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Senior Attorney
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Box 68947 Ast
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Re: Alaska Air Group, Inc. Haie /g/f f
Incoming letter dated January 20, 2003 @&.MP! é/ﬁ/ /%5

Dear Ms. Brown;

This is in response to your letter dated January 20, 2003 concerning the
shareholder proposal submitted to Alaska Air by Willhlam M. Richner. We also have
received a letter from the proponent dated February 13, 2003. Our response is attached to
the enclosed photocopy of your correspondence. By doing this, we avoid having to recite
or summarize the facts set forth in the correspondence. Copies of all of the
correspondence also will be provided to the proponent.

In connection with this matter, your attention is directed to the enclosure, which

sets forth a brief discussion of the Division’s informal procedures regarding shareholder
proposals.

Sincerely,

s flenn

Martin P. Dunn PROCESSED
Deputy Dlrectm
| APR 03 2003
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January 20, 2003

U.S. Securities and Exchange Commission
Division of Corporation Finance

Office of the Chief Counsel

450 Fifth Street, N.-W.

Washington, D.C. 20549

Re:  Alaska Air Group, Inc. — File No. 1-8957
Statement of Reasons for Omission Pursuant to Rule 14a-8(j)
of Stockholder Proposal Submitted on Behalf of Mr. William M. Richner

Ladies and Gentlemen:

This letter is to inform the Securities and Exchange Commission (the “Commission”) that it is
the intention of Alaska Air Group, Inc., a Delaware corporation (“AAG” or the “Company”) to
omit from its proxy statement and form of proxy for its 2003 Annual Meeting of Stockholders
(collectively, the “2003 Proxy Materials™) a stockholder proposal (the “Proposal”) submitted on
behalf of Mr. William M. Richner (the “Proponent”).’ The Proposal recommends that each
director be elected annually and that the Company’s governing documents be amended
accordingly. 2

On behalf of AAG, the undersigned respectfully requests that the Staff confirm that it will not
recommend any enforcement action to the Commission if AAG excludes the Proposal from its
2003 Proxy Materials.

This letter is being submitted to the staff of the Division of Corporation Finance (the “Staff”) not
-fewer than 80 days before the Company intends to file its definitive proxy statement and form of
proxy with the SEC.

In accordance with Commission Rule 14a-8(3) under the Securities Exchange Act of 1934, as
amended, the undersigned hereby files six copies of this letter and its exhibits. One copy of this
letter and its exhibits is simultaneously being sent by Federal Express to each of the Proponent
and his proxy.

" If the Staff is unable to concur with the conclusion that the Proposal should be excluded in its entirety, the
Company reserves the right, in accordance with Rule 14a-8(k), to omit the Proponent’s name and address from the
Proposal and state in the 2003 Proxy Materials that the information will be provided to stockholders promptly upon
receiving an oral or written request.

* A copy of the original Proposal is attached as Exhibit A.

BOX 68947 SEATTLE WA 98168-0947/206-431-7040
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Basis for Exclusion

The Company believes that the Proposal may properly be omitted from its 2003 Proxy Statement
pursuant to Rule 14a-8(1)(3) because it is false and misleading in violation of Rule 14a-9.

Proxy Rule 14a-8(i)(3) permits a company to exclude a shareholder proposal from its proxy
statement if the proposal or supporting statement is contrary to any of the Commission’s proxy
rules, including Rule 14a-9, which prohibits materially false or misleading statements in proxy
soliciting materials. This includes portions of a proposal that contain false or misleading
statements, or inappropriately cast the proponent’s opinions as statements of fact, or otherwise
fail to appropriately document assertions of fact. See, e.g., Hewlett-Packard Company (Dec. 17,
2002); AMR Corporation (April 3, 2002); General Motors Corporation (April 3, 2002); Exxon
Mobil Corporation (March 26, 2002); Southwest Airlines Co. (March 25, 2002); Northrop
Grumman Corporation (March 22, 2002); Minnesota Mining and Manufacturing Company
(March 18, 2002); Sabre Holdings Corporation (March 18, 2002); Raytheon Company (March
13, 2002); Pharmacia Corporation (March 7, 2002); Bristol-Meyers Squibb Company (March 4,
2002); The Boeing Company (March 2, 2002); PG&E Corporation (March 1, 2002) (poison
pill); Weyerhaeuser Company (Feb. 6, 2002); PACCAR Inc. (Jan. 30, 2002). In our view, the
Proposal contains many such statements.

The Company received the proposal on November 8, 2002. The cover letter for the Proposal
stated that it was also a proxy for Richard D. Foley and/or his designee to act on behalf of the
Proponent “in shareholder matters, including this shareholder proposal.” It also asked that all
future communication be directed to Mr. Foley.

On January 10, 2003, the undersigned and other representatives of the Company had a telephone
discussion with Mr. Foley and Mr. Steve Nieman, who has been designated by Mr. Foley to act
on behalf of the Proponent. We reviewed with Messrs. Foley and Nieman the grounds for
exclusion under Rule 14a-8, identified what we believed to be deficiencies in the Proposal, and -
asked them to correct the deficiencies. On January 15, 2003, the Company received a revised
proposal from Mr. Nieman.’

The revised Proposal unfortunately did not correct the deficiencies. In these circumstances, we
believe that it is appropriate to exclude the Proposal.

We believe that the following statements in the revised Proposal are false and/or misleading:

* A copy of the revised Proposal is attached as Exhibit B.
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Second Paragraph: ~ Strong Institutional Investor Support
Twenty-five (25) proposals on this topic won an overall 63% approval rate
at major companies in 2002.

No basis has been provided for this assertion. Failure to provide citations or other
documentation renders the statement misleading because readers cannot refer to the source to
verify for themselves the accuracy of the statement.

Second Paragraph:  Institutional investors own 81% of the stock in our company (footnote 2).

Footnote 2: WSJ.com Key Facts on Institutional Shareholders of the AAG
Inc. on Jan. 10, 2003 stated that the AAG is 81.02% owned by Institutions.

We have been unable to find anything at the cited website to support this statement, and do not
believe that this is an adequate citation. ' :

Third Paragraph Harvard Report
A 2001 Harvard Business School study found that good corporate
governance practices, such as annual election of each director, were
significantly related to company value. This study, conducted with the
University of Pennsylvania's Wharton School, reviewed the relationship
between the corporate governance index for 1,500 companies and
company performance from 1990 to 1999 (footnote 3).

Footnote 3: “Corporate Governance and Equity Prices” published July,
2001, authored by Paul A. Gompers, Harvard Business School, and Joy L.
Ishii, Dept. of Economics, Harvard University, and Andrew Metrick,
Dept. of Finance, The Wharton School, University of Pennsylvania.

The 2001 Harvard Business School Study (the “Study”), a copy of which is attached as Exhibit
C, is irrelevant to a discussion of the annual election of directors. The Study concerns the
relationship between a hypothetical governance index and company value. The practice of
annual election of directors by a company was but one of 24 factors that comprised the
governance index, and it is impossible to associate one isolated factor with the index as a whole.
The authors stated on page 4 of the Study as follows:

Like most examples of legal origin and change, the governance structures of a

firm are not exogenous, so it is difficult in most cases to draw causal inferences.

For this reason, we make no claims about the direction of causality between

governance and performance. (Emphasis in original.)
The paragraph and footnote must be deleted from the Proposal in order to avoid any confusion
that the Study is even tangentially related to the Proposal.
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Fourth Paragraph: Some governance experts believe that a company with good governance
will perform better over time, leading to a higher stock price. Others see
good governance as a means of reducing risk, as they believe it decreases
the likelihood of bad things happening to a company.

The Proponent and his representatives have failed to identify any such experts or statements of
their beliefs. ‘

Fifth Paragraph Serious About Good Governance
In a time of crises, a vigorous board can help minimize damage. When the
recent bubble from the buoyant stock market burst, suddenly the
importance of good corporate governance became crystal clear.

These two sentences were revised but still lack any source or documentation.

Fifth Paragraph I believe that the collapse of Enron and the corporate disasters that
followed motivated many companies to get serious about good
governance. This has included electing each director annually.

Although the first sentence was recast as an opinion in the revised Proposal, this pair of
sentences remains excludable. The reference to Enron is gratuitous and clearly intended to imply
some connection between Enron and AAG. Such an implication is false and misleading. See
General Motors Corporation (avail. April 3, 2002); Southwest Airlines Co. (avail. Mar. 25,
2002).

Sixth Paragraph: A look back at Business Week’s inaugural ranking of the best and worst
boards in 1996 tells the story. (This ranking did not include the AAG). For
the three years after the list appeared, the stocks of companies with the
best boards outperformed those with the worse boards by 2 to 1.

The original Proposal provided no documentation for the assertion that the stocks of companies
with the “best” boards outperformed those with the “worst” boards. The revised Proposal still
fails to appropriately document that assertion of fact. Mr. Nieman added the parenthetical
concerning AAG to the revised Proposal in response to our objection that AAG wasn’t rated or
even mentioned in the 1996 article. However, these statements remain irrelevant to AAG and
are therefore misleading.

Sixth Paragraph Increasingly, institutional investors are flocking to stocks of companies
perceived as being well governed and punishing stocks of companies seen

as lax in oversight (footnote 4).

Footnote 4: The Vanguard Group Chairman and CEO John J. Brennan
recently wrote to leaders of companies (including the AAG) in which the
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Vanguard funds have significant ownership to confirm Vanguard’s views
on several major governance topics of the day. Click on
<"http://institutional. vanguard.com/cgi-bin/INewsPrint/102993876">"

Footnote 4 was added in the revised Proposal, but does not support the statement it follows. Mr.
Brennan’s statement, which was posted on the Internet on August 21, 2002, is attached as
Exhibit D. It does not suggest or discuss “flocking to stocks of companies perceived as being
well governed and punishing stocks of companies seen as lax in oversight.” It also does not
address annual election of directors, and is therefore irrelevant as well as misleading.

Seventh Paragraph  To protect our investment money at risk: Elect Each Director Annually--
‘ : Yes on No. 3.

This sentence is misleading in that it posits the existence of a cause-and-effect relationship
between a vote “for” the Proposal and an increase in the value of the Company's shares. The
value of a registrant’s shares is undoubtedly affected by many factors, but the Proponent cites no
basis or support, factual or otherwise, for his belief that there is a cause-and-effect relationship
between a vote “for” a precatory proposal, such as this one, and the value of the registrant’s
shares. The Staff has agreed that such a suggestion must be recast as the Proponent’s opinion.
Northrop Grumman Corporation (avail. Mar. 22, 2002).

Conclusion

The Company believes that the entirety of the revised Proposal may be properly excluded from
the 2003 Proxy Materials under Rule 14a-8(i)(3) because it still contains numerous false and
misleading statements in violation of Rule 14a-9. Staff Legal Bulletin No. 14 (“SLB 14”),
published on July 13, 2001, states that “when a proposal and supporting statement will require
detailed and extensive editing in order to bring them into compliance with the proxy rules, the
Staff may find it appropriate for companies to exclude the entire proposal, supporting statement,
or both, as materially false or misleading.” Requiring the Staff to spend large amounts of time
reviewing proposals “that have obvious deficiencies in terms of accuracy, clarity or relevance . . .
is not beneficial to all participants in the [shareholder proposal] process and diverts resources
away from analyzing core issues arising under Rule 14a-8.” As set forth above, this Proposal,
even as revised, contains the sorts of obvious deficiencies and inaccuracies that make Staff
review unproductive. The Proposal must be completely excluded due to the need for detailed
and extensive editing to eliminate or revise its false and misleading statements.

While the Company strongly believes that there is ample support for exclusion of the Proposal
on the foregoing basis, it also believes that if the Staff were to depart from the above statements
in SLB 14 in responding to this letter, the Proposal nonetheless would have to be substantially
revised pursuant to Rule 14a-8(i)(3) before it could be included in the 2003 Proxy Materials.

If you have any questions or require additional information, please contact me by telephone at
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(206) 431-7245 or by e-mail at kathryn.brown@alaskaair.com. I would appreciate a copy of the
Staff’s response to this request by fax to my attention at (206) 431-3807.

Very truly yours,

7\/@&% Q. s

Kathryn A. Brown
Senior Attorney

Enclosures

cc:  Mr. Richard D. Foley
Mr. William M. Richner




EXHIBIT A

No. 3 - Elect Each Director Annually

Shareholders recommend that each director be elected annually. This proposal recommends that
our company's governing documents be amended accordingly. This includes the bylaws.

S’trdnglnktitutional Investor Support

Twenty-five (25) proposals on this topic won an overall 63% approval rate at major companies in
2002. Annual election of each director is a key policy of the Council of Institutional Investors
"http://www.cii.org". Institutional investors own 78% of the stock in our company.

Harvard Report

A 2001 Harvard Business School study found that good corporate governance practices, such as
annual election of each director, were significantly related to company value. This study,
conducted with the University of Pennsylvania's Wharton School, reviewed the relationship
between the corporate governance index for 1,500 companies and company performance from
1990 to 1999.

Some governance experts believe that a company with good governance will perform better over
time, leading to a higher stock price. Others see good governance as a means of reducing risk, as
they believe it decreases the likelihood of bad things happening to a company.

Serious about good governance Enron and the corporate disasters that followed forced many
companies to get serious about good governance. This includes electing each director annually.
. When the buoyant stock market burst, suddenly the importance of governance was clear. In a
time of crises, a vigorous board can help minimize damage.

A look back at Business Week's inaugural ranking of the best and worst boards in 1996 tells the
story. For the three years after the list appeared, the stocks of companies with the best boards
outperformed those with the worse boards by 2 to 1. Increasingly, institutional investors are
flocking to stocks of companies perceived as being well governed and punishing stocks of
companies seen as lax in oversight.

To protect our investment money at risk: Elect Each Director Annually--yes on No. 3.
Signed,

William M. Richner,

Shareholder

14019 NW 8th Avenue
Vancouver, WA 98685
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No. 3 - Elect Each Director Annually :nrrep 1-14-03)

Shareholders recommend that each director be elected annually. This proposal recommends that
our company'’s governing documents be amended accordingly. This includes the bylaws.

Strong Institution r ort

Twenty-five (25) proposals on this topic won an overall 63% approval rate at major companies in
2002. Annual election of each director is a key policy of the Council of Institutional Investors
(footnote 1). Institutional investors own 81% of the stock in our company (footnote 2).

Harvard Report

A 2001 Harvard Business School study found that good corporate governance practices, such as
annual election of each director, were significantly related to company value. This study,
conducted with the University of Pennsylvania's Wharton School, reviewed the relationship
between the corporate governance index for 1,500 companies and company performance from
1990 to 1999 (footnote 3). '

Some governance experts believe that a company with good governance will perform better over
time, leading to a higher stock price. Others see good governance as a means of reducing risk, as
they believe it decreases the likelihood of bad things happening to a company.

Seriong About Good Governance

In a time of crises, a vigorous board can help minimize damage. When the recent bubble from the
buoyant stock market burst, suddenly the importance of good corporate governance became
crystal clear. I believe that the collapse of Enron and the corparate disasters that followed
motivated many comparnies to get senous about good governance. Thus has sncluded electing each
director annually.

A look back at Business Week's inaugural ranking of the best and worst boards in 1996 tells the

story. (This ranking did not include the AAG). For the three years after the list appeared, the
stocks ot compancs win tne best boards outpertormed those with the worse boards by 2 to 1.

Increasingly, institutional investors are flocking to stocks of companies perceived as being well
govemed and punishing stocks of companies seen as lax in oversight (footnote 4).

To protect our investment money at risk; Elect Each Director Annually—Yes on No. 3.
Signed,

William M. Richner Nov. 8, 2002
Horizon Employee/Sharcholder

14019 NW 8th Avenue
Vancouver, WA 98685
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No. 3 - Elect Each Director Annually (EDITED 1-14-03) PG, 2
Footnote 1: Click on <http://www cii.org/corp_governance.asp>.

Footnote 2: WSJ.com Key Facts on Institutional Shareholders of the AAG Inc. on Jan. 10, 2003
stated that the AAG is 81.02% owned by Institutions.

Footnote 3; “Corporate Governance and Equity Prices” published July, 2001, authored by Paul
A. Gompers, Harvard Business School, and Joy L. Ishii, Dept. of Economics, Harvard University,
and Andrew Metrick, Dept. of Finance, The Wharton School, University of Pennsylvania.

Footnote 4. The Vanguard Group Chairman and CEO John J. Brennan recently wrote to leaders
of companies (including the AAG) in which the Vanguard funds have significant ownership to
confirm Vanguard’s views on several major governance topics of the day. Click on ~
<"http://institutional.vanguard.com/cgi-bin/INewsPrint/102993876">.




Corporate Governance and Equity Prices

July 2001

Paul A. Gompers
Harvard Business School
Harvard University and NBER

Joy L. Ishii
Department of Economics
Harvard University

Andrew Metrick
Department of Finance, The Wharton School
University of Pennsylvania and NBER
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Sendhil Mullainathan, Krishna Ramaswamy, Virginia Rosenbaum, Andrei Shleifer, Rob
Stambaugh, Joe! Waldfogel, Julie Wulf and seminar participants at Wharton and
INSEAD for helpful comments. Ishii acknowledges support from an NSF Graduate
Fellowship.
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ABSTRACT

Corporate-governance provisions related to takeover defenses and shareholder
rights vary substantially across firms. In this paper, we use the incidence of 24 different
provisions to build a “Governance Index” for about 1,500 firms per year, and then we
study the relationship between this index and several forward-looking performance
measures during the 1990s. We find a striking relationship between corporate govemnance
and stock retums. An investment strategy that bought the firms in the lowest decile of
the index (strongest shareholder rights) and sold the firms in the highest decile of the
index (weakest shareholder rights) would lave eamed abnormal retums of 8.5 percent per
year during the sample period. Furthermore, the Govemance Index is highly correlated
with firm value. In 1990, a one-point increase in the index is associated with a 2.4
percentage-point lower value for Tobm’s (. By 1999, this difference had increased
significantly, with a one-point increase in the index associatéd with an 8.9 percentage-
point lower value for Tobin’s (. Finally, we find that weaker shareholder rights are
associated with lower profits, lower sales growth, higher capital expenditures, and a
higher amount of corporate acquisitions. We conclude with a discussion of several causal

interpretations.

Keywords: Corporate governance, shareholder rights, investor protection, agency
problems, entrenched management, hostile takeovers, poison pills, golden parachutes,

greenmail.




1. Introduction

In reaction to the takeover wave of the 1980s, many firms adopted takeover defenses and
other corporate provisions designed to reduce shareholder rights. At the same time, many states
passed laws giving firms further protection against takeovers. The end result was wide variation
in governance structures across U.S. firns. The relative stability of these structures since 1990
allows for a long-term study of the relationship of corporate govemance with stock prices,
returns, and corporate performance. Our results demonstrate that firms with weaker shareholder
rights earned significantly lower returns, were valued lower, had poorer operating performance,
and engaged in greater capital expenditure and takeover activity.

Corporate governance addresses the agency problems that are induced by the separation
of ownership and control in the modern corporation. Even in developed countries, these agency
problems continue to be sources of large costs to shareholders.! In the United States, the primary
methods of solving these agency problems are the legal protection of minority investors
(including voting rights), the use of boards of directors as monitors of senior management, and
an active market for corporate control (“takeovers”). The strength of these methods is
determined by securities regulation (at the federal level), corporate law (at the state level), and
corporate bylaws, charter provisions, and other rules (at the firm level).

Taken together, these regulations, laws, and provisions define the power-sharing
relationship between investors and managers. For example, firns can implement defenses like
“poison pills” or classified (“staggered”) boards to try to prevent hostile takeovers. Such

takeover defenses can either benefit shareholders, if managers use their increased bargaining

! Studies of agency problems due to the separation of ownership and control date back to Berle and Means (1932),
with its mo dern development by Jensen and Meckling (1976), Fama and Jensen (1583a, 1983b), and Jensen (1986).
Empirical evidence of agency costs is surveyed by Shieifer and Vishay (1997).




power to increase the purchase price, or hurt shareholders, if managers use the defenses to
entrench themselves and extract private benefits.’ Similarly, firms have wide latitude in setting
the rules for shareholder voting and the election of the board of directors. If they choose,
managers can use this latitude to make it more difficult for shareholders to exercise any influence
or control.

Most of the firm-specific variation in corporate govemance is a result of provisions
adopted and laws passed in the second half of the 1980s. Th_e impact of these changes on
shareholder wealth has been analyzed through numerous event studies. Studies of firmspecific
provisions face the difficulty that many changes are driven by contemporaneous conditions, and
thus the adoption of a provision can both change the governance structure and provide a signal of
managers’ private information. Event studies of changes in state law are mostly immune from
this problem, but are complicated by difficulties in identifying a single date for an event that is
preceded by legislative negotiation and followed by judicial uncertainty.  Notwithstanding these
caveats, the overall evidence suggests small or zero wealth effects for provision adoption and
new laws. >

In contrast to the direct study of wealth effects, several studies find significant evidence
of increased agency costs following the adoption of takeover defenses and the passage of state
takeover laws. Borokhovich, Brunarski and Parrino (1997) show that compensation rises for
CEOs of firms adopting takeover defenses. Bertrand and Mullainathan (1999a, 1999b, and
2000) find a similar result for CEOs and other employees in firms newly covered by state

takeover laws. They also find that these laws cause a decrease in plant-level efficiency,

? Researchers have proposed several reasons why takeover defenses might increase shareholder wealth, despite the
possible presence of additional agency costs. See DeAngelo and Rice (1983), Shleifer and Vishny (1990), Stein

(1988 and 1989), and Stuiz (1988).
3 Comment and Schwert (1995), Karpoff and Malatesta (1989), and Jarrell and Poulsen (1988) are thorough reviews

of this evidence.




measured either by total factor productivity or return on capital. Garvey and Hanka (1999) show
that state takeover laws led to changes in leverage consistent with increased corporate slack. It
is difficult to reconcile this agency-cost evidence with the small announcement effects and with
Comment and Schwert;s (1995) finding that these laws do not deter takeovers.

A related line of research examines the valuation and long-run performance implications
of board membership and structure. This literature finds strong evidence that board membership
is related to the degree of agency problems at firms. [Byrd e&nd Hickman (1992), Weisbach
(1988), Borokhovich, Parrino, and Trapani (1996)]. Nevertheless, as with the studies on
takeover defenses, the evidence for the direct relationship with performance is mixed or goes in
an opposite direction from the agency problems. [Bhagat and Black (1999), Core, Larcker, and
Holthausen (1999), Hermalin and Weisbach (1991), Yermack (1996)].

For both board membership and takeover defenses, there is a clear relationship with
agency costs, but only a weak or nonexistent link with firm value or performance. In an attempt
to make more sense of these patterns, our analysis takes a different and complementary approach
from the prior literature. Rather than examining performance implications of board structure or
looking for wealth effects around announcements of new laws and provisions, we focus on the
relationship between a large set of corporate-govemance provisions and a firm’s long-term
performance. We view these provisions as being like a slow-moving “constitution” for the firm
that sets the rules for faster-adjusting forms of govemance such as board membership, CEO

compensation, and shareholder activism. In this respect, our analysis builds on the law and




finance literature that examines the impact of national and state law on firm value and
performance.*

Like most examples of legal origin and change, the govemance structures of a firm are
not exogenous, so it is difficult in most cases to draw causal inferences. For this reason, we
make no claims about the direction of causality between governance and performance. Instead,
we analyze whether goverance is a useful variable for explaining cross-sectional variation in
performance that is not already incorporated into market prices or _other firm characteristics. We
find economically significant explanatory power along many dimensions, and in the conclusion
to the paper we discuss several causal interpretations of these findings and the corresponding
policy conclusions for each case.

The data on corporate govemance at the firm level are drawn from publications of the
Investor Responsibility Research Center (IRRC), an organization that has tracked the provisions
for about 1,500 firms per year since 1990. We supplement the IRRC data with information about
state takeover laws.  These combined resources yield 24 distinct corporate-governance
provisions’ In Section I, we describe these provisions and data sources in more detail. In
Section II, we construct a “Governance Index” from these data to proxy for the balance of power
between shareholders and managers. Our index construction is straightforward: for every fimm,
we add one point for every provision that reduces shareholder rights. This-reduction of rights is
straightforward in most cases, and the more ambiguous cases are discussed. We then use this
index as the central unit of analysis for the rest of the paper. Firms in the highest decile of the

index are placed in the “Management Portfolio” and are referred to ‘as having the “highest

Fora survey of this literature, see LaPorta et al. (2000). The most closely related analyses to our own are LaPorta
et al. (2001), which analyzes the international relationship between sharecholder protection and firm value, and

Daines (2001), which analyzes the impact of Delaware law on firm value.
> For the remainder of the paper, we refer interchangeably to corporate governance “laws”, “rules”, and

“provisions”. We also refer interchangeably to “shareholders” and “investors”,




management power” or the “weakest shareholder rights”; firms in the lowest decile of the index
are placed in the “Shareholder Portfolio” and are referred to as having the “lowest management
power” or the “strongest shareholder rights”. Section III gives descriptive statistics on takeover
probabilities, industry composition, and correlations between the index and other firm
characteristics, with special attention paid to these Shareholder and Management Portfolios.

In Section IV, we analyze the relationship between govemance and future stock retumns.
In performance-attribution time-series regressions from Septembexi 1990 to December 1999, the
Shareholder Portfolio outperforms the Management Portfolio by a statistically significant 8.5
percent per year. Economically large differences, which are present in both the first and second
halves of the sample period, are robust to industry adjustments, equal weighting, and alternative
sample-selection procedures. In cross-sectional regressions for firms in the Shareholder and
Management Portfolios, we control for industry differences and ten other firm-level
characteristics and find abnormal returns nearly identical to those in the performance-attribution
regressions.

In Section V, we analyze Tobin’s Q as a function of the Governance Index and other
control variables. We find a statistically significant cross-sectional relationship between the
Governance Index and Q at the beginning of the sample period, with a one-point (= one-
provision) increase in the Govemnance Index associated with a 2.4 percentage point lower value
for Q. By 1999, the large retumn differences during the decade make this relationship much
stronger, with a one-point increase in the Index associated with an 8.9 percentage point lower
value for Q.

In Section VI, we investigate the cross-sectional relationship between the Governance

Index and proxies for agency costs as found in operating measures, capital expenditure, and




acquisition activity.  Partially controlling for differences in market expectations by using the
book-to-market ratio, we find evidence that firms with weak shareholder rights are less profitable
and have lower sales growth than other fims in their industry. Furthermore, firms with weak
shareholder rights have higher capital expenditure and make more acquisitions than firms with
strong shareholder rights.

The correlation of the Govemance Index with retums, firm value, and proxies for agency
costs could be explained several different ways. One explanatign, suggested by the results of
other studies, is that governance provisions that decrease shareholder rights directly cause
additional agency costs. If the market underestimates these additional costs, then stock returns
would be worse than expected and firn value at the beginning of the period would be too high.
The greater agency costs would also show up in lower operating performance. An alternative
explanation is that managers understand that future firm performance will be poor, but investors
do not foresee this future decline. In this case, prescient managers could put govemance
provisions in place so as to protect themselves from blame, and while the provisions might have
real protective power, they would not necessanly induce additional agency costs. A third
explanation is that governance provisions do not themselves have any power, but rather are a
signal or symptom of higher agency costs — a signal not properly incorporated in market prices.
Each of these explanations has different economic implications for the source of agency
problems and different policy implications for the regulation of govemance. Section VI

concludes the paper with a discussion of these issues.




I. Data

The dataset includes comprehensive information on 24 different corporate-govemnance
provisions for an average of 1,500 firms per year from September 1990 to December 1999.
Most of these provisions are directly related to management’s options to resist a hostile takeover.
Such provisions include famous devices with fanciful names - “poison pills”, “golden
parachutes”, “antigreenmail” ~ as well as prosaic methods such as supermajority rules to
approve mergers, classified (or “staggered”) boards, and limitat}'ons of shareholders’ ability to
call special meetings or to act by written consent. There are also other provisions that do not
pertain directly to takeover situations, but rather provide additional liability or severance
protection to managers or directors. Appendix A lists and defines all 24 provisions. Table 1
summarizes the frequency of each provision for our sample firms.

The main data source is the Investor Responsibility Research Center (IRRC), which
publishes detailed listings of these provisions for each fin. The IRRC data are available only in
hardcopy form in the publication Corporate Takeover Defenses (Rosenbaum 1990, 1993, 1995,
and 1998). These data are drawn from a variety of public sources including corporate bylaws
and charters, proxy statements, annual reports, as well as 10-K and 10-Q documents filed with
the SEC. The IRRC’s universe is drawn from the Standard & Poor’s (S&P) 500 as well as the
annual lists of the largest corporations n the publications of Fortune, Forbes, and Businessweek.
Their data expanded by several hundred firms in 1998 through additions of some smaller stocks
and stocks with high institutional-ownership levels. Our analysis uses all stocks in the IRRC
universe except those with dual-class common  stock (less than 10 percent of the total).® The

IRRC universe covers most of the value-weighted market: even in 1990, the IRRC tracked more

¢ We omit firms with dualclass common stock because the wide variety of voting and ownership differences across
these firms makes it difficult to compare their governance structures with those of single -class firms.




than 93 percent of the total capitalization of the combined New York Stock Exchange (NYSE),
American Stock Exchange (AMEX), and Nasdaq‘markets.

For most of the analysis of this paper, we match the IRRC data to the Center for Research
in Security Prices (CRSP) and, where necessary, to Standard and Poor’s Compustat dataBase.
CSRP matching is done by ticker symbol and is supplemented by handchecking names,
exchanges, and states of incorporation. These procedures enable us to match 100 percent of the
IRRC sample to CRSP, with about 90 percent of these matches_having complete annual dita in
Compustat.

It is important to note that the IRRC dataset is not intended to be an exhaustive and real-
time listing of all provisions. Although firms are given the opportunity to review their listing
and point out mistakes before publication, the IRRC does not update every company in each new
edition of the book, so some changes may be missed. Also, for some companies, the charter and
bylaws are not available and most provisions must be inferred from proxy statements and other
filings. Overall, the IRRC intends their listings as a starting point for institutional investors to
review govemance provisions, and not the final word. Thus, these listings should be viewed as a
noisy measure for the existence of govemance provisions, but there is no reason to suspect any
systematic bias in this measure. Also, all of our analysis uses data available at time ¢ to forecast
performance at time +/ gmd beyond, so there is no possibility of look-ahead bias induced by our
statistical procedures.

To build the dataset, we hand-coded the data from the individual fimn profiles in the
IRRC books. As an example of the primary source material, the 1990 and 1998 profiles for GTE
Corporation are included as Appendix B. For each firm, we recorded the identifying information

(ticker symbol, state of incorporation) along with the presence of each provision.  Although
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many of the provisions can apply to varying degrees — e.g., supermajority voting can require
different percentage thresholds across firns — we make no strength distinctions within
provisions and code all of them as simply “present” or “not present”. This methodology
sacrifices precision for the simplicity necessary to build an index.

The IRRC firm-level data do not include provisions that apply automatically under state
law. Thus, we supplement the IRRC firm-level data with state-level variation in takeover laws
as given by Pinnell (2000), another IRRC publication. From- this publication, we code the
presence of six types of so-called “second-generation” state takeover laws: ‘“antigreenmail”,
“fair-price”, “directors” duties”, “control-share acquisition”, “business combination”, and

“control-share cash out”.’

Antigreenmail, fair-price, and directors’-duties laws work similarly to firm-level
provisions of the same name (see Appendix A) and as of September 1990 were in place in seven,
25, and two states, respectively.® We code all firms incorporated in these states as though they
had the respective firmrlevel provisions in their charter or bylaws. Control-share acquisition
laws give “non-interested” shareholders the right to decide on the voting power of a large
shareholder. These laws, in place in 25 states by September 1990 and one additional state in
1991, work much like supermajority-voting provisions (see Appendix A) and are coded

equivalently. Business-combination laws provide a moratorium on certain -kinds of transactions,

7 These laws are classified as “second-generation” in the literature to distinguish them from the “first-generation”
laws passed by many states in the 60s and 70s and held to be unconstitutional in 1982. See Comment and Schwert
(1995) and Bittlingmayer (2000) for a discussion of the evolution and legal status of state takeover laws and firm-
specific takeover defenses. The constitutionality of almost all of the second-generation laws and the firm-specific
takeover defenses was clearly established by 1990. All of the state takeover laws cover firms incorporated in their
home state. A few states have laws that also cover firms incorporated outside of the state that have significant
business within the state. The rules for “significant” vary from case to case but usually cover only a few very large
firms. We do not attempt to code for out-of-state coverage.

¥ Two states added a fair-price law in 1991, otherwise there were no additions or deletions to these three laws during
the 1990s. Pinnell (2000) lists 31 states with directors’-duties laws, but explains that only two states (Indiana and
Pennsylvania) have laws that explicitly expand the duties beyond an “affirmation of the corporate common law”
(page A-7).
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such as asset sales or mergers, between firms and large shareholders. These are the most
stringent of the state takeover laws and were in place in 25 states by September 1990 and two
additional states by 1998.° Since there is no analogue for these laws in the list of IRRC
provisions, we code business-combination laws as a separate item. Control-share cash-out laws
provide a mechanism for existing shareholders to ‘“cash out” at the expense of a large
shareholder. Like business-combination laws, control-share cash-out laws have no analogue
among the firm-level provisions, and so are given their own item in our index. Three states had a
control-share cash-out law in September 1990, and no new laws were passed during the decade.

In total, there are six different state takeover laws covered by our analysis, but only one
state (Pennsylvania) is covered by all of them, with most states (44) covered by three or fewer.!°
Almost all states allow firms to “opt out” of these laws through bylaw or charter amendments;
Rosenbaum (1990, 1993, 1995, and 1998) includes this information along with other firm-level
data, and we code it from this source. If a firm opts out of a law, then we treat the firm as if the
law did not exist in its state.!! The decision to opt out of laws often results from shareholder

pressure, and is most common in Pennsylvania, which has both the highest number and most

stringent of these laws.'?

® About half of the IRRC sample firms are incorporated in Delaware, which has a Business Combination law (but
does not have any of the other five laws).

'% There is also some state-level variation in laws pertaining to other provisions on classified boards, cumulative
voting, and shareholder limitations to amend bylaws, charter etc. For a summary of these laws, see Gartman and
Issacs (1998). These laws are subject to numerous opt-ins and opt-outs and are often (but not always) evident in
other documents reviewed by the IRRC; e.g., cumulative voting or classified boards will be clear from proxy
statements. Thus, for these provisions we rely on the firm-level data and do not attempt to code these laws
separately.

A few state laws require that a firm “opt in” in order to be covered. If a firm elects to optin, we code it as though

it has the provision. In the absence of an opt-in, we code the provision as absent. There are only a few examples of

firms with an opt-in.

2 In the September 1990 sample, 38 out of the total 50 Pennsylvania firms had opted out of at least one state law.
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II. The Governance Index

Provisions tend to cluster within firms. Out of (24 * 23)2 = 276 total pairwise
correlations between the provisions, 199 are positive, and 120 of these positive correlations are
significant. ~ (Unless otherwise noted, all statements about statistical significance refer to
significance at the five-percent level) In contrast, only 20 of the 77 negative correlations are
significant.  This same pattern holds if we exclude state laws and focus only on firm-level
provisions. This clustering suggests that firms may differ significantly in the balance of power
between investors and management, and motivates the construction of an index to proxy for this
difference.

Our index construction is straightforward: for every firm, we add one point for every
provision that restricts shareholder rights. Such restrictions can also be interpreted as increases
in managerial power. This power distinction is straightforward in most cases, as will be
discussed below. While such a simple weighting scheme for these provisions makes no attempt
to accurately reflect the relative impacts of different provisions, it has the advantage of being
transparent and easily reproducible. In constructing this index, we are not making any judgments
as to the efficacy or wealth effects of any of these provisions. Rather, we care only about what a
given provision does to the balance of power.

For example, there is a long debate, summarized in Comment and S.chwert (1995), about
the wealth effects and efficacy of poison pills. Notwithstanding this debate, it is clear that poison
pills give current management some additional power to resist the control actions of large
shareholders.  If management uses this power judiciously, then it could possibly lead to an
increase in overall shareholder wealth. If management uses this power to maintain private

benefits of control, then poison pills would decrease shareholder wealth. In either case, it is clear
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that poison pills increase the power of managers and weaken the control rights of large
shareholders. Most of the provisions can be viewed in a similar way; in almost every case, these
provisions give management some tool to resist different types of shareholder activism, be it
calling special meetings, changing the firm’s charter or bylaws, suing the directors, or just
replacing them in one fell swoop.

In most cases, the existence of a provision indicates an active move by management and
an attempt to restrict shareholder rights. There are two exception§ to this rule — “secret ballots”
and “cumulative voting” — in which the provisions tend to come from shareholder pressure. A
secret ballot, also called “confidential voting” by some firms, designates a third-party to count
proxy votes and does not allow management to know how specific shareholders vote.
Cumulative voting allows sharcholders to concentrate their directors’ votes so that a large
minority holder can ensure some board representation. (See Appendix A for longer
descriptions). Both of these provisions tend to be proposed by shareholders and opposed by
management after they have been proposed.'> In contrast, none of the other 22 provisions enjoy
consistent shareholder support or management opposition; in fact, many of these provisions
receive significant numbers of shareholder proposals for their repeal [Ishii (2000)]. Thus, we
consider the presence of secret ballots and cumulative voting to be increases in. shareholder
rights. For the Governance Index, we add one point for all firms that do not have these
provisions.

Out of the 24 provisions listed in Table 1 and Appendix A, there are only two —
antigreenmail and golden parachutes — whose classification seems ambiguous. Greenmail — the

payment of above-market prices to corporate raiders in order to reduce their threat of takeover —

'3 In the case of secret ballots, shareholder fiduciaries argue that it enables voting without threat of retribution. The
most common concern here is the loss of investment-banking business by brokerage-house fiduciaries. See Gillan

and Bethel (2001) and McGum (1989).
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is certainly a discretionary tool that adds to managerial power once a raider has accumulated a
large stake. In this respect, an antigreenmail provision reduces managerial power, and, by
extension, increases shareholder rights. It is also true, however, that greenmail is a profitable
exit route for raiders, and the prohibition of greenmail payments will make the accumulation of
large “raider” stakes less profitable, ex ante. In this respect, prohibitions on greenmail payments
are like prohibitions on paying ransom to kidnappers. By restricting their later options, managers
reduce the probability of ever receiving hostile attention in the first place. The net impact on
both managerial entrenchment and shareholder wealth of these two different effects — discretion
and deterrence — is unclear [Shleifer and Vishny (1986)]. To gain some clarification, we tum to
the correlation evidence. The presence of antigreenmail restrictions is positively correlated with
20 out of the other 23 provisions, is significantly positive in eight of these cases, and is not
significantly negative for any of them.'*  Furthermore, states with antigreenmail laws tend to
pass them in conjunction with laws designed, less ambiguously, to prevent takeovers [Pinnell
(2000)]. Since it seems likely that most firms and states perceive antigreenmail as a takeover
“defense”, we are persuaded to treat antigreenmail provisions like the other defenses and code it
as a decrease in shareholder rights.

Golden parachutes — large payments to senior executives in the event of job separation
following a change in control — are another case with some ambiguity. -While such payments
would appear to deter takeovers by increasing their costs, one could argue that these parachutes
also ease the passage of mergers through contractual compensation to the managers of the target
company [Lambert and Larcker (1985)]. While the net impact on managerial entrenchment and

shareholder wealth is ambiguous, the more important effect is the clear decrease in shareholder

1% These cormrelations are based on the firm-level antigreenmail provisions, and do not include firms that have
antigreenmail restrictions only through state law.
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rights. In thls case, the “right” is the ability of a controlling shareholder to fire management
without incurring an additional cost. If the takeover discipline for managers is sweetened by a
golden parachute, managerial power would go up in all states: like children who are “punished”
with extra ice cream, managers would feel free to misbehave. Furthermore, golden parachutes,
like antigreenmail provisions, are highly correlated with all the other takeover defenses. Out of
23 pairwise correlations with the other provisions, 19 are positive, 11 of these positive
correlations are significant, and only one of the negative correlations is signiﬁcaht. Thus, we
treat golden parachutes as a restriction of shareholder rights. '°

Constructed in this manner, the Governance Index, which we refer to as ‘G”, is just the
sum of one point for the existence (or absence) of each provision, with an Index range from 0 to
24. Table 2 gives summary statistics for G in 1990, 1993, 1995, and 1998. Table 2 also shows
the frequency of G by year, broken up into groups beginning with G < 5, then each value for G
from G = 6 through G = 13, and finishing with G 2 14, These ten “deciles” are similar but not
identical in size, with relative sizes that are fairly stable from 1990 to 1995. Most of the changes
in the distribution of G come from changes in the sample due to mergers, bankruptcies, and
additions of new firms by the IRRC. In 1998, the sample size increases by about 25 percent, with
the distribution of these new firms tited towards lower values of G. At the fim level, G is
relatively stable; for individual firms, the mean (absolute) change in G between publication dates

(90, 93, 95, 98) is 0.60, and the median (absolute) change between publication dates is zero.

5 A related provision is “silver parachutes”, which offers payments to a larger number of employees. Since silver
parachutes have additional costs to a merger but offer much lower merger incentives to senior management, their
classification as a reduction of shareholder rights is less ambiguous. Similarly, “severance” agreements are like
golden parachutes but do not require a change in control. Thus, they serve to entrench managers without the
offsetting effect for takeovers. Note that such severance agreements may be ex ante efficient, but what matters for
index construction is that they affect the ex post division of power between (harder-to-fire) managers and

shareholders.
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In the remainder of the paper, we pay special attention to the two extreme portfolios. The
“Management ‘Ponfolio” is comprised of the firms with the weakest shareholder rights (highest
management power): G = 14. The “Shareholder Portfolio” is comprised of the firms with the
strongest shareholder rights (lowest management power): G < 5. These portfolios are updated at
the same frequency as G. Table 3 lists the ten largest firms (by market capitalization) in both of
these portfolios in 1990 and gives the value of G for these firms in 1990 and 1998. Of the ten
largest firms in the Shareholder Portfolio in 1990, six of them are still in the Shareholder
Portfolio in 1998, three have dropped out of the portfolio and have G = 6, and one (Berkshire
Hathaway) has disappeared from the sample.]6 The Management Portfolio has a bit more
activity, with only two of the top ten firms remaining in the portfolio, four firms dropping out
with G = 13, and three firms leaving the sample though mergers or the addition of another class
of stock.!”  Thus, 40 percent (eight out of 20) of the largest firms in the extreme portfolios in
1990 were also in these portfolios in 1998. This is roughly comparable to the full set of firms:
among all firns in the Shareholder and Management Portfolios in 1990, 31 percent were still in

the same portfolios in 1998.

III. Governance: Descriptive Statistics

Table 4 gives summary statistics and correlations for G in September 1990 with Tobin’s
Q, fim size, dividend yield, past five-year stock return, and past five-year sales growth. (The
construction for each of these variables is given in the table note.) No causal relationships can be

inferred from this table — the results are meant to be descriptive and to provide some background

' Berkshire Hathaway disappears because they added a second class of stock before 1998. Firms with multiple

classes of common stock are not included in our analysis.
'"NCR disappears after a merger. It reappears in the sample in 1998 after an earlier spin-out, but since it receives a

new permanent number from CRSP we treat the new NCR as a different company.
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for the analyses in the following sections. The only significant correlation with G is for past five-
year sales growth, suggesting that high-G firms had relatively lower sales growth over the
second half of the 1980s, the same period when many of the provisions of G were first being
adopted. If we restrict the comparison to just the means of the Shareholder and Management
Portfolios, the only significant difference is for O, with firms in the Shareholder Portfolio having
values of Q that are 30 percentage points higher, on average, than firms in the Management
Portfolio. We explore the relationship between G and Q in greater detail in Section V.

We next analyze the relationship between G and the probability of being taken over
during the 1990s. Many authors have studied the impact of takeover defenses on merger-target
probabilities and premia, with mixed results [Ambrose and Megginson (1992), Bhagat and
Jefferis (1993), Comment and Schwert (1995), Pound (1987)]. Since takeover defenses are
more likely to be adopted by firms facing greater takeover risk, we cannot easily measure
deterrent effects using our available data. Instead, we seek only to descriptively analyze the
empirical relationship between G and takeovers, while leaving aside any issue of causality. '8

To analyze this empirical relationship, we use the Mergers & Acquisitions database of the
Securities Data Corporation (SDC) to compile a comprehensive list of all merger transactions
during our sample period. Then, for each year in the sample, we code whether or not each firm
was the “target” company of a completed transaction. Out of the 12,511 fim-years that appear

during the 1991 to 1999 period, 466 firm-years fall into this target group. We then estimate a

'8 Comment and Schwert (1995) find that the adoption of a poison pill signals a higher probability of a future
takeover. In their empirical work, they handle the endogeneity of poison pill adoption through a two-step estimation
procedure. As our data on timing of provision adoption are not as fine as theirs, such procedures are not feasible

here.
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pooled logit regression of “target in year ¢?” (1 if yes, 0 if no) on G, the log book-to-market ratio
and log of size at the beginning of year z.!°

The results are summarized in Table 5. This table gives the coefficient estimates where
G is an explanatory variable. The results show a positive but insignificant coefﬁciént on G.
Thus, takeover rate is not significantly correlated with G during the 1990s.  Again, this does not
mean anything for the deterrence effect of G, but rather represents the joint effect of any
deterrence along with differential likelihoods for adopting provisions. ]

Takeover activity tends to be concentrated within specific industries during each takeover
wave [Gort (1969), Mitchell and Mulhurin (1996), Andrade, Mitchell, and Stafford (2001)]. If
takeover defenses and other provisions are indeed adopted as a function of perceived takeover
threat, then one might expect G to vary across industries as well. While there is not enough
takeover activity in the 1990s to allow a meaningful identification of idustry effects in the
pooled regression of Table S5, it is possible to examine the industrty composition of the
Shareholder Portfolio and Management Portfolio and then adjust other analyses for industry
differences. Table 6 lists the top five industries for both portfolios in 1990 and 1998. We define
48 industries from four-digit SIC codes as in Fama and French (1997)2° Panel A ranks
industries by the fraction of firms in each portfolio, and Panel B ranks by the fraction of market
value. The portfolios appear to be broadly similar to each other in both -years, with a mix of

“old-economy” and “new-economy” industries. Each portfolio has an important new-economy

component: “Computers” comprise the largest industry by market value in the Sharcholder

19 Previous studies have found size to be the best predictor of takeover probabilities, with the book-to-market ratio
sometimes significant as well. (Comment and Schwert (1995), Hasbrouck (1985), Morck, Shieifer and Vishny
(1988a), and Palepu (1986)).

20 The industry names are from Fama and French (1997), but use a slightly updated version of the SIC classification
into these industries that is given on Ken French’s website (June 2001). In Sections IV, V, and VI, we use both this
updated classification and the corresponding industry returns, also from the French website.
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Portfolio in 1990, with 22.4 percent of the portfolio, but this industry falls to third place with
12.3 percent of the value in 1998; “Communications” does not make the top five in market value
for the Management Portfolio in 1990, but shoots up to first place with 25.3 percent of the

portfolio in 1998.

IV. Governance and Returns

If corporate govemance matters for firm performance’ and this relationship is fully
incorporated by the market, then a stock price should quickly adjust to any relevant change in the
firm’s govemnance. This is the logic behind the use of event studies to analyze the impact of
takeover defenses. If such a reaction occurs, then expected returns on the stock would be
unaffected beyond the event window. If, however, governance matters but is not incorporated
immediately into stock prices, then realized returns on the stock would differ systematically from
equivalent securities. In this section, we analyze whether such a systematic difference exists.

In Section I, we defined the Management Portfolio as containing all firns with G > 14,
and the Shareholder Portfolio as containing all firns with G £ 5. An investment of $1 in the
(value-weighted) Management Portfolio on September 1, 1990, when our data begin, would have
grown to $3.39 by December 31, 1999. In contrast, a similar $1 investment in the Shareholder
Portfolio would have grown to $7.07 over the same period. This is equivalent to annualized
returns of 14.0 percent for the Management Portfolio and 23.3 percent for the Shareholder
Portfolio, a difference of more than nine percent per year. =~ What can explain this disparity in
performance?

One possible explanation is that the performance differences are driven by differences in

the rskiness or “style” of the two portfolios. Researchers have identified several equity
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characteristics that explain differences in realized retumns. In addition to differences in exposure
to the market factor (“beta”), a firm’s market capitalization (or “size”), book-to-market ratio (or
other “value” characteristics), and immediate past retumns (“momentum”) have all been shown to
significantly forecast future returns?' If the Management Portfolio differs significantly from the
Shareholder Portfolio in these characteristics, then these differences may explain at least part of
the difference in annualized raw retumns.

Several methods have been developed to account for these style differences in a system of
performance attribution. We employ two ‘of them here. First, the four-factor model of Carhart

(1997) is estimated by:

Ri=o +B;*RMRF,+ B, *SMB,+ B3 * HML; + B4 * Momentum, + &, (H

where R; is the excess return to some asset in month ¢, RMRF, is the month ¢ value-weighted
market return minus the risk-free rate, and the terms SMB; (small minus big), HML, (high minus
low), and Momentum, are the month ¢ retumns to zero-investment factor-mimicking portfolios
designed to capture size, book-to-market, and momentum effects, respectively.?? Although there
1s an ongoing debate about whether these factors are proxies for risk, we take no position on this
issue and simply view the four-factor model as a method of performance -attribution. Thus, we
interpret the estimated intercept coefficient, “alpha”, as the abnormal return in excess of what

could have been achieved by passive investments in the factors.

21 See Basu (1977) (Price-to-Eamings ratio), Banz (1981) (size), Fama and French (1993) (size and book-to-market),
Lakonishok, Shleifer and Vishny (1994) (several value measures), and Jegadeesh and Titman (1993) (momentum).
22 This model extends the Fama-French (1993) three-factor model with the addition of a momentum factor. For
details on the construction of the factors, see Fama and French (1993) and Carhart (1997). We are grateful to Ken
French for providing the factor returns for SMB and HML. Momentum returns were calculated by the authors using

the procedures of Carhart (1997).
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The first row of Table 7 shows the results of estimating (1) where the dependent variable,
R, is the monthly return difference between the Shareholder and Management Portfolios. Thus,
the alpha in this estimation should be interpreted as the abnormal retum on a zero-investment
strategy that buys the Shareholder Portfolio and sells short the Management Portfolio. For this
specification, the alpha is 71 basis points (bp) per month, or about 8.5 percent per year. This
point estimate is statistically significant at the one-percent level. Thus, very little of the
difference in raw retums can be attributed to style differences in the two portfolios.

The remaining rows of Table 7 summarize the results of estimating (1) for all ten
“deciles” of G, including the extreme deciles comprising the Shareholder (G < 5) and
Management (G = 14) Portfolios. As the table shows, the significant performance difference
between the Shareholder and Management Portfolios is driven both by overperformance (for the
Shareholder Portfolio) and underperformance (by the Management Portfolio). The Shareholder
Portfolio eamns a positive and significant alpha of 29 bp per month, while the Management
Portfolio eams a negative and significant alpha of —42 bp per month.

The results also demonstrate a strong pattern of decreasing alpha as G increases. The
Shareholder Portfolio eamns the highest alpha of all the deciles, and the next two highest alphas,
24 and 22 bp, are earmned by the third (G = 7) and second (G = 6) deciles, respectively. The
Management Portfolio eams the lowest alpha, and the second lowest alpha is eamed by the
eighth (G = 12) decile. Furthermore, the four lowest G deciles eam positive alphas, while the
three highest G deciles earn negative alphas. More formally, a Spearman rank-correlation test of
the null hypothesis of no correlation between G-decile rankings and alpha rankings yields a test

statistic of 0.842, and is rejected at the one-percent level.
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What else might be driving the return difference between the Shareholder and
Management Portfolios? The bull market in the second half of the 1990s was both long and
narrow: five consecutive years of large positive retums on the S&P 500 were driven by a
relatively small number of large corporations, particularly those in the technology sector. Table
8 explores whether these known phenomena from the 1990s can explain the return differential
between the Shareholder and Management Portfolios. In each case, we estimate (1) on the retumn
difference between the Shareholder and Management Portfolios, while changing some aspect of
the portfolio construction or return calculation. The first row of Table 8 is a replication of the
first row of Table 7: the dependent variable in (1) is the value-weighted return  difference
between the portfolios. The remaining rows of the table summarize robustness checks using
equal-weighted retums, industry-adjusted returns, fixed 1990 levels of G, a subsample that
includes only Delaware firms, and subsamples split between the first half and the second half of
the time period.

First, to check whether the result is driven solely by a few of the largest stocks, we
estimate (1) using equal-weighted returns, with results summarized in the second row of Table 8.
The estimated alpha of 45 bp per month is reduced by about one-third from the benchmark, but is
still significant. The remaining regressions in the table use value-weighted returns.

Next, we test whether industry differences drive the esult. Table 6 -in Section II showed
that the Shareholder and Management Portfolios ™ differed somewhat in their industry
compositions. While factor models such as equation (1) should price industry differences on
average, small-sample results from a special decade like the 1990s could lead us to misinterpret
industry effects as firm-specific effects. To study this possibility, we use the four-digit SIC code

to match each firm to one of 48 industry portfolios as in Table 6. We then subtract the industry
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retum from each fim in each month and compute an industry-adjusted return for both the
Shareholder and Management Portfolios. Finally, we use the difference between these industry-
adjusted retums as the dependent variable in equation (1). The results, summarized in the third
row of Table 8, show a statistically significant alpha of 47 bp per month. Thus, industry
adjustments explain about one-third of the overall retum difference between the Shareholder and
Management Portfolios.

Although G is relatively stable for most firms over the sample period, there is still
substantial turnover in the Shareholder and Management Portfolios: about 31 percent of the firms
in these portfolios in 1990 are still in the same portfolios in 1998. In addition to “natural”
attrition from delistings®®, this turnover is caused by changes in G and from additions and
deletions of firms by the IRRC. We next analyze how much of the benchmark return differential
is driven by these changes in the sample, and how much is driven by the level of G at the
beginning of thé sample. To investigate this issue, we fix the Shareholder and Management
Portfolios in September 1990 and continue to hold the same firms in these portfolios as long as
they are listed in CRSP, even if their G changes a if the IRRC deletes them from later editions
of their books. Also, we do not add any new firms that were first listed in later editions of the
IRRC book. We then compute value-weighted retumns to the portfolios and use the difference as
the dependent variable in (1). The results of this regression are summarized in the fourth row of
Table 8. The significant alpha of 53 bp per month reflects a return differential driven entirely by

cross-sectional variation in G for 1990. Thus, the time-series variation in G and in sample

2 If a stock is delisted from CRSP, we include the delisting return from the CRSP files, where available. We do not
include any approximations for missing delisting returns. Since few stocks in our sample disappear for performance-
related reasons, and those performance delists tend to have relatively small market capitalizations, there should be
no bias induced in our value-weighted analysis due to missing delisting returns. See CSRP (2001) and Shumway

(1997).
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construction adds only 18 bp of the total 71 bp benchmark alpha given in the first row of the
table. |

The index G includes both firm-specific provisions and state-specific laws. It would be
interesting to know how much of the benchmark alpha is driven by each component. To the
extent that state of incorporation is correlated with regional economic shocks, the attribution of
state-level variation would also be useful as a robustness check on the benchmark results. To
answer this question, one cannot just separate the provisions frczm the laws, because provision
adoption may depend on whether an equivalent law exists in the state. As an alternative, we
eliminate state-level varation by restricting the analysis to include only the firms incorporated in
Delaware, which represents 47.0 percent of sample firms and 47.5 percent of sample market
value (in 1990). We then calculate the value-weighted returns to the Shareholder and
Management Portfolios and use their difference as the dependent variable in (1). The results of
this regression are summarized in the fifth row of Table 8. The alpha of 63 bp per month has a ¢-
statistic of 1.88 (p-value = 0.07). With a point estimate only 8 bp less than the benchmark
result, it is clear that state-level variation is not the main driver of the overall return differential.

As a final robustness check, we divide the sample into “early” and “late” halves, 56
months for each. The early half of the sample begins in September 1990 and runs through April
1995; the late half runs from May 1995 to December 1999. Since the most anomalous period for
technology stocks occurred in the second half of the decade, this sample split should provide a
further check on unmeasured industry differences as the driver for the results.  The results,
summarized in' the last two rows of Table 8, are alphas of 45 bp per month for the first half and
75 bp per month for the second half. = While the second half of the sample shows abnormal

retums 30 ‘bp per month higher than the first half, the point estimate from the first half is
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economically large and even has a slightly larger #-statistic than the point estimate from the
second half (1.91 vs. 1.85). Thus, we conclude that the benchmark result is not driven solely by
the second half of the sample.

The results in Tables 7 and 8 rely on a factor-model representation for expected returns.
In this context, our finding of nonzero alphas can reflect either abnommal returns to the
underlying strategy (Shareholder minus Management) or misspecification of the model.
Furthermore, the necessity of forming portfolios for time-series regressions renders it difficult to
separately analyze different components of G. To solve these problems, we employ a second
method of performance analysis: cross-sectional regressions of returns on stock characteristics.
In addition to providing another robustness check for the benchmark result, this method also
allows for a separate regressor for each component of G.

For each month in the sample period, September 1990 to December 1999, we estimate

tie= ar+ b Xy +cZytey, 2)

where, for firm i in month ¢, r; are the retums (either raw or industry-adjusted), Xj, is a vector of
governance variables (either G or its components), and Z; is a vector of firm characteristics. As
elements of Z, we include the full set of regressors used by Brennan, Chordia, and
Subrahmanyam (1998), plus the addition of five-year sales growth, which is included because of
its significant correlation with G (see Table 4) and the finding by Lakonishok, Shleifer, and
Vishny (1994) that five-year sales growth explains some cross-sectional variation in stock
retuns.  Variable definitions are given in the note to Table 9, and in greater detail in Appendix

C.
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Following the method of Fama and Macbeth (1973), we estimate (2) separately for each
month and then calculate the mean and time-series standard deviation of the 112 monthly
estimates of the coefficients. Table 9 summarizes the results. The first two columns of Panel A

give the results when the sample is restricted to stocks in either the Shareholder (G < 5) or

Management (G = 14) Portfolios. In the first column, the dependent variable is the “raw”
monthly retun for each stock. In the second column, the dependent variable is the industry-
adjusted return for each stock, where industry adjustments are relative to the Fama and French
(1997) 48 industries. The key independent variable in these regressions is the shareholder-
portfolio dummy, set equal to one if he stock is in the Shareholder Portfolio and zero if the stock
is in the Management Portfolio. For both the raw and industry-adjusted returns, the coefficient
on this dummy variable is positive and significant at the one-percent level. The average point
estimate can be interpreted as a monthly abnormal return; these point estimates, 88 bp per month
raw and 72 bp per month industry-adjusted, are similar to those found in the factor models, and
provide a further robustness check to the benchmark result.

Columns 3 (raw) and 4 (industry-adjusted) of Panel A give the results for the full sample
of firms in each month with G as the key independent variable. In both regressions, the average
coefficient on G is negative but is not significant. The point estimates are not small: for
example, the point estimate for the coefficient on G in column 3 implies a lower retum of
‘approximately 4 bp per month (= 48 bp per year) for each additional point of G, but it would
require estimates nearly twice as large before statistical significance would be reached. When
combined with the evidence from Table 7 and from the first two columns of Table 9, this result
suggests that the 1990s relationship between G and returns may follow a threshold pattern, with

most of the return difference driven by the top and bottom quartiles on each end.
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Panel B of Table 9 summarizes the results of 112 cross-sectional regressions when all
components are included separately on the right-hand-side of (2). The dependent variable is the
industry-adjusted return for each stock; results for raw retums are qualitatively similar and are
not given in the table. In Panel B, 16 of the 24 provision coefficients are negative, but for only
one of these - “silver parachutes” — is the coefficient significant. (With this many regressors,
we would expect one to be “significant” just by chance.) These results illustrate the difficulty of
measuring retumn differences for individual provisions.  One problem is the multicollinearity due
to correlations in the adoption of these provisions. Indeed, many of the point estimates imply
retum effects above 10 bp per month ( = 1.2 percent per year), but are still far from being
statistically significant. This result also suggests that the Shareholder-minus-Management retumn

differences are not driven by the presence or absence of any one provision.

V. Governance and the Value of the Firm

It is well established that the state and national laws of corporate governance affect firm
value. La Porta et al. (2001) show that fii value depends on international variation in laws
protecting the rights of minority shareholders. Daines (2001) finds that, other things equal, firms
incorporated in Delaware have higher valuations than other U.S. firms. In this section, ve study
whether variation in firm-specific governance, as proxied by G, is also related to cross-sectional
differences in firm value. More importantly, we analyze whether there are any differences in the
govemnance/value relationship between the beginning and end of the decade. Since there is
evidence of differential stock retums as a function of G, we wouldfexpect to find relative

“mispricing” between 1990 and 1999 as a function of G.
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Our valuation measure is Tobin’s @, which has been used for this purpose in corporate-
govermnance studies since the work of Demsetz and Lehn (1985) and Morck, Shleifer, and Vishny
(1988b). We follow Kaplan and Zingales (1997) and compute Q as the market value of assets
divided by the book value of assefs (Compustat data item 6), where the market value of assets is
computed as book value of assets plus the market value of common stock less the sum of the
book value of common stock (Compustat data item 60) and balance sheet deferred taxes
(Compustat item 74). All book values for fiscal year ¢ (from Compustat) are combined with the

market value of common equity at the calendar end of year z. We then estimate
Qi =2a;+bGi + Wi + e, 3)

where W, is a vector of firm characteristics. As elements of W, we follow Shin and Stulz (2000)
and use the log of the book value of assets, the log of firm age as of December of year ¢, and
dummy variables for each of the 48 Fama and French (1997) industries**  Since Daines (2001)
found that Q is different for Delaware and non-Delaware firms, we also include a Delaware
dummy as an element of W. As a further robustness check on the results, we also estimate (3)
using only Delaware firms.

We estimate annual cross-sections of (3) with statistical significance- assessed within each
year (by cross-sectional standard errors) and across all years (with the time-series standard error
of the mean coefficient). We also use this procedure when studying operating measures, capital
expenditure, and acquisition activity in Section VI This method of assessing statistical

significance deserves some explanation. In particular, one may wonder why a pooled setup with

24 Unlike Shin and Stulz (2000), we do not trim the sample of observations that have extreme independent variables;
results with a trimmed sample are nearly identical and are available from the authors.
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fim fixed effects and time-varying coefficients is not used. We avoid fixed effects mainly
because there are relatively few changes over time in the Governance Index, and the inclusion of
fixed effects would force identification of G from only these changes. In effect, we are imposing
a structure on the fixed effects that they must be a linear function of G or its components.

Table 10 summarizes the results. The first two columns give the results when all firms are
included in the sample. Each row of these columns gives the coefficients and f-statistics for a
different year of the sample; the last row gives the average coefficient and time-series -statistic
of these coefficients. The coefficients on G are negative in every year and significantly negative
in eight of the ten years.  The largest absolute value point estimate occurs in 1999, and the
second largest is in 1998. The point estimate in 1999 is economically large: a one-point increase
in G — equivalent to adding a single govermnance provision — is associated with an 8.9 percentage
point lower value for Q. Under the assumption that the point estimates in 1990 and 1999 are
independent from each other, then the difference between these two estimates (0.089 — 0.024 =
0.065) is statistically significant. We also report the coefficients and z-statistics on the Delaware
dummy, which tend to be positive at the beginning of the sample and negative towards the end,
with an average coefficient that is negative and significant. This is the opposite of Daines’
(2001) finding, which may be due to differences in the samples, time peﬁods, or control
variables.

The third column of Table 10 shows the annual and mean coefficients on G when the
sample includes only Delaware firms. If anything, the difference between 1990 and 1999 is even
larger, with point estimates of -0.034 in 1990 and -0.109 in 1999. All ten point estimates are
negative, seven of them are significant, and the mean coefficient is significant at the one-percent

level.  Combined with the results from the full sample with the Delaware dummy, this
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demonstrates that the level and change in the govemance/value relationship is not driven by
state- level vanation. |
Overall, the results for returns and prices tell a consistent story. Firms with the weakest
shareholder rights (high values of G) significantly underperformed firms with the strongest
shareholder rights (low values of G) during the 1990s. Over the course of the 1990s, these
differences have been at least partially reflected in prices. While high-G firms already sold at a

significant discount in 1990, this discount became much larger by 1999.

VI. Governance and Agency Costs

There are many ways that agency costs at high-G firms can directly affect fim
performance. In the specific case of state takeover laws — where causality is easier to establish —
researchers have found that the passage of such laws led firms to increase CEO pay, decrease
leverage, and have lower productivity at the plant level. [Garvey and Hanka (1999), Bertrand and
Mullainathan (1999a, 1999b, and 2000)]. Given these results, one might expect high-G firms to
have worse operating performance than low-G firms. To the extent that these differences were
anticipated in 1990, they should have no impact on stock prices or retums over the subsequent
decade. While our sample does not include a natural experiment to identify G as the cause of
operational differences, we attempt to control for “expected” cross-sectional differences by using
the log book-to-market ratio as an explanatory variable.

Table 11 shows the results of annual regressions for three different operational measures
on G and the log book-to-market ratio.. The three operational measures are the net profit margin
(income divided by sales), the return on equity (income divided by book equity), and (one-year)

sales growth. All of these measures are industry-adjusted by subtracting out the median for this
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measure in the corresponding Fama-French (1998) industry. This adjustment uses all available
Compustat firms. To reduce the influence of large outliers ~ a common occurrence for all of
these measures -- we estimate median (least-absolute-deviation) regressions in each case. The
log book-to-market ratio (BM) is included as a control, albeit an imperfect one, for the market’s
valuation of the fim’s equity. The coefficients on BM are negative and highly significant for
every measure in every year, indicating that the market is indeed discounting some of the
differences in performance: firms with higher book-to-market ratios in year ¢-1 have, other things
equal, worse performance in year ¢. The main variable of interest is G. We find that the average
coefficient on G is negative and significant for both the net-profit-margin and sales-growth
regressions, and is negative but not significant for the retum-on-equity regressions.  Thus, we
conclude that high-G firms had worse performance than low-G firms, even after controlling for
expectations through the book-to-market ratio.

Capital expenditure is another channel where govemance can affect performance. Some
papers argue that takeover defenses can offset myopia and allow managers to make the “long-
term” decision to increase R&D and other capital expenditures. [Stein (1988 and 1989)]. Under
this view, takeover defenses would increase capital expenditure, and this increase could be a net
positive for firm value. On the other hand, a long literature, dating back at least to Baumol
(1959), Marris (1964) and Williamson (1964), discusses the motivation >f01}' fnanagers to
undertake inefficient projects in order to extract private benefits. These problems are particularly
severe when managers are entrenched and can resist hostile takeovers [Jensen and Ruback
(1983), Shleifer and Viéhny (1989)]. Under this view, if capital expenditure does rise following

takeover defenses, this increase would be a net negative for firm value.
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The empirical evidence on the impact of takeover defenses on R&D and capital
eﬁ(penditures is mixed, with one study finding an increase [Pugh, Page and Jahera (1992)], but
most studies finding a decrease [Meulbroek et al (1990), Johnson and Rao (1997), Daines and
Klausner (2001)]. The evidence on firm perfoﬁnance following capital expenditure, however, is
clearer. Titman, Wei and Xie (2001) find that firms with the highest capital expenditures
subsequently eam negative abnormmal retums. This relationship is economically large and is
stronger for firms with more financial slack and weaker during periods of hostile takeovers.
While we cannot settle the causality argument with our evidence, we can see whether G is
correlated with higher expenditure; in light of the findings of Titman, Wei, and Xie (2001), such
a correlation could help explain some of the relationship between G and retums in the 1990s.

To examine the empirical relationship between capital expenditure and governance, we
estimate annual least-absolute-deviation regressions for capital expenditure (CAPEX), scaled by
either sales or assets, on G and the log book-to-market ratio (BM). Industry adjustments are
done as in the previous analysis for operating measures. Table 12 summarizes the results. The
coefficients on BM are negative and significant every year; not surprisingly, high-BM (“value™)
firms invest less than low-BM (“growth”) firms. Even with this control, and industry dummies
(suppressed from the table), the average coefficient on G is positive and significant in both
specifications. ~ Other things being equal, high-G finns have higher CAPEX than do low-G
firms.

Another outlet for capital expenditure is for firms to acquire other firms — the other side
of the takeover market. Some of the strongest evidence about the importance of agency costs
comes from the negative returns to acquirer stocks when a bid is announced. Considerable

evidence shows that these negative returns are correlated with other agency problems, including
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low managerial ownership [Lewellen, Loderer and Rosenfeld (1985)], high free-cash flow [Lang,
Stulz, and Walkling (1991)}], and diversifying transactions [Morck, Shleifer, and Vishny (1990].
In addition to negative announcement returns, there is also long-run evidence of negative
abnormal performance by acquirer firms [Loughran and Vijh (1997), Rao and Vermaelen
(1998)].° Taken together, these studies suggest acquisitions as another pathway for govemance
to affect performance.

To analyze the relationship between acquisition activity and G, we use the SDC database
to identify all transactions in which a sample firm acted as either the acquirer or the seller during
the sample period. From January 1991 through December 1999, there are 12,694 acquisitions
made by sample firms, of which SDC has an acquisition price for just under half. For each fim,
we calculate the sum of the price of all acquisitions in each calendar year, and we divide this sum
by the firn’s average market capitalization for the first day and last day of the year. We define
this ratio as the “Acquisition Ratio” for the firm in that year.

Table 13 gives summary statistics for the average number of acquisitions and the average
Acquisition Ratio for the Shareholder Portfolio, Management Portfolio, and all sample fims in
each year from 1991 to 1999. The average number of acquisitions by firms in the Management
Portfolio is higher than the corresponding average in the Shareholder Portfolio in every year, and
significantly higher in 1995, 1996, and 1997. Over all nine years, the average of these annual
averages is 1.04 in the Management Portfolio. This is significantly higher than the overall

average of 0.64 for the Sharcholder Portfolio.  For the average Acquisition Ratio, the

25 Mitchell and Stafford (2000) have challenged the magnitude of this long-run evidence, but still allow for some
underperformance for acquisitions financed by stock. A related debate on whether diversifying acquisitions destroy
value has now grown too large to survey here. The seminal works are Lang and Stulz (1994) and Berger and Ofek
(1995). Recent work is summarized in Holmstrom and Kaplan (2001) and Stein (2001).
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Management Portfolio is higher in six of the nine years, and the average Acquisition Ratio is
4.93 percent for the Management Portfolio and 2.78 percent for the Shareholder Portfolio.

Table 14 summarizes the results of annual regressions of Acquisition Ratios in year ¢ on
G, the log of size, the log of the book-to-market ratio, and 48 industry dummies, all measured at
year-end f-I. Since many firms make no acquisitions in a year, the dependent variable is
effectively left-censored at zero. We estimate Tobit regressions to account for this censoring.
The results show a consistent positive relationship between the Acquisition Ratio and G. The
coefficient on G is positive in every year, and the time-series average coefficient on G is positive
and significant. Thus, even after adjustments for relative market valuations (as proxied by BM)
and firm size, high-G firms are more likely to make acquisitions.

In summary, we find that G is comrelated with poorer levels of operating performance, as
well as greater capital expenditure and acquisition activity. One interpretation of these results is
that agency costs were larger (smaller) at high-G (low-G) firms during the 1990s, which would
partially explain the relative stock retuns and changes in value for these firms if these agency

costs were unexpected.

VIL. Conclusion

The power-sharing relationship between investors and managers is defined by the rules of
corporate governance.  In the United States, these rules are given in corporate legal documents
and in state and federal laws. There is significant variation in these rules across different firms,
resulting in large differences in the balance of power between investors and managers. Using a
sample of about 1,500 firms per year and 24 corporate-governance provisions during the 1990s,

we build a Govemnance Index, denoted as “G”, to proxy for the balance of power between
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managers and shareholders in each firm. We then analyze the empirical relationship of this
index to stock returns, firm value, operating measures, capital expenditure, and acquisition
activity.

We find that corporate govemance is strongly correlated with stock retums during the
1990s: an investment strategy that purchased shares in the firms with the lowest G (strongest
shareholder rights), and sold short firms with the highest G (weakest shareholder rights), earned
abnormmal retumns of 8.5 percent per year. At the beginning of the sample, there is already a
significant relationship between- valuation and governance: each .one-point increase in G is
associated with a 2.4 percentage point lower value for Tobin’s (). By the end of the decade, this
difference has increased significantly, with a one-point increase in G associated with an 8.9
percentage point lower value for Tobin’s Q.

‘The results for both stock returns and firm value are economically large and are robust to
controls for industry effects, sample composition changes, or sample subperiods. Taken
together, this evidence indicates that stock market investors were surprised by the relative
performance of high-G and low-G firms in the 1990s. What might have caused this surprise?
One possibility is that governance was cross-sectionally correlated with “unexpected” agency
costs as proxied by operating performance, capital expenditure, or acquisition activity in the
1990s.  The evidence shows significant relationships with all of these measures: while
controlling for market valuations and industry differences, we find that relative to low-G firms,
high-G firms have lower net profit margins and sales growth while also making more capital

expenditures and corporate acquisitions.

One explanation for these results is that differences in managerial power directly caused

differences in agency costs and these differences were not properly incorporated into market
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prices by 1990. If this causal explanation is correct, then the policy implication is clear; a
reduction of provisions and decrease in managerial power would decrease‘ agency costs and
increase shareholder wealth. This causal interpretation also has implications for takeover laws at
the state level and for the ongoing debate about takeover regulation in Europe. While this causal
chain has some support from studies of state takeover laws by other researchers, there are still
two missing links before such a strong conclusion can be drawn here.

First, we present no evidence in this paper that a high level of G actually entrenches
managers. It could be that high G is merely a signal or symptom, and not the source, of
managerial power. In this case, governance provisions could be like a “beware of dog” sign; if
such signs were banned then dog owners could probably find another way to signal their
resistance to burglars. In this case, the removal of goverance provisions would have no effect
on agency costs or firm performance, except that firns might need to find a more costly signal.
Changes in state laws would also have no effect.

Second, it could be that prescient managers in the 1980s foresaw the problems their firms
would have in the 1990s and put governance provisions in place to protect their jobs. In this
case, the stock in these companies would be relatively overvalued in 1990, even though objective
measures (e.g., O regressions) would suggest that it was undervalued relative to observable
characteristics. When the poor performance occurs, the market is surprised, but the managers are
not. Furthermore, the high capital expenditures can be explained by a flight to new business
lines. Acquisitions can be explained as an attempt to use overvalued stock as currency before the
market realizes its true long-run value.  Shleifer and Vishny (2001) develop a model to show
how such acquisitions can be in the best interests of shareholders even if the stock subsequently

underperforms.  In this case, performance may have been just as bad without the additional
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govemance provisions, and the only difference is the relative ease of blaming and firing
management. A policy change that removed all provisions would then do nothing but allow for

more managerial turnover, with no reduction of agency costs or increase in firm value.

The multiple causal explanations stand as a challenge for future research. The empirical
evidence of this paper establishes the high stakes of this challenge. If an 8.9 percentage point
difference in firm value were even partially “caused” by each additional governance provision,

then the long-run benefits of eliminating multiple provisions would be enormous.
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Appendix A — Corporate-Governance Provisions
This appendix describes the provisions listed in Table 1 and used as components of the
Governance Index. The shorthand ftitle of each provision, as used in the text of the paper, is

given in bold. These descriptions are similar to Rosenbaum (1998).

Antigreenmail — Greenmail refers to the agreement between a large shareholder and a company
in which the shareholder agrees to sell his stock back to the company, usually at a premium, in
exchange for the promise not to seek control of the company for a specified period of time.
Antigreenmail provisions prevent such arrangements unless the same repurchase offer is made to
all shareholders or the transaction is approved by shareholders through a vote. They are thought
to discourage accumulation of large blocks of stock because one source of exit for the gake is
closed, but the net effect on shareholder wealth is unclear (Shleifer and Vishny (1986a)). Five
states have specific antigreenmail laws, and two other states have “recapture of profits” laws,
which enable firms to recapture raiders’ profits eamed in the secondary market. We consider
recapture of profits laws to be a version of antigreenmail laws (albeit a stronger one). The
antigreenmail category includes both firms with the provision and those incorporated in states
with either antigreenmail or recapture of profits laws.

Blank check preferred stock — This is preferred stock over which the board of directors has
broad authority to determine voting, dividend, conversion, and other rights. While it can be used
to enable a company to meet changing financial needs, it can also be used to imblement poison
pills or to prevent takeover by placement of this stock with friendly investors. Companies who
have this type of preferred stock but who have required shareholder approval before it can be

used as a takeover defense are not coded as having this provision in our data.
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Business Combination laws — These laws impose a moratorium on certain kinds of transactions
(e.g., asset sales, mergers) between a large shareholder and the firm for a period usually ranging
between three and five years after the shareholder’s stake passes a pre-specified (minority)

threshold.

Bylaw and Charter amendment limitations — These provisions limit shareholders’ ability to
amend the goveming documents of the corporation. This might take the form of a supermajority
vote requirement for charter or bylaw amendments, total elimination of the ability of
shareholders to amend the bylaws, or the ability of directors beyond the provisions of state law to
amend the bylaws without shareholder approval.

Classified board — A classified board is one in which the directors are placed into different
classes and serve overlapping terms. Since only part of the board can be replaced each year, an
outsider who gains control of a corporation may have to wait a few years before being able to
gain control of the board. This provision may also deter proxy contests, since fewer seats on the
board are open each year.

Compensation plans with changes in control provisions — These plans allow participants in
incentive bonus plans to cash out options or accelerate the payout of bonuses should there be a
change in control. The details may be a written part of the compensation agreement, or
discretion may be given to the compensation committee.

Director indemnification contracts — These are contracts between the company and particular
officers and directors indemnifying them from certain legal expenses and judgrﬁents resulting
from lawsuits pertaining to their conduct. Some firms have both “indemnification” in their

bylaw/charter and these additional indemnification “contracts”.
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Control-share cashout laws enable sharcholders to sell their stakes to a “controlling”
shareholder at a price based on the highest price of recently acquired shares. This works
something like fair-price provisions (see below) extended to non-takeover situations.

Cumulative voting — Cumulative voting alléws a shareholder to allocate his total votes in any
manner desired, where the total number of votes is the product of the number of shares owned
and the number of directors to be elected. By enabling them to concentrate their votes, this
practice helps enable minority shareholders to elect favored directors. Cumulative voting and
secret ballot (see below), are the only two provisions whose presence is coded as an increase in
shareholder rights, with an additional point to G if the provision is absent.

Directors’ duties allow directors to consider constituencies other than shareholders when
considering a merger.  These constituencies may include, for example, employees, host
communities, or suppliers. This provision provides boards of directors with a legal basis for
rejecting a takeover that would have been beneficial to shareholders. 31 states also have laws
with language allowing an expansion of directors’ duties, but in only two of these states (Indiana
and Pennsylvania) are the laws explicit that the claims of shareholders should not be held above
those of other stakeholders [Pinnell (2000)]. We treat firms in these two states as though they
had an expanded directors’ duty provision unless the firm has explicitly opted out of coverage

under the law.

Fair-Price Requirements — These provisions limit the range of prices a bidder can pay in two-
tier offers. They typically require a bidder to pay to all shareholders the highest price paid to any
during a specified period of time before the commencement of a tender offer and do not apply if
the deal is approved by the board of directors or a supermajority of the target’s shareholders.

The goal of this provision is to prevent pressure on the target’s shareholders to tender their shares
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in the front end of a two-tiered tender offer, and they have the result of making such an
acquisition more expensive. This category includes both the firms with this provision and the
firms incorporated in states with a fair price law.

Golden parachutes — These are severance agreements which provide cash and non-cash
compensation to senior executives upon a triggering event such as termination, demotion, or
resignation following a change in control. They do not require shareholder approval.

Director indemnification — This provision uses the bylaws and/or charter to indemnify officers

and directors from certain legal expenses and judgments resulting from lawsuits pertaining to

their conduct. Some firms have both this “indemnification” in their bylaws/charter and
additional indemnification “contracts”. The cost of such protection can be used as a market
measure of the quality of corporate governance [Core (2000)].

Limitations on director liability — These charter amendments limit directors’ personal liability to
the extent allowed by state law. They often eliminate personal liability for breaches of the duty
of care, but not for breaches of the duty of loyalty or for acts of intentional misconduct or
knowing violation of the law.

Pension parachute — This provision prevents an acquirer from using surplus cash in the pension
fund of the target in order to finance an acquisition. Surplus funds are required to remain the
property of the pension fund and to be used for plan participants’ benefits.

Poison pills — These securities provide their holders with special rights in the case of a triggering
event such as a hostile takeover bid. If a deal is approved by the board of directors, the poison
pill can be revoked, but if the deal is not approved and the bidder proceeds, the pill is triggered.
In this case, typical poison pills give the holders of the target’s stock other than the bidder the

right to purchase stock in the target or the bidder’s company at a steep discount, making the
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target unattractive or diluting the acquirer’s voting power. The early adopters of poison pills also
called them “shareholder rights” plans, ostensibly since they give current shareholders the
“rights” to buy additional shares, but more likely as an attempt to influence public perceptions.
A raider-shareholder might disagree with this nomenclature.

Secret ballot — Under secret ballot (also called confidential voting), either an independent third
party or employees swormn to secrecy are used to count proxy votes, and the management usually
agrees not to look at individual proxy cards. This can help _eliminate potential conflicts of
interest for fiduciaries voting shares on behalf of others, or can reduce pressure by management
on shareholder-employees or shareholder-partners. Cumulative voting (see above) and secret
ballot, are the only two provisions whose presence is coded as an increase in shareholder rights,
with an additional point to G if the provision is absent.

Executive severance agreements — These agreements assure high-level executives of their
positions or some compensation and are not contingent upon a change in control (unlike Golden
or Silver parachutes).

Silver parachutes — These are similar to golden parachutes in that they provide severance
payments upon a change in corporate control, but unlike golden parachutes, a large number of a
firm’s employees are eligible for these benefits.

Special meeting requirements — These provisions either increase the level of shareholder support
required to call a special meeting beyond that specified by state law or eliminate the ability to
call one entirely.

Supermajority requirements for approval of mergers — These charter provisions establish voting
requirements for mergers or other business combinations that are higher than the threshold

requirements of state law. They are typically 66.7, 75, or 85 percent, and often exceed
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attendance at the annual meeting. This category includes both the firms with this provision and
the firms incorporated in states with a “control-share acquisition” law. These laws require a
majority of disinterested shareholders to vote on whether a newly qualifying large shareholder
has voting rights. In practice, such laws work much like supermajority requirements.

Unequal voting rights — These provisions limit the voting rights of some shareholders and
expand those of others. Under time-phased voting, shareholders who have held the stock for a
given period of time are given more votes per share than recent purchasers. Another variety is
the substantial-shareholder provision, which limits the voting pov.ver of shareholders who have
exceeded a certain threshold of ownership. |

Limitations on action by written consent — These limitations can take the form of the

establishment of majority thresholds beyond the level of state law, the requirement of unanimous

consent, or the elimination of the right to take action by written consent.
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Appendix C — Regression Variable Definitions

The following varables are used on the right-hand-side of (2) in Section IV. Results of the
regression are given in Table 9. This list includes all variables used by Brennan, Chordia, and
Subrahmanyam (1998) plus the addition of SGROWTH. All VariablesAare in natural logs unless

explicitly noted otherwise.

NASDUM - A dummy variable equal to 1 if the firm traded on the Nasdaq Stock Market at the

beginning of month t and 0 otherwise.

BM - The ratio of book value of common equity (previous fiscal year) _to market value of
common equity measured at previous calendar year end. Book value of common equity is the
sum of book common equity (Compustat item 60) and deferred taxes (Compustat item 74). This
variable, and all other variables that use Compustat data, are recalculated each July and held
constant through the following June.

SIZE - Market capitalization in millions of dollars at the end of month t-2.

PRICE - Price at the end of month t-2.

NYDVOL - The dollar volume of trading in month t-2 for stocks that trade on the New York
Stock Exchange (NYSE) or American Stock Exchange (AMEX). Approximated as stock price
at the end of month t-2 multiplied by share volume in month t-2. For Nasdaq stocks, NYDVOL
equals zero. |
NADVOL - The dollar volume of trading in month t-2 for stocks that trade on the Nasdagq.
Approximated as stock price at the end of month t-2 multiplied by share volume in month t-2.
For NYSE and AMEX stocks, NYDVOL equals zero.

YLD - The ratio of dividends in the previous fiscal year (Compustat item 21) to market

capitalization measured at calendar year end (Not in logs).




RET2-3 - Compounded gross retums for months t-3 and t-2.
RET4-6 - Compounded gross retums for months t-6 through t-4.
RET7-12 - Compounded gross returns for months t-12 through t-7.

SGROWTH - The growth in sales (Compustat item 12) over the previous five fiscal years (not in
logs).
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Table 1
Governance Provisions
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This table presents the percentage of firms with each provision between 1990 and 1998. The
data are drawn from the IRRC Corporate Takeover Defenses publications (Rosenbaum 1990,
1993, 1995, and 1998) and are supplemented by cata on state takeover legislation coded from
Pinnell (2000). See Appendix A for detailed information on each of these provisions. The

sample consists of all firms in the IRRC research universe except those with dual class stock.

Percentage of firms with
govemance provisions in

1990 1993 1995 1998
Antigreenmail 19.5 20.6 20.0 17.2
Blank Check 76.4 80.0 85.7 87.9
Business Combination 83.9 874 87.5 88.3
Bylaws 14.4 16.1 16.0 18.1
Charter 3.2 34 3.1 3.0
Classified Board 59.0 . 60.4 61.7 59.4
Compensation Plans 44.7 65.8 72.5 62.4
Contracts 16.4 15.2 12.7 11.7
Control-Share Cash-Out 4.1 3.7 3.6 3.2
Cumulative Voting 18.5 16.5 14.9 12.2
Directors’ Duties 10.3 11.0 10.9 10.1
Fuair Price 57.8 59.0 57.6 49.2
Golden Parachutes 53.1 55.5 55.1 56.6
Indemnification 40.9 39.6 38.7 244
Liability 72.3 69.1 65.6 46.8
Pension Parachutes 39 5.2 3.9 2.2
Poison Pill 53.9 57.4 56.6 553
Secret Ballot 2.9 9.5 12.2 9.4
Severance 13.4 5.5 10.3 11.7
Silver Parachutes 4.1 4.8 3.5 23
Special Meeting 245 29.9 31.9 34.5
Supermajority 38.8 39.6 385 34.1
Unequal Voting 24 2.0 1.9 1.9
Written Consent 244 29.2 32.0 33.1
Number of Firms 1357 1343 1373 1708
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Table 2
Distribution and Composition of the Governance Index
This table provides sample statistics on the distribution of G, the Governance Index, over time.
G is calculated from the 24 provisions listed in Table I as described in Section II. Appendix A
gives detailed information on each provision. We divide the sample into ten portfolios based
on the level of G and list the number of firms in each portfolio. ' The Shareholder Portfolio is
composed of all firms where G is 5 or smaller, and the Management Portfolio contains all

firms where G is 14 or greater.

1990 1993 1995 1998
Governance Index
Minimum 2 2 2 2
Mean 9.0 9.3 9.4 8.9
Median 9 9 - 9 9
Mode 10 9 9 10
Maximum 17 17 17 18
Standard Deviation 2.9 2.8 2.8 2.8
Number of Firms
G<5 (Shareholder Portfolio) 158 139 120 215
G=6 119 88 108 169
G=7 158 140 127 186
G=8 165 139 152 201
G=9 160 183 183 197
G=10 175 170 178 221
G=11 149 168 166 194
G=12 104 123 142 136
G=13 84 100 110 106
G=>14 (Management Portfolio) 85 93 87 83

Total 1357 1343 1373 1708
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Table 3

The Largest Firms in the Shareholder and

Management Portfolios in 1990

This table presents the firms having the largest market capitalizations at the end of 1990 of all
companies within the Shareholder Portfolio and the Management Portfolio. The Shareholder
Portfolio is composed of all firms where the Governance Index, G, is 5 or smaller, and the
Management Portfolio contains all firms where G is 14 or greater. The calculation of G is
described in Section II. The companies are listed in descending order of market capitalization.

1990 Shareholder Portfolio
State of 1990 Governance 1998 Governance
Incorporation Index Index
IBM New York 5- 6
Wal-Mart Delaware 5 5
Du Pont de Nemours Delaware 5 5
Pepsico North Carolina 4 3
American International Group Delaware 5 5
Southem Company Delaware 5 5
Hewlett Packard California 5 6
Berkshire Hathaway Delaware 3 -
Commonwealth Edison Iilinois 4 6
Texas Utilities Texas 2 4
1990 Management Portfolio
State of 1990 Governance 1998 Governance
Incorporation Index Index
GTE New York 14 13
Waste Management Delaware 15 13
General Re Delaware 14 16
Limited Inc Delaware 14 - 14
NCR Maryland 14 -
K Mart Michigan 14 10
United Telecommunications Kansas 14 -
Time Warner Delaware 14 13
Rorer Pennsylvania 16 -
Woolworth New York 14 13
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Table 4
1990 Financial Characteristics

This table gives descriptive statistics for the relationship of G with several financial and
accounting measures. Size is market capitalization in millions of dollars at the end of
July 1990. YLD equals the ratio of dividends (Compustat item 21) in fiscal year 1989 to
market capitalization on December 31, 1989. ( is the ratio of the market value of assets
to the book value of assets: the market value is calculated as the sum of the book value
of assets (item 6) and the market value of common stock less the book value of common
stock (item 60) and deferred taxes (item 74). The market value of equity is measured on
December 31, 1989, and the accounting variables are measured in fiscal year 1989. 5-
Year Return is the retum from August 1, 1985 through July 31, 1990. SGROWTH is the
five-year sales growth (item 12) from fiscal year 1984 through fiscal year 1989. The
first column gives the correlations for each of these variables with the Governance
Index, G, in September 1990. The calculation of G is deScribed in Section II. The
second and third columns give means for these same variables within the original (1990)
Shareholder and Management Portfolios. The Shareholder Portfolio is composed of all
firms where G is 5 or smaller, and the Management Portfolio contains all firms where G
is 14 or greater. The final column gives the difference of the two means with the ¢-
statistic for the test of equal means in parentheses. Significance at the five-percent and
one-percent levels is indicated by * and **, respectively.

Mean, Mean,
Correlation with G Shareholder Management Difference
Portfolio Portfolio
Q -0.04 1.77 1.47 0.30*
(2.109)
Size 0.01 $1,978.7 $1,784.7 194.0
(0.30)
YLD 0.03 4.20% 7.20% -3.00%
(-0.69)
5-Year Return -0.01 90.53% 85.41% 5.12%
(0.25)
SGROWTH -0.08** 62.74% 44.78% 17.96%

(1.83)
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Table §

Pooled Logit Regressions for Target Probability
This table presents the results of binary logit regressions where the dependent variable, Target,
equals 1 if a company was the target in a completed merger during the calendar year and 0
otherwise. The explanatory variables are G, the Governance Index, SIZE, and BM. The
calculation of G is described in Section II. G is lagged by one year, SIZE is market
capitalization in millions of dollars at the end of the previous calendar year, and BM is the log
of the ratio of book value (the sum of book common equity and deferred taxes) in the previous
fiscal year to size at the end of the previous calendar year. Asymptotic z-statistics are reported
in parentheses below the coefficients, and significance at the one-percent level is indicated by
*3%

- Target
G 0.01
(0.55)
SIZE -0.27%*
(-6.43)
BM -0.34%*
(-4.11)
Constant -1.98%*

(-7.07)
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Table 6
1990 and 1998 Industry Characteristics

This table summarizes the most prominent industries in the Shareholder and Management
Portfolios in September 1990 and December 1998, first by percentage of firms (Panel A) and then
by market capitalization as a percentage of the total portfolio size (Panel B). The Shareholder
Portfolio is composed of all firms where the Govemance Index, G, is 5 or smaller, and the
Management Portfolio contains all firms where G is 14 or greater. The calculation of G is
described in Section II. We match four-digit SIC codes to the 48 industries designated by Fama

and French (1997).
Panel A
Shareholder Portfolio Management Portfolio
1990 1998 1990 1998
Tradingg  11.1% ggfv‘f;s 10.7% | Trading; 14.6% Utilities: 9.0%
Utlites: ~~ 10.5% DCISCIORC 5 gor | Retail 11.0% Trading: 7.7%
Equipment:

Business 6 504 Regail 7.1% | Machinery:  7.3%  Retail: 6.4%

Services:

Insurance:  5.9%  Transportation:  6.6% gﬁﬁi‘gner 4.9%  Consumer Goods: 5.1%
Petroleum

Retail: 5.9%  Trading: 5.6% | & Natural 4.9%  Insurance: 5.1%
Gas:
Restaurants,
Hotels & 4.9%  Machinery: 5.1%
Motels:
Panel B

Shareholder Portfolio Management Portfolio
1990 1998 1990 ) 1998

Computers: 22.4% Retail: 18.6% Trading: 233%  Communications: 25.3%

Retail: 14.2% Banking: 13.9% Retail: 14.5%  Chemicals: 8.3%

Utilities: 12.8% Computers: 12.3% Other: 13.5%  Trading: 7.6%
Petroleum

Chemicals:  9.9%  Trading: 11.6% & Natural 10.0%  Banking: 6.5%
Gas:

ggggy& 9.9% Chemicals: 7.4% Insurance:  5.2%  Insurance: 6.3%
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Table 7

Performance-Evaluation Regressions for Governance Index Portfolio Returns
We estimate four-factor regressions (equation 1 from the text) of value-weighted monthly
returns for portfolios of firms sorted by G. The calculation of G is described in Section II.
The first row contains the results when we use the portfolio that buys the Shareholder
Portfolio (G<5) and sells short the Management Portfolio (G=14). The portfolios are reset in
September 1990, July 1993, July 1995, and February 1998, which are the months after new
data on G become available. The explanatory variables are RMRF, SMB, HML, and
Momentum. These variables are the returns to zero-investment portfolios designed to capture
market, size, book-to-market, and momentum effects, respectively. (Consult Fama and
French (1993) and Carhart (1997) on the construction of thes€ factors.) The sample period is
from September 1990 through December 1999. ¢-statistics are reported in parentheses and
significance at the five-percent and one-percent levels is indicated by * and **, respectively.

[0% RMRF SMB HML Momentum
Shareholder-Management 0.71%* -0.04 -0.22% ~0.55%* -0.01
(2.77) (-0.57) (-2.47) (-