000 1.000 1.000 0.379

CEO age 
fin years)

229 54.30 55.00 49.00 60.00 7.44

CEO tenure 
(in years)

217 7.039 6.000 3.000 9.000 6.105

CEO outside 
Boards

177 1.424 1.000 0.000 2.000 1.495

CEO stock 
Ownership

210 5.025 0.272 0.066 2.483 14.266

Insider stock 
Ownership

211 11.727 2.880 0.671 12.871 19.595

Block
Ownership

177 9.309 6.100 0.000 16.000 10.247

Proportion o f  
Independent directors

212 0.677 0.714 0.556 0.818 0.180

Independent
Board

212 0.623 1.000 0.000 1.000 0.486

Board
Size

214 11.294 11.000 9.000 13.000 3.834

Board
Meetings

210 8.724 8.000 6.000 11.000 3.507
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Table 4.2: Univariate comparisons of best and worst performing bidders.
The base sample consists of 232 acquisitions attempted between 1990 and 1996. Leadership 
Structure is a dummy variable set equal to one if the CEO is also the chairman of the board, 
zero otherwise. CEO Tenure is the length of the CEO’s service as CEO. CEO Outside Boards 
is the number of boards of unaffiliated public corporations on which the CEO serves. CEO 
Stock Ownership, Insider Stock Ownership, and Block Ownership are the respective 
proportion of outstanding voting shares owned by the CEO, all officers and directors, and 
unaffiliated principal stockholders. Independent directors are non-employee directors with no 
business or personal relationship with the firm or any of its employee-directors. Independent 
Board is a dummy variable set equal to one if at least two-thirds of directors are non-affiliated, 
zero otherwise. Board Size is number of directors. Board Meetings is director meetings in the 
year preceding the takeover announcement, including telephone conferences and written 
consents. P-values are shown in parentheses.

Variable 1SI Quartile CAR 4th Quartile CAR T-test Wilcoxon
Mean Median Mean Median Test

Leadership 0.845 1.000 0.862 1.000 0.260 0.257
Structure (0.80) (0.80)
CEO age 53.50 53.50 53.84 55.00 0.265 -0.288
(in years) (0.79) (0.77)
CEO tenure 5.959 6.000 7.365 5.000 1.254 0.209
(in years) (0.21) (0.83)
CEO outside 1.435 1.000 1.293 1.000 -0.458 -0.133
Boards (0.65) (0.89)
CEO stock 1.590 0.229 6.143 0.392 2.050 0.895
Ownership (0.05) (0.37)
Insider stock 11.691 4.104 11.575 2.474 -0.030 -0.307
Ownership (0.98) (0.76)
Block 10.329 6.970 9.941 6.440 -0.177 0.290
Ownership (0.86) (0.77)
Proportion o f 0.684 0.700 0.689 0.750 0.117 0.100
Independent directors (0.91) (0.92)
Independent 0.625 1.000 0.706 1.000 0.879 0.876
Board (0.38) (0.38)
Board 11.911 12.000 11.059 11.000 -1.136 -0.853
Size (0.26) (0.39)
Board 8.839 8.000 8.540 8.000 -0.450 -0.417
Meetings (0.65) (0.68)
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Table 4.3: Results of regression relating bidder return to governance structure.
The sample consists of 155 acquisitions attempted between 1990 and 1996. The 
dependent variable in each regression is the day [-1,0] cumulative abnormal return. 
Leadership Structure is a dummy variable set equal to one if the CEO is also the 
chairman of the board, zero otherwise. CEO Outside Boards is the the number of boards 
of unafflliated public corporations on which the CEO serves. Board Size is the number of 
directors on the board. Board Meetings is the number of board meetings in the year 
preceding the takeover announcement, including telephone conferences and written 
consents. Independent directors are non-employee directors with no business or personal 
relationship with the firm or any of its employee-directors. Board Independence is a dummy 
variable set equal to one if at least two-thirds o f directors are independent, zero 
otherwise. Poison Pill, Auction, All-cash Bid, and Tender Offer are dummy variables 
which equal one if the target has a poison pill in place, if there are multiple bidders, if 
target shareholders receive an all-cash offer, and if the bid is a tender offer, respectively. 
Relative Size is the ratio o f the target’s market capitalization to the bidder's capitalization 
three months prior to the date of the bid. P-values are shown in parentheses.
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Table 4.3 continued

Variable I n

Leadership -0.0084 -0.0059
Structure (0.37) (0.53)

CEO is 62 years -0.0191 -0.0177
Old or older (0.04) (0.06)

CEO tenure as CEO 0.0012 0.0012
(in years) (0.04) (0.05)

CEO stock 0.0006 0.0005
Ownership (0.07) (0.08)

CEO outside -0.0028 -0.0027
Boards (0.25) (0.27)

Board -0.0026 -0.0026
Size (0.01) (0.01)

Board 0.0003 0.0004
Meetings (0.71) (0.70)

Board 0.0228 0.0214
Independence (0.00) (0.01)

Ownership o f 5% -0.0003 -0.0003
Block holders (0.35) (0.38)

Relative 0.0019 0.0021
Size (0.53) (0.50)

Poison -0.0209
Pill (0.16)

Auction 0.0090
(0.40)

All-Cash 0.0120
Bid (0.18)

Tender -0.0078
Offer (0.45)

Sample size 155 155

Model F 2.76 2.43
(p-value) (0.00) (0.00)

Adjusted 0.0715 0.0760
R-squared
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CHAPTER 5

CONCLUSION

This dissertation examines three issues relating to the governance and control o f 

the public corporation. Chapter 2 takes an external view of the corporate control process 

and investigates the effectiveness o f the proxy fight in containing the agency problems of 

corporate free cash flow. Excessive liquidity indicates a breakdown of the internal 

control processes intended to minimize possible divergence of interest between 

shareholders and management. The paper shows that this breakdown is mitigated by 

shareholders acting via a proxy fight to refocus management on value maximization or 

replace the incumbent team. Not only are cash-rich firms more likely to become targets 

o f a proxy fight, but excess cash is eliminated in a wealth maximizing manner after the 

contest.

The second and third papers focus on the internal control process itself. Chapter 3 

studies how corporate governance differs in firms with a significant labor equity 

participation. As important stakeholders with fixed contractual claims, the acquisition of 

equity stakes by employees introduces interesting complications that have the potential to 

affect the effectiveness o f corporate governance. The paper documents empirical 

evidence suggesting that labor uses its corporate governance clout to maximize the 

combined value o f its contractual and residual claims, and that this often pushes corporate 

policies away from, rather than towards, shareholder value maximization.

127

Reproduced with permission of the copyright owner. Further reproduction prohibited without permission.



Chapter 4 examines the role o f corporate governance in acquisition performance 

by relating the bidding Arm's return to the structure, composition, and monitoring 

activities o f its board o f directors. This paper provides an insight into the factors that 

affect the effectiveness o f corporate governance, especially in large transactions. 

Interestingly, individual governance factors such as leadership structure, dominance of 

independent directors, and board size do not distinguish poor from good performers in 

univariate tests. Only when these variables are included in a multiple regression 

framework does the difference in governance become significant. This suggests that 

focusing on individual aspects of the internal control process may not yield desired 

enhancements in Arm performance. A more concerted approach to improving 

governance is required.
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