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Abstract

This paper examines the role of large shareholders in monitoring managers when they
propose antitakeover charter amendments. We attempt to distinguish between two com-
peting hypotheses: the ‘‘active monitoring hypothesis’’ and the ‘‘passive voting hypothe-
sis.”” We find a statistically significant positive relation between institutional ownership
and the stockholder wealth effects of various types of amendments, after controlling for
ownership concentration among institutions, managerial ownership, and firm size. Our
empirical evidence lends support to the ‘‘active monitoring hypothesis’’ proposed by
Demsetz (1983) and Shleifer and Vishny (1986) that the existence of large shareholders
leads to better monitoring of managers.

. Introduction

Over the last four decades, there has been a significant growth in the share-
holdings of institutions. The SEC (1973) reports that their holdings of total out-
standing corporate stock increased from a mere 5 percent in 1945 to 24 percent in
1965. Jensen (1989) indicates that their holdings currently exceed 40 percent.
The dramatic increase in the ownership of these large investors has raised interest
in their role in monitoring managers. Demsetz (1983) and Shleifer and Vishny
(1986) argue that owners of large blocks of shares have greater incentives to
monitor managers. Jarrell and Poulsen (1987), in a similar vein, argue that so-
phisticated, well-informed shareholders such as institutions are likely to vote
more consistently in accordance with their economic interests than less informed
shareholders. We refer to this as the ‘‘active monitoring hypothesis.”” On the
other hand, it is often claimed that many large investors are passive voters (for a
discussion, see Pound (1988)). They either always vote with management, fol-
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low the “‘street rule’’ of abstaining from voting, or sell their shares to avoid
voting. This is henceforth referred to as the ‘‘passive voting hypothesis.”’

Monitoring of managers takes on special importance when antitakeover
charter amendments (atcas) are proposed. Atcas provide a rare opportunity to
assess the monitoring role of large shareholders, because they are subject to
shareholders’ approval. These amendments, also known as ‘‘shark repellents,”’
are frequently used to block hostile takeovers. There are five commonly observed
types of atcas. The first, a ‘‘supermajority voting’’ provision, increases the ma-
jority shareholder vote needed to approve a merger to between 66 and 95 percent,
thus giving a veto power to a minority of shareholders to block a merger. The
second, a ‘‘supermajority with board-out’’ clause, requires a supermajority to
approve a merger, but allows the board of directors to waive this requirement.
The third, a ‘‘fair price’’ provision, requires a bidder to offer a ‘‘fair price,”
defined either as the highest price paid by the bidder for any target shares it has
acquired, or as a price approved by the target board. Failure by the bidder to meet
this requirement triggers a supermajority voting provision. A fourth type of atca
is a “‘classified board’’ provision, which staggers the terms of service of the di-
rectors so that only a minority (such as a third) can be voted out of office in a
given year. A fifth type of atca is an ‘‘authorization to issue preferred stock,”’
which enables the directors to set the terms of special preferred stock (i.e., a
“‘poison pill’’) they can issue to defend against hostile takeover attempts.

In both the academic finance literature and in public policy debates, atca
proposals have generated considerable controversy. Linn and McConnell (1983)
take the position that the adoption of these amendments enables the management
of a firm faced with a hostile takeover bid to negotiate a ‘‘better deal’’ for their
shareholders. They interpret their empirical findings as supporting this ‘‘share-
holder welfare hypothesis.’’ On the other hand, DeAngelo and Rice (1983) argue
that atcas can be used by managers to make their jobs more secure by reducing
their exposure to hostile takeover attempts. They interpret their empirical find-
ings as providing support for this ‘‘managerial entrenchment hypothesis.”’ In ad-
dition, an atca proposal can signal an impending acquisition attempt as well as
greater managerial resistance to a hostile bid. Keown, MacDonald, and Pinker-
ton (1986) and Pound (1987) present mixed evidence of these signalling effects.
In view of these opposite effects, the finding of insignificant average changes in
stock prices around the announcements of atca proposals is difficult to interpret
and suggests that atca proposals may be driven by diverse motives.

The small magnitude of the average wealth effect leads Gilson (1986) to
suggest that atcas may not be effective takeover barriers. Malatesta and Walkling
(1988) argue that the small wealth effects of atcas may be due to the fact that
shareholders, after all, approve them.! This argument is consistent with the evi-
dence that takeover defenses that are not subject to shareholders’ approval result
in large decreases in shareholders’ wealth (see, e.g., Bradley and Wakeman
(1983), Dann and DeAngelo (1983), (1988), Malatesta and Walkling (1988),
and Ryngaert (1988)).

| These proposals rarely fail to receive stockholders’ approval. The Investor Responsibility Re-
search Center (IRRC) reports that in 1984, over 95 percent of the atca proposals of managers were
approved by stockholders.
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This study provides some evidence that pertains to recent controversies sur-
rounding the effects of antitakeover charter amendments (atcas) on shareholders’
wealth and the role of institutional ownership in monitoring managers. First, we
attempt to distinguish between two competing hypotheses about the monitoring
role of large shareholders: the ‘‘active monitoring hypothesis’’ and the *‘passive
voting hypothesis.’’ Second, we examine the relation between the wealth effects
of atca proposals and the equity ownership of managers.

We find that the shareholder wealth effects of atca proposals are positively
related to the proportion of equity owned by institutions. This finding holds for
various types of amendments after controlling for the concentration of institu-
tional ownership, managerial ownership, and firm size. The evidence supports
the active monitoring hypothesis. The findings on 5-percent blockholders also
are consistent with this hypothesis. Consistent with Jarrell and Poulsen (1987),
we do not find a significant relation between abnormal returns and the percentage
of managerial ownership.

The paper is organized as follows: Section II discusses issues and hy-
potheses; Section III reviews the previous literature; Section IV describes the
data and methology; Section V presents the tests of the hypotheses and discusses
their implications; and Section VI concludes the paper.

Il. Issues and Hypotheses

Antitakeover amendments potentially have two opposite effects on the
wealth of stockholders. First, by raising the barriers against takeovers, they in-
crease the required premium for a successful acquisition and thus increase the
potential gain to stockholders. Second, they reduce the likelihood of bids for the
firm and thus have a negative effect on stockholders’ wealth. The empirical evi-
dence on the effect of atcas on stockholders’ wealth is ambiguous. Linn and
McConnell (1983) and DeAngelo and Rice (1983) reach opposite conclusions
and call for further tests of the competing hypotheses.

The available evidence also is consistent with the conjecture that firms pro-
posing atcas can be seen as belonging to two groups: one, whose proposals are
driven by stockholder welfare motives; and another, whose proposals are driven
by managerial entrenchment motives. The atca proposals of the first group may
have a positive effect on stockholders’ wealth, while those of the second group
may have a negative effect. When one lumps the two groups together, the aver-
age effect becomes insignificant. But this does not imply that these proposals
have unimportant effects on shareholders’ wealth.

When managers of a firm propose an atca, investors analyze its probable
effects and their evaluation is reflected in the adjustment of stock prices. Large
investors have more at stake in the firm and, therefore, have more to lose or gain
if an atca is adopted. Hence, their optimal monitoring expenses and, therefore,
the probability of uncovering the intended use of the atca, will be greater.2 Obvi-
ously, the larger the fraction of equity owned by large investors, 0, the more
influential will be their vote. Consequently, rational managers are less likely to

2 Casual evidence of monitoring by institutions and other large shareholders abounds. In a cover
story, Business Week (May 18, 1987) highlights several recent instances of such monitoring.
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propose an atca harmful to stockholders when 0 is larger.3 Thus, the active moni-
toring hypothesis implies that the stockholder wealth effects of atca proposals
will be more favorable the larger the 6.4 On the other hand, the passive voting
hypothesis implies no relation between these variables. This is the first issue we
examine.

Second, we examine the incentives of managers to propose these amend-
ments. A hostile takeover of the firm is often associated with the replacement of
the top management team. If managers lose their jobs, they not only lose their
firm-specific human capital, but also are likely to suffer a downward revaluation
of their general human capital. The larger the fraction of equity owned by man-
agers (o), the greater is their influence on the outcome of an atca proposal as well
as on the outcome of any hostile bid for the firm. Brickley, Lease, and Smith
(1988) argue that the larger the o, the more likely are managers to propose
amendments that protect their jobs but reduce shareholders’ wealth. Human capi-
tal, however, is not the only component of managers’ wealth that is affected by
such an atca. Given the substantial premiums that target stockholders receive in
takeover bids, the larger the stock ownership of managers, the greater is the in-
crease in this component of their wealth in a successful bid. Thus, managers face
a personal wealth trade-off. Managers’ optimal choice of the atca type depends
upon the relative magnitudes of the opposing effects on the human capital and the
equity ownership components of their total wealth. Since both effects are likely
to vary cross-sectionally, the relation between managers’ a and changes in stock-
holders’ wealth is an empirical issue.

Ill.  Previous Literature

The available empirical evidence on the monitoring role of institutions is
mixed. Brickley, Lease, and Smith (1988) find that when firms propose atcas that
have a negative effect on shareholders’ wealth, there is a positive relation be-
tween the percentage ownership of institutions and the proportion of shareholders
voting against these proposals. Jarrell and Poulsen (1987) report that firms pro-
posing the more harmful types of amendments (i.e., non-fair-price) have lower
institutional holdings. These findings are consistent with the ‘‘active monitoring
hypothesis.’” Pound (1988) finds that the probability of the dissident winning a
proxy contest is negatively related to the proportional ownership of institutions,
which is consistent with the ‘‘passive voting hypothesis.’’

Both Brickley, Lease, and Smith (1988) and Jarrell and Poulsen (1987)
look, in passing, at the relation between institutional ownership and the share-
holder wealth effects of atcas. Brickley, Lease, and Smith focus on explaining
the patterns of shareholder voting on these proposals, while we concentrate on
explaining their wealth effects. They mention that institutional ownership is
lower in firms that experience negative abnormal returns around atca proposals,

3 IRRC reports that some companies employ proxy solicitation firms to assess the voting out-
come of a proposed amendment before proposing it to shareholders.

4 One can argue that investors can anticipate the actions of managers when 6 is observable;
however, their actions may not be perfectly anticipated because, as we discuss next, managers face a
trade-off in proposing an atca. To the extent that investors can correctly infer managerial motives by
observing 6, the odds of finding a positive relation are lower.



