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ABSTRACT 

Despite a great deal of interest by institutional investors and others in the issue of 

corporate governance, there is surprisingly little empirical evidence linking governance 

practices with firm performance. This dissertation examines the link between corporate 

governance practices and firm performance, acknowledging the endogenous nature of the 

relationship. I begin by defining corporate governance as a set of constraints and 

incentives on managers and shareholders bargaining to determine how the value of the 

firm will be allocated. In chapter one, I examine an unbalanced panel of 1,721 firms 

from 1980 to 1995, which includes each firm's charter and bylaw provisions, existence of 

a poison pill, applicable state anti-takeover laws, and board composition data, combined 

with financial data firom CRSP and Compustat This chapter provides the stylized facts 

about corporate governance today and details how govemance practices have evolved 

over time. It also provides an explanation as to why shareholders would be willing to 

adopt govemance provisions that have the potential to constrain their future allocations of 

firm value. I document that firms adopting govemance provisions requiring shareholder 

approval tend to out perform benchmaric portfolios prior to adoption and firms adopting 

poison pills imder perform benchmaik portfolios prior to adoption. I find that firms tend 

to under-perform benchmaiic portfolios following the adoption of govemance provisions 

that are potentially harmful to shareholders. I find no relationship between CEO age, 

tenure, or compensation surrounding govemance changes. In chapter two, I investigate 

the relationship between corporate govemance practices and firm performance by 

examining firms where the constraints imposed by the govemance system are most likely 
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to be binding, Le.. firms that have experienced significant declines in quarterly operating 

performance. My results suggest that firms covered by fair price charter amendments 

and/or state control share acquisition statutes take longer to recover fix>m declines in 

operating performance. I also examine firms with significant negative shocks in 

quarterly earnings, and find the persistence of these shocks is greater in firms covered by 

a freeze out statute and the persistence is lower in firms covered by cash out statutes, 

findings consistent with some governance features constraining shareholder value. 
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Chapter One 

Corporate Governance Practices and Firm Performance: 
An Examination of an Endogenous Relationship 

1.1. Introduction 

Despite a great deal of interest by institutional investors and others in the area of 

corporate governance, there is surprisingly little empirical evidence linking firm 

performance with governance practices. In this paper I take a fi-esh look at the effect of 

firm performance on corporate governance practices, acknowledging the endogenous 

nature of this relationship. An understanding of corporate governance requires 

knowledge of the interrelationships among governance practices. To this end, I examine a 

panel of 1,721 large U.S. firms tracked by the Investor Responsibility Research Center. 

This panel spans 1980 - 1995 and contains information on each firm's charter and bylaw 

provisions, existence of a poison pill, other governance features ie.g. cumulative voting, 

confidential voting, golden parachutes), applicable state anti-takeover laws, and board 

composition data', combined with performance and accoimting data firom CRSP and 

Compustat. 

This paper has three main objectives. First, it provides a workable definition of 

corporate governance that can be used to structure empirical analysis. I begin by defining 

corporate governance as a set of constraints on managers and shareholders as th^ 

bargain to determine how the value of the firm will be allocated. Since the value of the 

firm's shares represents the present value of the shareholder's allocation of firm value. 
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under this definition corporate governance can be thought of as a set of constraints 

imposed on firm performance. Within the context of this definition, I contend that 

corporate governance practices will have the largest observable effects on firm 

performance when these constraints become binding. 

Second, I identify stylized facts about corporate governance and detail how 

govemance practices have evolved over time.^ For example, by 1995, over 72% of the 

firms in my sample had implemented at least one charter amendment that potentially 

could constrain shareholder wealth. Within this subset, the average number of charter 

amendments adopted was 2.54 per firm. Likewise, by 1995 over 53% of the firms in my 

sample had adopted poison pills. Additionally, over 53% of firms in my sample in 1995 

have golden parachutes in place for top management, while less than 12% have adopted a 

policy of confidential voting and less than 15% have adopted a policy allowing for 

cumulative voting. Furthermore, I document that multiple govemance provisions that 

potentially could harm shareholders exist in a large number of sample firms. Many of 

these govemance provisions are redundant Therefore, the adoption or removal of 

individual govemance practices may have little impact on firm performance, if they do 

not change the nature of the constraints on future shareholder bargaining. 

Finally I examine the endogenous relationship between corporate govemance 

practices and long-term performance. I argue that changes in the govemance practices of 

firms are often the result of a bargaining process between managers and shareholders, and 

' Board composition data begin in 1987 and classify directors as either inside or outside directors. There is 
no "gray" classification for the entire panel. 
- See E>anielson and Karpoff (1998) for a similar analysis on a smaller sample. 
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that the bargaining strength of the manager is a function of prior firm performance. I 

examine long-term performance measures surrounding governance changes and 

document that firms adopting governance changes requiring a shareholder vote 

significantly outperform benchmaric portfolios for the one, two, three and five years prior 

to adoption. Likewise I document that firms adopting a poison pill which does not 

require a shareholder vote significantly under-perfbrm benchmark portfolios for the one, 

two, three and five years prior to adoption. Furthemiore, firms that adopt govemance 

changes that are potentially harmfiil to shareholders tend to imder-perfonn benchmaric 

portfolios for one, two, three, and five year periods following adoption, a result 

consistent with the CEO initiating govemance changes prior to declines in firm 

performance. I find no apparent relationship between the govemance changes and the 

CEOs' age, tenure, or measures of CEO compensation. 

The paper is organized as follows: Section 1.2 provides the motivation for this 

paper and an overview of the current literature; Section 1.3 details the data used in the 

analysis and provides some descriptive statistics; Section 1.4 presents stylized facts about 

govemance practices in the panel; Section 1.5 examines long-term performance 

surrounding govemance changes; and Section 1.6 provides an analysis of CEO age and 

tenure surrounding govemance changes while section 1.7 details various CEO 

compensation measures. Finally, section 1.8 summarizes my concliisions. 

1 .̂ Motivation and Overview of the Current Literature 

Recently there has been a great deal of interest by institutional investors and 

others in the area of corporate govemance. The increased role of indexing has led many 
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institutions to become active in tiying to influence the corporate governance policies of 

the firms in their portfolio. In fact, many institutions, such as the Teachers Insurance 

Annuity Association - College Retirement Equities Fimd (TIAA-CREF) and the 

California Public Employee's Retirement System (CaLPERs), have published guidelines 

on "good" corporate governance practices. Additionally, many institutional investors 

have invested time and other resources in efforts to influence the corporate governance 

practices of firms. This activity appears to be based upon the belief that govemance 

practices influence subsequent firm performance,^ although there is actually surprisingly 

little evidence linking govemance practices with subsequent firm performance. Before 

we can identify how firm performance relates to govemance, it is necessary to 

operationalize corporate govemance. In the spirit of Zingales (1997), I define corporate 

govemance as the set of constraints on managers and shareholders as they bargain for the 

distribution of firm value. This definition is crafted specifically to focus on the 

relationship between managers, shareholders, and the board of directors, to the exclusion 

of other stakeholders. 

In developing a definition of corporate govemance, I begin with a corporation that 

has various stakeholders, each with differing objectives. Typically, the initial contracts 

do not fully allocate all of the firm value and thus stakeholders must bargain for the 

residual value. Because the corporation is infinitely lived, the bargaining process is 

essentially an infinite multi-period game between tbe stakeholders. As such, each 

stakeholder's objective is to maximize the present value of her allocation of the expected 

 ̂See Biggs (1996). 
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future value of the firm. In this regard, the stakeholders will concern themselves not only 

with the present allocation of firm value, but also with their bargaining power in future 

allocation decisions. Therefore, the various stakeholders bargain not only for the 

allocation of firm value, but also for constraints on the future bargaining power of the 

other stakeholders. 

The board of directors plays an important role in the bargaining process between 

stakeholders. It is important to imderstand that the objectives of the board of directors are 

not identical to those of shareholders, and hence the board should not be considered 

merely an extension of the shareholders or management. The role cast for the board of 

directors is as an arbitrator in the bargaining process for finn value. Since the board of 

directors acts as the arbitrator for the allocation of firm value, other stakeholders will 

bargain to determine the composition of the board. 

1 view the governance structure of a firm as a continuum of constraints on 

managers and shareholders. In what many institutional investors, such as TIAA-CREF, 

might consider as "good" governance, the majority of the constraints imposed by the 

governance system fall upon the CEO. As the CEO is successful at bargaining for 

governance changes, the constraints on the CEO are relaxed, while the constraints on the 

shareholders are tightened. 

This definition of corporate governance is appealing along several dimensions. 

First, we typically don't think of corporate governance as being relevant in the normal 

day to day operations of the firm, but relevant only during extraordinary circumstances 

and events. Viewing corporate governance as a set of constraints is naturally appealing 
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in this regard. During normal day-to-day operations, the constraints imposed by the 

corporate governance system are not likely to be binding. However, during extraordinary 

events, the constraints may become binding and the governance system become relevant. 

In fact, executives at TIAA-CREF refer to corporate governance as "the safety net we 

look to when things go wrong." Second, since the various stakeholders bargain not only 

for the allocation of firm value, but also for constraints on the future bargaining power of 

other stakeholders, this definition allows for an explanation of how corporate govemance 

systems evolve over time within firms and differ among firms. 

With this definition of corporate govemance, and the implicit assxraiption that 

shareholders gain utility only through the retum on their shares, firm performance 

becomes equivalent to the shareholder's allocation of firm value. It is less clear, however, 

how firm performance can affect the govemance system of a firm. Akin to Hermalin and 

Weisbach (1998), I view management's bargaining strength in the allocation of firm value 

as a fimction of both management tenure and prior firm performance. Hence good 

performance will add to the bargaining strength of managers, who in turn might choose to 

use this strength to add new constraints on the fiiture allocations of firm value. 

The previous literature has typically examined the govemance - performance 

relationship entirely fix)m a shareholder wealth perspective.^ Essentially, these studies 

examine changes in shareholder wealth surrounding changes in govemance practices. 

* There is an extensive literature examining wealth effects surrounding the initiating of governance 
changes. See for example: £>odd and Leftwich (1980)JDeAngelo and Rice (1983), Linn and McConnel 
(1983), Bhagat and Brickly (1984), Jarrell and Poulsen (1987), Malatesta and WaUding (1988), and 
Comment and Schwert (1^5). There is also a bo<fy of literature examining wealth effects surrounding 
actions by activist instimtional investors. See for example: KarpofE  ̂Malatesta, and WaDding (1996), 
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The popular view is that CEOs force upon shareholders various governance changes that 

serve to protect and entrench management by constraining the power of shareholders. 

This view, however, ignores the fact that many of these governance changes require 

shareholder approval to be implemented. To the extent that governance changes are 

wealth decreasing to shareholders, under the popular view shareholders would be acting 

irrationally in voting with management on such proposals. In exanuning the performance 

- govemance relationship, the question I seek to answer in this paper is: Why do 

shareholders agree to adopt govemance changes that could potentially harm them? 

Conventional wisdom argues that proxy voting is an ineffective tool to monitor 

management, since shareholders almost always vote with management. In partial support 

of this hypothesis, I examined the instances of failed or withdrawn management 

proposals in my sample. I find that less than one-tenth of one percent of all management 

proposals either fail or are withdrawn. The conventional wisdom, however, fails to 

consider the possibility of a failed or withdrawn proposal being costly to management I 

contend that managers will hesitate to initiate govemance changes requiring a 

shareholder vote when the probability of failure is non-trivial. 

A potential explanation for why shareholders would agree to adopt potentially 

harmful changes can be inferred fix>m the woric of Hermalin and Weisbach (1998), who 

develop a model to explain how the CEO can influence the nomination process and hence 

the composition of the board of directors. In their model, the CEO's power to bargain for 

board composition comes fix>m his perceived ability. The intuition firom the Hermalin 

Smith (1996), Wahal (1996), Strickland, WQes, and Zenner (1996), and Carleton, Nelson, and Weisbach 
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and Weisbach model can be extended to a bargaining model between the CEO and 

shareholders. The CEO and shareholders will bargain not only for the allocation of firm 

value, but also for constraints on the shareholders' future bargaining power, where the 

bargaining position of the CEO is a function of the shareholders' confidence in the CEO's 

ability as proxied for by prior firm performance. 

To the extent that CEOs have a larger portion of firm-specific himian and 

financial capital and the shareholders' capital is reasonably diversified, it follows that the 

value the CEO derives firom a governance change can be greater than the aggregate cost 

to the shareholders of implementing this change.^ If the cost of a governance change to 

shareholders equals the benefit derived fix)m the CEO, then there is no room for 

bargaining. However, if the value to the CEO exceeds the cost to the shareholders, then 

CEOs and shareholders have room to bargain for governance changes. Higher ability 

CEOs are more likely to be able to convince shareholders to adopt governance changes 

since the probability of the governance change resulting in a binding constraint on 

shareholders is lower thus decreasing the cost to shareholders of adopting the change. 

13. The Data 

I examine an unbalanced panel of 1,721 firms firom 1980 to 1995, a total of 

22,776 firm year observations, which contains the provisions fi-om the firm's charter and 

bylaws, information about the adoption of poison pills (shareholder's rights plans) and 

other governance features (i.e. cumulative voting, confidential voting, golden parachutes, 

reincorporating, opting out of state anti-takeover laws, etc.), information regarding the 

(1998). 



18 

applicable laws &om the state of incorporation, and information detailing the composition 

of the board of directors. I combine these governance data with performance and 

accounting data from CRSP and Compustat. The governance features of each firm in the 

sample were tracked by the Investor Responsibility Research Center. The firms selected 

by the IRRC, and hence my sample firms, tend to be large widely held companies. Table 

I.I provides descriptive statistics on the number and size of the sample firms from 1980 

to 1995. 

Details of the firms' charter provisions, adoption of shareholder rights plans, and 

other governance features come from a series of books published by the Investor 

Responsibility Research Center (IRRC) entitled Corporate Takeover Defenses. Each 

volume of Corporate Takeover Defenses contains detailed information on the governance 

practices of 1500 firms. Voliraies from 1989, 1990, 1993, and 1995 were used to 

construct the sample in this paper. The 1,721 firms in this sample result from the 

intersection of the U.S. firms included in the IRRC volumes and the firms contained in 

the Center for Research m Security Prices (CRSP) and Standard and Poor's Compustat 

databases. 

The IRRC data provide a snapshot of each firms' governance practices as of June 

30*** of the year of the particular volume. In most cases, the IRRC provides the year in 

which individual governance features were adopted. In many of the cases, where the 

adoption year is absent, it was possible to determine a range of years when a governance 

feature was in place by comparing the firm's governance features across volumes. In 

 ̂This is the basic principle behind insurance. 
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Other cases, proxy statements are used to identify missing years of adoption. Overall, I 

have been able to identify over 90 percent of the adoption years for charter and bylaw 

provisions. In instances where I have not identified the year of adoption, the most likely 

reason is that the provision was included either in the articles of incorporation or re

incorporation. 

Each IRRC volimie also provides data on 16 other governance features that may 

not necessarily be part of the firms' charter or bylaws. These features include the 

adoption of confidential voting, cimiulative voting, golden parachutes, and any re

incorporation or action to opt out of state anti-takeover laws. The IRRC also includes the 

existence of and any action regarding poison pills (shareholder rights plans). 

Board composition data are collected from a series of CD-ROMs published by 

Disclosure Incorporated. These data begin in 1987, and are limited to classifying 

directors as either insiders or outsiders. The classification does not include a category for 

"gray" directors.^ I classify directors based upon the title provided on the Disclosure 

CD-ROMs. 

CEO age, tenure and compensation data are collected from the Forbes annual 

CEO compensation issues. The data for 1980 to 1988 are firom Murphy's (1990) dataset, 

while data for 1989 to 1995 were gathered directly from Forbes. The panel contains the 

CEO's age, tenure as CEO, tenure with the firm, salary, bonus, stock gains, other 

compensation, and stock ownership. The Forbes data covers 10,396 (45.6%) of the 

22,776 observations in the fidl panel. 
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Information regarding the applicable laws from the state of incorporation comes 

from two separate books published by the IRRC. The first State Takeover Laws: A State 

by State Guide, provides detailed information on eight different types of takeover laws 

and a detailed description of the provisions from each state as well as the date that each 

law went into effect. The second. Corporate Governance State by State: A Guide to 

Selected Statutes presents information on 11 separate issues in corporate law. Six of 

these issues are tracked in my database. Although this guide provides the current status 

of corporate law, it does not provide the effective dates for the statutes, so I review the 

aimotated statutes of each state to determine the effective years for each statute. 

Determination of the actual governance features of a firm requires detailed 

information on the firm's charter and bylaw provisions, combined with information firom 

the statutes of the state of incorporation. For example, the shareholders of a firm 

incorporated in Delaware caimot cumulate their votes for directors unless the firm's 

charter specifically allows for cumulative voting, while shareholders of firms 

incorporated in Pennsylvania are allowed to cumulate their votes unless the firm's charter 

specifically denies cumulative voting.^ Likewise, a Delaware firm will not have a 

ft mmm* 

classified board unless the firms bylaws or charter provide otherwise. Therefore, if you 

are interested in classified boards or cimiulative voting as a governance feature, 

examining the firm's charter or bylaws is insufBcient to determine the governance 

features of the firm. 

 ̂A gray director is usually defined as a director \^o is not an employee of the firm, but who has a 
significant business relationship with the fiim. 
 ̂Delaware Code Ann. Title 8 Section 214 (1991) and 15 PA Cons. Statutes Ann. Sect 1758c (1995). 
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My database tracks a total of 13 separate provisions from the firms' charters, nine 

separate bylaw provisions, six different classes of state takeover laws and six separate 

features of state corporate law.' A glossary of governance provisions is provided in 

appendix A to explain each of the governance features in my database. 

1.4. Cross Sectional Analysis of Governance Practices 

In 1995, of 1,403 firms in my sample, 1,074 (76.6%) have adopted one or more 

charter amendments, 300 (21.4%) have adopted one or more bylaw provisions, 746 

(53.2%) had poison pills in place, while 1,318 (93.9%) were covered by at least one state 

anti-takeover law. For comparison, in 1980 of 1,138 firms in my sample, only 103 

(9.1%) had adopted one or more charter amendments, 20 (1.8%) had adopted one or more 

bylaws provisions, and no firms had poison pills in place or were covered by any state 

anti-takeover laws. This trend may be important, since governance practices have the 

potential to constrain shareholder wealth.'"*" 

I divide governance practices into three categories: governance features, charter 

amendments, and state anti-takeover laws. The first category, governance features, is 

essentially a catch-all category that contains features that are determined through a 

combination of state law, charter amendments, bylaw provisions, and other actions by the 

* Delaware Code Ann. Title 8 Section 141(d) (1991) 
' One particular charter provision, the ability to issue so called "blank check preferred stock," is tracked in 
my database, however it is often difScult to determine the effective year of this particular type of provision. 
This is a very common provision that is generally included within the initial articles of incorporation. 

The following types of charter and bylaw provisions were considered in this analysis: antigreenmail, 
classified board, dual class common stock, elimination of cumulative voting, &ir price, limited ability to 
amend bylaws or charter, limited action by written consent, limited ability to call special meetings, 
consideration of non-financial effects of mergers, supermajority to approve mergers, and unequal voting 
rights. 
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board of directors. For example in 1980, 53.9 percent of firms limit the ability of 

shareholders to call special meetings. This high percentage is the result of many state 

incorporation codes that do not provide this right to shareholders. By 1995, 69.6 percent 

of firms limited the shareholders ability to call special meetings, an increase primarily 

resulting firom changes to the firms' charters and bylaws. The second category, charter 

amendments, represents provisions that are essentially independent of the statutes of the 

state of incorporation. Finally, the state anti-takeover laws category represents the 

percentage of firms incorporated in states with anti-takeover statutes that have not elected 

to "opt out" of the state law coverage. 

Tables 1.2 through 1.5 contain a cross-sectional and contemporaneous analysis of 

the governance practices of sample firms. There are three key points firom these tables. 

First, there is a high degree of potential redundancy in the governance practices of firms. 

For example, 11 percent of firms already covered by a fair price statute choose to add a 

fair price provision to their charters, and 8.8 percent of firms already covered by a 

directors duties statute choose to add a non-financial effects of merger provision to their 

charters. Overall, 37.8 percent of firms covered by a fair statute, and 7.7 percent of firms 

covered by a director's duty statute have redimdant provisions in their charters. This 

potential redimdancy may influence the results of empirical studies that examine the 

adoption or removal of governance features. To the extent that governance features are 

redundant, their adoption or removal will not change the constraints imposed on 

shareholders, and hence should have little impact on firm performance and stock price. 

" The foUowing types of state anti-takeover laws were considered in this analysis: Cash out, control share 



23 

The second point focuses on the pattern of governance changes. There is a 

definite clustering in the adoption of governance features within firms. Firms typically 

adopt multiple changes in the same year. There is also a pronounced ordering in some 

adoptions, with firms adopting provisions limiting the shareholders ability to amend the 

bylaws and charter only after a host of anti-takeover provisions have already been 

adopted. 

Finally, there is a noticeable trend toward govemance features relating to, or 

empowering, the boards of directors. Most state anti-takeover laws provide enormous 

power to the boards of directors to regect unfiriendly acquisitions. Poison pills and non-

financial effects of merger provisions also add significant power to the boards, and the 

increase in classified boards and the decrease in cumulative voting can make it more 

difficult for shareholders to change the composition of the board in a timely manner, hi 

1995, over 97 percent of sample firms were covered by at least one govemance provision 

whose effect is contingent on a vote fix)m the board of directors.'̂  Therefore, I contend 

that the single most important govemance variable is likely to be the composition of the 

board of directors, and that the impact of many other govemance provisions must be 

conditioned on board composition. 

1.5. Long-Term Performance Surroimding Govemance Changes 

One, two, three, and five year size / Maricet to book adjusted holding period 

returns (HPR) are calculated by compounding monthly returns using the methodology 

acquisition, directors duties, &eeze out, &ir price, and profit recapture statutes. 
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suggested by Barber, Lyon, and Tsai (1999). The size / maricet-to-book adjusted returns 

represent the HPR for a specific firm minus the return on the size decile portfolio further 

divided into MTB quintile portfolios.'̂  Statistical significance for the means is 

determined using the bootstrapped T-Statistic as suggested by Barber, Lyon, and Tsai 

(1999), due to the distributional properties of these long term HPRs, standard T-test are 

invalid for testing the significance of the means.Additionally, the skewness of the HPR 

distributions would suggest that the median is a superior measure of central tendency in 

conducting an analysis of long tenn HPRs. Significance on the medians is determined 

using Wilcoxon sign-rank tests. As an added test of significance, the confidence interval 

approach suggested by Efon and Tibshirani (1993) and implemented by Elliott and Suay 

(1999) is used to determine significance of both the means and medians.'̂  

Table 1.6 provides the adjusted holding period returns for the one, three, and five 

year periods preceding various governance changes. In examining the medians, 

significantly negative adjusted HPRs are found prior to the adoption of golden 

parachutes, poison pills, confidential voting and cumulative voting. The confidential and 

cimiulative voting results may be an artifact of institutional activism. Both confidential 

and cumulative voting were popular issues targeted by institutional investors in the early 

1990s, and institutional investors use of prior performance as a selection criteria for 

Here I consider Poison Pills, non-financial effects of merger provisions, cash out statutes, control share 
acquisition statutes, director's duties statutes, &ir price provisions and statutes, freeze out statutes, and 
profit recapture statutes. 

 ̂ Analysis was also performed (not reported) using size deciles portfolios, MTB decile portfolios, and 
industry portfolios to calculated excess returns. These results do not differ significantly from those 
reports! using the combined Size / MTB portfolios. 

A Kolmogorov D statistic was calculated to test for normality of the distributions. In all cases where N 
exceeded SO, I was able to rqect normality. 
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targeting might explain these results.'̂  It is also noteworthy that golden parachutes and 

poison pills are the only two governance features examined that either do not require a 

shareholder vote or may be repealed through a shareholder vote. 

Also from table 1.6, the median adjusted HPRs for many of the new charter / 

bylaw changes appear to be positive. In fact, joint tests on the HPRs for charter / bylaw 

changes show the medians to be significantly positive for the one, three, and five years 

prior to adoption. This result is important since charter amendments always require a 

vote of the shareholders and bylaws are either approved by shareholders or subject to 

fixture revision / retraction by shareholders. These results suggest that CEOs tend initiate 

changes in governance practices requiring shareholder approval after a period of above 

average performance. 

Table 1.7 provides details of the adjusted HPRs for the one, three, and five year 

periods following various governance changes. Overall, the trend in the median adjusted 

HPRs appears to be negative. A joint test on 12 of the 16 types of govemance changes 

from table 1.7 shows significant under-performance, as measured by the median HPRs, 

for the one, three and five year period following adoption.'̂  These results suggest that 

CEOs may time their initiation of govemance changes to occur prior to downturn in 

performance, while their bargaining strength remains relatively high. 

For a detailed expianatioii of the methodology used in this approach see Elliott and Suay (1999). 
" See Wahal( 1996). 

Excluded from this analysis was the addition of confidential and cumulative voting since these measures 
would seem to empower shareholders. Also excluded were antigreenmail provisions and golden parachutes 
since the effects of the provisions on shareholders is unclear. 
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Although it appears that fiims initiating charter or bylaw changes outperform 

benchmark portfolios prior to adoption, it is unclear whether these results will differ 

based upon whether the change is in the form of a charter amend or bylaw provision. The 

process of amending the charter differs materially fix>m the process used to change the 

bylaws. An amendment to the firm's charter is initiated by the board of directors, and 

approved by a vote of the shareholders, whereas a bylaw may be initiated by either the 

shareholders of the board of directors. In 42 of the 50 states, boards of directors are 

empowered to amend the bylaws without a shareholder vote.'® In the remaining eight 

states, seven allow for a provision in the bylaws or charter that allows the board to amend 

the bylaws. Regardless of whether the board has the power to amend the bylaws, the 

shareholders typically have the ability to modify or rescind the board's amendments. 

Since charter amendments caimot be changed, once adopted, without the approval 

of the board of directors, it is reasonable to expect that the CEOs would prefer charter 

amendments to similar bylaw provisions. If this is the case, then one might expect it to 

be more difficult to adopt a change in the charter and for the CEOs with the higher 

perceived ability to initiate charter amendments over bylaw provisions. To examine this 

hypothesis, I analyze the differences in the adjvisted HPRs surroimding the adoption of 

five common types of bylaw and charter changes. The results of this analysis, provided 

in table 1.8, fail to support the hypothesis that firms adopting charter amendments 

perform better than those adopting similar kinds of bylaw provisions do. The results do 

" The states not pennitting the board to amend the bylaws without a prior provision in the charter or 
bylaws so pennitting are Delaware, Maryland, Massachusetts, Missouri, New York, Oklahoma, and 
Pennsylvania. The state of Ohio forbids the practice without allowing fimns to "opt in." 
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suggest, however, that firms adopting charter amendments tend to under-perform 

following adoption. 

Table 1.9 contains an examination of accounting performance measures. I 

examine the median change in operating income, operating income to sales, and 

operating income to assets between the two years before and the two years after 

governance changes." The only large negative change in operating performance 

precedes the adoption of charter amendments that limit the shareholders' ability to amend 

the charter. In table 1.10, 1 examine median changes in capital expenditures, 

undistributed cash flow, and divestitures surrounding governance changes^". Overall, the 

change in asset sales appears to be the largest with an increase following the adoption of 

many different governance provisions. 

1.6. CEO AGE and Tenure Sorroimding Governance Changes 

To the extent that a CEO's reputation, and hence his bargaining strength, might be 

related to his tenure, I analyze the distribution of the CEO's tenure both at the position of 

CEO and with the firm. The results fix)m this analysis are provided in table 1.11. Does 

CEO tenure affect the initiation of governance changes? If the CEO's tenure were 

positively correlated with his bargaining strength, then I would expect to find a smaller 

number of govemance changes initiated in firms with newer CEOs. 

To test this hypothesis, I first calculate the lower decile and quartile cutoffs of 

CEO tenure for the entire sample. I then calculate the percentage of firms with a 

govemance change where the CEO's tenure is less than or equal to the value of the lower 

These variables were suggested by Kaplan (1989). 
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decile (qiiartile) from the entire sample. Finally, I perform, but do not report, a series of 

binomial tests to compare this percentage to the percentage of low tenure CEOs from the 

entire sample. These tests use both tenure as CEO and tenure with the firm. Binomial 

tests for each type of governance change individual, as well as a joint test across 

governance changes, fails to support the hypothesis that CEO tenure is related to the 

likelihood of the initiation of governance changes. 

The present value that a CEO derives from a govemance change is a function of 

the number of years the CEO remains as CEO. The longer the CEO is in power, the 

higher the expected value to the CEO of a govemance feature that constrains 

shareholders. Since the expected value of a govemance change should be lower in older 

CEOs, who are closer to retirement, I expect to find fewer govemance changes initiated 

in firms with older CEOs. I exanune the distribution of CEO age during the initiation of 

govemance changes in table 1.12. To test the hypothesis that older CEOs initiate fewer 

govemance changes, I calculate the upper decile and quartile values of the CEO age for 

the entire sample and then calculate the percentage of firms that initiate a govemance 

change, where the CEO's age is greater than or equal to the upper decile or quartile values 

for the entire sample. Finally, 1 perform, but do not report, a series of binomial tests to 

compare this percentage to the percentage from the entire sample. The binomial tests for 

each type of govemance change individual, as well as a joint test across govemance 

changes, fail to support the hypothesis that older CEOs are less likely to initiate 

govemance changes. 

^Ibid 
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1.7. CEO Compensation Measures 

There are several reasons to expect that the initiation of governance changes may 

be related to CEO compensation. First, if governance changes are the result of a 

bargaining process between the CEO and shareholders, then the CEO may substitute a 

portion of his current compensation in exchange for the initiation of a governance 

change. Second, if these governance provisions entrench management, we expect to see 

an increase in compensation following the initiation of govemance changes. 

Table 1.13 shows the percentage change in total CEO compensation surroimding 

governance changes. Total CEO compensation comes from the Forbes' compensation 

surveys and is defined as salary + bonus + other compensation + stock gains. In a joint 

test across govemance changes, the mean change in total compensation varies from 34.0 

to 40.1 percent and the median change varies between 10.9 and 13.2 percent for the years 

surrounding the govemance change. 

In table 1.14 I examine CEO pay for performance surrounding govemance 

changes. CEO pay for performance in the ratio of total CEO compensation to the 

increase in shareholder wealth. As shown in table 14, CEO pay for performance reflects 

the amount of total CEO compensation for every $1000 increase in shareholder wealth. 

In a joint test across govemance changes, the median pay for performance declines form 

$1.65 per $1000 the year prior to govemance changes to $1.26 in the year following 

govemance changes. 
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Table 1.15 examines CEO pay for perfomiance sensitivity. CEO pay-for-

perfomiance sensitivity (see Jensen and Murphy (1990)) measures the dollar change in 

CEO compensation per $1000 increase in shareholder wealth. In a joint test across 

governance changes, I document the median pay for performance sensitivity increase in 

the year that govemance changes are initiated. 

Overall, these results are inconsistent with the notion that CEOs forgo current 

compensation in exchange for the initiation of govemance changes. Also CEOs do not 

extract higher compensation following the adoption of govemance changes. 

1.8. Summary and Conclusions 

I define corporate govemance as a set of constraints on managers and 

shareholders as they bargain to determine how the value of the firm is to be allocated, 

providing a fi'ameworic to understand how govemance practices differ across firms and 

evolve over time. I find that virtually all sample firms in 1995 were covered by a least 

one govemance provision or statute that potentially could constrain shareholder wealth. 

For example, over 97 percent of the firms were covered by one or more provisions that 

offered the boards of directors substantial power to reject hostile acquisition attempts. 

Furthermore, over 76 percent of the sample firms had adopted charter amendments 

limiting shareholder rights, and over 53 percent of the firms had a poison pill in place by 

1995. 

I document that firms adopting govemance provisions requiring shareholder 

approval outperform benchmark portfolios for one, three, and five years prior to 

adoption. I also document that firms that adopt poison pills under-perform benchmaric 
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portfolios for one, two, three, and five years prior to adoption, and that firms tend to 

imder-perform benchmaiic portfolios for the one, three, and five year periods following 

adoption of governance provisions that are potentially harmful to shareholders. I find no 

relationship between CEO age, tenure, or compensation surrounding governance changes. 

These results are partially consistent with a bargaining model where CEOs and 

shareholders bargain for governance features and the CEOs' bargaining strength is tied to 

firm performance. 
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Table 1.1 
Descriptive Statistics for Governance Panel 

This table provides the mean and (median) maiket value of equity, book value of assets, net income, and 
sales in m^ons of dollars by year for the entire sample of 1,721 firms. The maricet value of equity is 
calculated using the shares outstanding and ending price of each calendar year using data from the CRSP 
monthly lEiles. Total assets, net income, and sales are obtained from Compustat for the fiscal year indicated. 

; I Maket Value Total Net 
Year N of Equity Assets Income S3les 
1980 1138 803.3752 2357.269 88.48581 1659.635 

j (199.7315) (441.796) (22.742) (391.809) 
1981 1179 747.9302 2517.583 92.99709 1798.326 

i (209.8595) (466.0645) (23.837) (425.099) 
1982 1210 866.4655 2728.824 79.56974 1768.816 

i 
(256.432) (509.941) (20.528) (428.616) 

1983 1296 1006.205 2795.738 83.85941 1733.958 
(299.5913) (500.295) (21.455) (418.311) 

1984 1344 991.8523 3032.289 99.48995 1879.188 
i (291.7875) (541.8325) (24.45) (465.828) 

1985 1390 1210.222 3323.263 83.36313 1850.445 
(368.531) (614.714) (22.021) (482.1995) 

1986 1486 1357.719 3518.267 87.43483 1797.304 
j (406.1948) (595.682) (22.623) (489.212) 

1987 1556 1336.884 3750.856 95.43511 1911.337 
(382.05) (683.16) (26.0215) (524.636) 

1988 1556 1419.318 4191.379 124.5303 2093.197 
(428.454) (743.311) (31.8345) (583.673) 

1989 1602 1768.542 4556.774 115.5033 2282.953 
1 (468.405) (792.7095) (29.686) (626.225) 

1990 1578 1664.957 4784.251 108.5401 2461.05 
(411.1236) (835.212) (27.9735) (675.286) 

1991 1502 2265.496 5030.357 88.75355 2574.466 
1 (631.3022) (886.0465) (26.377) (737.87) 

1992 1526 2416.125 5394.615 71.85857 2630.255 
! I (747.0831) (964.836) (27.284) (787.276) 

1993 1526 2703.301 6027.511 104.7476 2733.954 
1 1 (875.1259) (1064.398) (34.263) (844.76) 

1994 1454 2730.259 6665.03 173.2579 3033.94 
(871.8549) (1216.218) (53.5425) (939.194) 

1995 1403 3738.9 7299.542 190.2554 3402.629 
(1093.225) (1313.4) (56.9) (1071.083) 
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Table 1.2 
Breakdown of Governance Features by Year 

This table provides a breakdown of the percentage of firms that have various governance features in 1980, 
1985, 1987, 1990, 1993 and 199S. The governance features section represents the interactions between the 
laws of the state of incorporation with the firm's charter and bylaw provisions. The charter provisions 
section details the various charter provisions that do not interact with the laws fix)m the state of 
incorporation. The state anti-takeover law section details those firms covered by state anti-takeover laws 
that have not elected to opt out of diese laws. 

Governance Feature 1980 1985 1987 1990 1993 1995 
Antigreenmail 0.0% 3.1% 11.9% 14.2% 15.8% 16.1% 

Classified Board 9.5% 22.6% 31.7% 46.8% 51.2% 59.9% 
Confidential Voting 0.3% 0.2% 0.3% 2.2% 7.3% 11.5% 
Cumulative Voting 23.4% 23.0% 18.0% 16.4% 16.0% 15.2% 

Fair Price Provision 0.8% 32.8% 44.3% 53.0% 55.2% 57.5% 
Golden Parachute 0.2% 2.2% 4.4% 19.7% 29.4% 81.3% 

Limited Action by Consent 2.2% 10.9% 16.6% 21.0% 24.0% 31.9% 
Limited Ability to Call Meeting 53.9% 55.6% 61.8% 65.1% 67.2% 69.6% 

Majority of Board is Independent N/A N/A 70.6% 76.6% 78.4% 81.9% 
Poison Pill 0.0% 1.6% 19.7% 47.0% 50.0% 53.1% 

Charter Amendments 
Dual Class Common Stock 0.3% 1.0% 3.0% 5.8% 7.1% 8.1% 

Limited Ability to Amend Bylaws 0.7% 3.7% 6.5% 10.5% 12.1% 13.9% 
Limited Ability to Amend Charter 0.3% 0.7% 1.5% 2.0% 2.3% 3.1% 
Non-Rnancial Effects of Merger 0.6% 1.7% 3.7% 5.9% 6.4% 7.0% 

Supermajority to Aprrove Merger 4.0% 7.4% 10.0% 14.6% 16.2% 17.9% 
Unequal Voting Rights 0.0% 0.2% 0.7% 1.0% 1.4% Z0% 

State Antitakeover Laws 
Cash Out 0.0% 3.6% 4.0% 3.7% 3.9% 3.8% 

Control Share Acquisition 0.0% 4.9% 16.4% 25.9% 25.6% 26.1% 
Directors Duties 0.0% 1.3% 11.4% 31.1% 31.2% 31.5% 

Freeze Out Provision 0.0% 8.4% 17.6% 85.0% 87.7% 88.5% 
Profit Recapture 0.0% 0.0% 0.0% 5.1% 5.2% 5.6% 
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Table 13 
Contemporaneous Relationships between Governance Features 

This table details the contemporaneous relationships between the various governance 
features of sample firms in 1995. For the sub-sample of firms having the governance 
feature in the left most column, this table provides the percentage of firms that also have 
the governance feature indicated in the top row. 

Contemporaneous 
Governance Feature 

Antigreenmail (AGM) 
Classified Board (CB) 

Confidential Voting (CNV) 
Cumulative Voting (CMV) 
Fair Price Provision (FP) 
Golden Parachute (GP) 

Limited Action by Consent (LAC) 
Limited Ability to Call Meeting (LACM) 
Majority of Board is Independent (MBI) 

Poison Pill (PP) 
Charter Amendments 

Dual Class Common Stock (DCCS) 
Fair Price Provision (FP) 

Limited Ability to Amend Bylaws (LAAB) 
Limited Ability to Amend Charter (LAAC) 
Non-Financial Effects of Merger (NFEM) 
Supermajority to Aprrove Merger (SMM) 

Unequal Voting Rights (UVR) 
State Antitakeover Laws 

Cash Out (CO) 
Control Share Acquisition (CSA) 

Directors Duties (DD) 
Freeze Out Provision (FO) 

Fair Price Provision (FP) 
Profit Recapture (PR) 

Entire Sample 

Goverance Feature 
AGM CB CNV CMV FP 

100.0% 67.0% 20.6% 22.5% 93.1% 
18.0% 100.0% 12.2% 21.8% 66.7% 
28.8% 63.5% 100.0% 17.9% 62.8% 
15.9% 57.3% 9.1% 100.0% 69.3% 
26.1% 69.6% 12.6% 27.5% 100.0% 
15.8% 63.1% 11.9% 22.9% 58.5% 
12.2% 78-6% 14.8% 12.0% 63.6% 
13.1% 60.8% 13.0% 12.9% 47.1% 
16.6% 59.4% 12.6% 23.8% 58.4% 
17.6% 71.0% 12.6% 21.5% 63.6% 

6.4% 36.7% 7.3% 12.8% 41.3% 
20.8% 79.9% 12.9% 22.4% 100.0% 
10.6% 83.0% 12.8% 19.1% 69.1% 
21.4% 88.1% 9.5% 31.0% 76.2% 
22.1% 90.5% 8.4% 21.1% 72.6% 
15.7% 80.2% 10.7% 21.9% 54.5% 
14.8% 66.7% 3.7% 11.1% 48.1% 

7.8% 70.6% 17.6% 84.3% 98.0% 
27.4% 71.5% 8.2% 33.1% 92.1% 
34.0% 69.8% 11.7% 36.8% 89.7% 
17.5% 60.9% 11.7% 20.5% 58.5% 
33.9% 65.0% 12.3% 35.4% 99.8% 
6.6% 77.6% 10.5% 75.0% 100.0% 
16.1% 59.9% 11.5% 22.8% 57.5% 
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Table 13 
Contemporaneous Relationships between Governance Features 

(Continued) 

Contemporaneous 
Governance Feature 

Antigreenmail (AGM) 
Classified Board (CB) 

Confidential Voting (CNV) 
Cumulative Voting (CMV) 
Fair Price Provision (FP) 
Golden Parachute (GP) 

Limited Action by Consent (LAC) 
Limited Ability to Call Meeting (LACM) 
Majority of Board is Independent (MBI) 

Poison Pill (PP) 
Charter Amendments 

Dual Class Common Stock (DCCS) 
Fair Price Provision (FP) 

Limited Ability to Amend Bylaws (LAAB) 
Limited Ability to Amend Charter (LAAC) 
Non-Financial Effects of Merger (NFEM) 
Supermajority to Aprrove Merger (SMM) 

Unequal Voting Rights (UVR) 
State Antitakeover Laws 

Cash Out (CO) 
Control Share Acquisition (CSA) 

Directors Duties (DD) 
Freeze Out Provision (FO) 

Fair Price Provision (FP) 
Profit Recapture (PR) 

Entire Sample 

Goverance Feature 
GP LAC LACM MBI PP 

79.8% 23.9% 56.4% 95.8% 58.3% 
85.6% 41.4% 70.4% 94.3% 62.9% 
84.0% 40.4% 78.2% 96.6% 58.3% 
81.6% 16.6% 39.3% 94.0% 50.2% 
82.7% 34.8% 56.6% 94.7% 58.8% 
100.0% 34.6% 70.6% 95.9% 60.3% 
89.2% 100.0% 90.6% 95.0% 66.7% 
82.6% 41.2% 100.0% 93.7% 55.0% 
83.3% 31.0% 69.3% 100.0% 55.3% 
92.2% 39.5% 71.6% 96.8% 100.0% 

64.2% 21.1% 73.4% 89.2% 16.5% 
87.8% 51.1% 71.9% 96.1% 66.7% 
85.6% 64.9% 80.9% 94.3% 61.2% 
85.7% 42.9% 73.8% 97.3% 47.6% 
91.6% 55.8% 67.4% 95.5% 67.4% 
85.5% 44.2% 75.6% 94.0% 61.2% 
96.3% 44.4% 74.1% 100.0% 51.9% 

78.4% 13.7% 21.6% 86.0% 41.2% 
79.7% 15.5% 33.6% 94.0% 56.2% 
82.7% 14.1% 41.2% 94.7% 56.0% 
80.8% 31.7% 73.2% 93.4% 54.2% 
79.4% 16.4% 38.6% 94.2% 53.5% 
84.2% 13.2% 22.4% 93.1% 60.5% 
81.3% 31.9% 69.6% 81.9% 53.1% 
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Table 13 
Contemporaneous Relationships between Governance Features 

(Continued) 

Contemporaneous Chatter Amendments 
Governance Feature DCCS FP LAAB LAAC NFEM SMM UVR 

Antigreen mail (AGM) 3̂  ̂ 42.2% 9.2% 4.1% 9.6% 17.4% 1.8% 
aassified Board (C8) 4.9% 43.5% 19.2% 4.6% 10.6% 23.9% 2.2% 

Confidential Voting (OMV) 5.1% 36.5% 15.4% 26% 5.1% 16.7% 0.6% 
Cumulative Voting (CMV) 4.5% 32.0% 11.7% 42% 6.5% 17.2% 1.0% 
Fair Price Provision (FP) 5.8% 56.7% 16.7% 4.1% 8.9% 16.9% 1.7% 
Golden Parachute (GP) 6.4% 35.2% 14.6% 3.3% 7.9% 18.8% Z4% 

Limited Action by Consent (LAC) 5.4% 53.1% 28.6% 4.2% 1Z4% 25.1% 28% 
Limited Ability to Call Meeting (LACM) 8.5% 33.9% 16.2% 3.3% 6.8% 19.5% Z1% 
M^ority of Board is Independent (MBi) 7.5% 33.4% 13.4% 32% 7.6% 18.2% 21% 

Poison Rll (PP) 2.5% 41.0% 16.0% 28% 8.9% 20.6% 1.9% 
Charter Amendments 

Dual Class Comnran Stock (DCCS) 100.0% 15.6% 10.1% 28% 7.3% 21.1% 28% 
Fsir Pries Provision (FP) 3.8% 100.0% 23.3% 5.4% 11.8% 14.5% 1.4% 

Limited Ability to Amend BylaMS (LAAB) 5.9% 54.8% 100.0% 14.9% 19.7% 30.3% 27% 
Limited Ability to Amend Charter (LAAC) 7.1% 57.1% 66.7% 100.0% 19.0% 50.0% Z4% 
Non-Rnandal Effects of Merger (NF04) 8.4% 54.7% 38.9% 8.4% 100.0% 4Z1% 5.3% 
Supemnajority to Aprrove Merger (SMM) 9.5% 26.4% 23.6% 8.7% 16.5% 100.0% 3.7% 

Lfnequal Voting Rights (UVR) 11.1% 22.2% 18.5% 3.7% 18.5% 33.3% 100.0% 
State Antitakeover Laws 

Cash Cut (CO) 5.9% 31.4% 21.6% 17.6% 11.8% 25.5% 0.0% 
Control Share Acquisition (CSA) 5.6% 34.7% 8.5% 4.0% 7.3% 16.1% 1.7% 

Directors Duties (DO) 5.4% 34.7% 11.2% 4.4% 7.7% 18.3% 1.6% 
Freeze Out Provision (FO) 8.2% 32.7% 14.0% 3.3% 7.1% 18.5% 21% 

Fair Price Provision (FP) 5.9% 33.1% 10.9% 4.4% 8.1% 17.4% 20% 
Profit Recapture (PR) 7.9% 31.6% 9.2% 9.2% 5.3% 26.3% 1.3% 

Entire Sample 8.1% 32.6% 13.9% 3.1% 7.0% 17.9% 20% 



37 

Table 13 
Contemporaneous Relationships between Governance Features 

(Continued) 

Contemporaneous 
Governance Feature CO 

Antigreenmail (AGM) 1.8% 
Classified Board (CB) 4.4% 

Confidential Voting (CNV) 5.8% 
Cum ulative Voting (CMV) 13.9% 
Fair Price Provision (FP) 6.4% 
Golden Parachute (GP) 3.6% 

Limited Action by Consent (LAC) 1.6% 
Limited Ability to Call Meeting (LACM) 1.2% 
Majority of Board is Independent (MBI) 3.9% 

Poison Pill (PP) 2.9% 
Charter Amendments 

Dual Class Common Stock (DCCS) 2.8% 
Fair Price Provision (FP) 3.6% 

Limited Ability to Amend Bylaws (LAAB) 5.9% 
Limited Ability to Amend Charter (LAAC) 21.4% 
Non-Financial Effects of Merger (NFEM) 6.3% 
Supermajority to Aprrove Merger (SMM) 5.4% 

Unequal Voting Rights (UVR) 0.0% 
State Antitakeover Laws 

Cash Out (CO) 100.0% 
Control Share Acquisition (CSA) 6.2% 

Directors Duties (DD) 9.8% 
Freeze Out Provision (FO) 4.3% 

Fair Price Provision (FP) 9.7% 
Profit Recapture (PR) 30.3% 

Entire Sample 3.8% 

State Antitaiceover Laws 
CSA 

44.5% 
31.2% 
18.6% 
37.9% 
41.8% 
25.6% 
12.9% 
12.7% 
26.8% 
27.6% 

18.3% 
27.8% 
16.0% 
33.3% 
27.4% 
23.6% 
22.2% 

43.1% 
100.0% 
56.9% 
24.7% 
61.2% 
93.4% 
26.1% 

DD 
66.5% 
36.7% 
32.1% 
50.8% 
49.2% 
32.1% 
14.1% 
18.8% 
32.0% 
33.2% 

21.1% 
33.5% 
25.5% 
45.2% 
34.7% 
32.2% 
25.9% 

82.4% 
68.6% 
100.0% 
31.7% 
72.3% 
100.0% 
31.5% 

FO 
96.3% 
89.9% 
89.7% 
79.6% 
90.0% 
88.0% 
89.2% 
93.7% 
88.5% 
90.3% 

89.9% 
88.7% 
89.4% 
92.9% 
89.5% 
91.7% 
92.6% 

100.0% 
83.6% 
89.0% 
100.0% 
90.9% 

100.0% 
88.5% 

FP 
78.4% 
40.5% 
39.7% 
58.1% 
64.7% 
36.6% 
19.5% 
20.8% 
37.9% 
37.6% 

27.5% 
37.8% 
29.3% 
52.4% 
43.2% 
36.4% 
37.0% 

96.1% 
87.3% 
85.5% 
38.3% 
100.0% 
100.0% 
37.4% 

PR 
2.3% 
7.3% 
5.1% 
18.4% 
9.8% 
5.8% 
2.3% 
1.8% 
6.0% 
6.4% 

5.5% 
5.4% 
3.7% 
16.7% 
4.2% 
8.3% 
3.7% 

45.1% 
20.1% 
17.8% 
6.3% 
15.0% 

100.0% 
5.6% 
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Table 1.4 
Contemporaneous Governance Features and Governance Changes 

This table details the contemporaneous relationships between various governance 
changes and the overall set of governance features following the change. For the sub-
sample of firms making the change in the govemance feature indicated in the top row, 
this table provides the percentage of firms that also have the govemance feature indicated 
in the left most column in the year of the change. 

Existing New Charter Amendments 
Govemance Feature AGM CB DCCS FP LAAB 

Antigreenmail (AGM) 100.0% 10.4% 4.8% 11.0% 7.3% 
Classified Board (CB) 58.7% 100.0% 30.0% 60.6% 80.3% 

Confidential Voting (CNV) 2.7% 0.6% 5.3% 0.5% 1.5% 
Cumulative Voting (CMV) 7.9% 1.3% 0.0% 0.5% 0.8% 
Fair Price Provision (FP) 70.5% 57.3% 27.4% 100.0% 62.0% 
Golden Parachute (GP) 33.3% 26.3% 13.3% 15.8% 32.7% 

Limited Action by Consent (LAC) 29.6% 39.1% 18.3% 37.0% 61.4% 
Limited Ability to Call Meeting (LACM) 60.3% 67.1% 73.3% 65.8% 79.4% 
Majority of Board is Independent (MBI) 88.9% 85.9% 66.7% 80.8% 88.2% 

Poison Pill (PP) 12.8% 20.9% 17.7% 8.4% 24.8% 
Charter Amendments 

Dual Class Common Stock (DCCS) 0.0% 0.6% 100.0% 1.2% 2.2% 
Fair Price Provision (FP) 60.3% 46.0% 12.9% 100.0% 51.1% 

Limited Ability to Amend Bylaws (LAAB) 7.7% 15.6% 8-1% 14.4% 100.0% 
Limited Ability to Amend Charter (LAAC) 3.9% 1.6% 3-2% 2.1% 11.7% 
Non-Financial Effects of Merger (NFEM) 11.5% 9.7% 6.5% 7.2% 17.6% 
Supermajority to Aprrove Merger (SMM) 20.5% 14.5% 11.7% 7.0% 22.1% 

Unequal Voting Rights (UVR) 0.0% 0.2% 3.2% 0.0% 0.7% 
State Antitakeover Laws 

Cash Out (CO) 5.1% 4.1% 0.0% 4.4% 4.4% 
Control Share Acquisition (CSA) 11.5% 14.3% 12.9% 7.7% 10.2% 

Directors Duties (DD) 6.4% 11.2% 6.5% 3.0% 7.3% 
Freeze Out Provision (FO) 26.9% 33.3% 38.7% 17.0% 37.2% 

Fair Price Provision (FP) 20.5% 18.3% 16.1% 11.0% 19.0% 
Profit Recapture (PR) 1.3% 0.8% 3.2% 0.0% 1.5% 
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Table 1.4 
Contemporaneous Governance Features and Governance Changes 

(Continued) 
Existing New Charter Amendments 

Governance Feature LAAC LAC LACM NFEM SMM UVR 
Antigreenmail (AGM) 15.0% 6.5% 7.9% 16.3% 11.9% 0.0% 
Classified Board (CB) 76.5% 71.3% 78.8% 70.5% 63.4% 64.3% 

Corrfidential Voting (CNV) 0.0% 1.3% 1.0% 0.0% 1.7% 0.0% 
Cumulative Voting (CMV) 0.0% 2.0% 0.0% 3.0% 0.0% 0.0% 
Fair Price Provision (FP) 50.0% 57.9% 56.7% 60.0% 25.2% 35.7% 
Golden Parachute (GP) 33.3% 28.7% 29.9% 32.0% 21.6% 75.0% 

Limited Action by Consent (LAC) 47.4% 100.0% 77.4% 40.8% 33.3% 50.0% 
Limited Ability to Call Meeting (LACM) 68.4% 91.9% 100.0% 63-3% 70.9% 71.4% 
Majority of Board is Independent (MBI) 100.0% 86.7% 83.1% 92.6% 86.2% 83.3% 

Poison Rll (PP) 5.0% 24.9% 22.2% 27.5% 13.4% 28.6% 
Charter Amendments 

Dual Class Common Stock (DCCS) 5.0% 1.6% 1.0% 2.5% 4.2% 7.1% 
Fair Price Provision (FP) 45.0% 53.1% 50.7% 45.0% 16.8% 28.6% 

Limited Ability to Amend Bylaws (LAAB) 80.0% 23.6% 25.6% 29.1% 24.8% 35.7% 
Umited Ability to Amend Charter (LAAC) 100.0% 3.1% 4.0% 2.5% 8.4% 14.3% 
Non-Financial Effects of Merger (NFEM) 5.0% 10.7% 10.4% 100.0% 16.9% 21.4% 
Supermajority to Aprrove Merger (SMM) 45.0% 16.9% 16.5% 31.3% 100.0% 28.6% 

Unequal Voting Rights (UVR) 0.0% 0.6% 0.5% 1.3% 1.7% 100.0% 
State Antitakeover Laws 

Cash Out (CO) 25.0% 0.6% 1.0% 3.8% 4.2% 0.0% 
Control Share Acquisition (CSA) 5.0% 3.7% 6.9% 8.8% 10.1% 14.3% 

Directors Duties (DO) 5.0% 2.8% 4.9% 8.8% 3.4% 7.1% 
Freeze Out Provision (FO) 10.0% 33.6% 34.0% 42.5% 25.2% 28.6% 

Fair Price Provision (FP) 5.0% 7.2% 10.3% 27.5% 11.0% 21.4% 
Profit Recapture (PR) 0.0% 0.3% 0.0% 0.0% 0.0% 7.1% 



Table 1.4 
Contemporaneous Governance Features and Governance Changes 

(Continued) 

Existing Newr Governance Feature 
Governance Feature CNV CUMV(+) CUMV(-) GP PP 

Antigreenmaii (AGM) 29.0% 44.4% 8.2% 13.6% 12.1% 
Classified Board (CB) 65.7% 57.1% 51.4% 53.0% 50.9% 

Confidential Voting (CNV) 100.0% 0.0% 0.7% 2.1% 0.8% 
Cumulative Voting (CMV) 2.4% 100.0% 0.0% 4.0% 0.9% 
Fair Price Provision (FP) 65.0% 66.7% 49.3% 53.6% 53.3% 
Golden Parachute (GP) 61.3% 0.0% 34.0% 100.0% 49.5% 

Limited Action by Consent (LAC) 37.1% 57.1% 35.5% 25.5% 28.6% 
Limited Ability to Call Meeting (LACM) 77.4% 85.7% 67.3% 67.6% 66.7% 
Majority of Board is Independent (MB!) 96.2% 100.0% 87.3% 91.1% 88.6% 

Poison Pill (PP) 59.4% 11.1% 26.4% 47.3% 100-0% 
Charter Amendments 

Dual Class Common Stock (DCCS) 0.0% 0.0% 3.4% 6.5% 1.0% 
Fair Price Provision (FP) 37.2% 55.6% 35.8% 33.7% 36.0% 

Limited Ability to Amend Bylaws (LAAB) 13.0% 0.0% 14.3% 11.6% 11.9% 
Limited Ability to Amend Charter (LAAC) 2.2% 0.0% 0.7% 1.9% 1.6% 
Non-Financial Effects of Merger (NFEM) 5.8% 33.3% 4.1% 6.5% 6.4% 
Supermajority to Aprrove Merger (SMM) 15.9% 0.0% 9.7% 13.7% 14.4% 

Unequal Voting Rights (UVR) 0.0% 0.0% 0.7% 0.9% 0.6% 
State Antitakeover Laws 

Cash Out (CO) 6.5% 11.1% 3.4% 3.7% 3.3% 
Control Share Acquisition (CSA) 21.0% 11.1% 25.7% 25.1% 19.0% 

Directors Duties (DD) 35.5% 11.1% 6.8% 26.6% 15.2% 
Freeze Out Provision (FO) 87.7% 33.3% 32.4% 76.4% 58.4% 

Fair Price Provision (FP) 44.5% 28.6% 20.4% 30.5% 27.2% 
Profit Recapture (PR) 5.8% 0.0% 2.0% 2.4% 0.9% 



41 

Table 1.5 
Contemporaneous Relationships between Governance Changes 

This table details the contemporaneous relationships between governance changes over 
the entire sample period of 1980 - 1995. For the sub-sample of firms changing the 
governance feature in the left most column, this table provides the percentage of firms 
that also change the governance feature indicated in the top row. 

Contemporaneous New Charter Amendments 
New Charter Amendments AGM CB DCCS FP LAAB 

Antigreenmail (AGM) 100.0% 34.6% 0.0% 42.5% 5.1% 
Classified Board (CB) 5.8% 100.0% 0.0% 40.8% 16.2% 

Dual Class Common Stock (DCCS) 0.0% 0.0% 100.0% 3.2% 0.0% 
Fair Price Provision (FP) 7.7% 44.5% 0.5% 100.0% 13.3% 

Limited Ability to Amend Bylaws (LAAB) 2.9% 55.5% 0.0% 41.6% 100.0% 
Limited Ability to Amend Charter (LAAC) 10.0% 40.0% 0.0% 45.0% 80.0% 

Limited Action by Consent (LAC) 5.3% 5.3% 0.9% 42.7% 21.8% 
Limited Ability to Call Meeting (LACM) 5.4% 60.1% 0.0% 41.9% 23.2% 

Non-Financial Effects of Merger (NFEM) 10.0% 50.0% 0.0% 33.8% 27.5% 
Supemiajority to Aprrcve Merger (SMM) 8.4% 41.2% 1.7% 12.6% 21.0% 

Unequal Voting Rights (UVR) 0.0% 0.0% 7.1% 0.0% 0.0% 
Other New Governance Features 

Confidential Voting (CNV) 1.4% 0.0% 0.0% 0.7% 0.0% 
Cumulative Voting Added (CMV(+)) 44.4% 33.3% 0.0% 11.1% 0.0% 

Cumulative Voting Removed (CMV(-)) 1.4% 28.4% 2.0% 19.6% 11.5% 
Golden Parachutes (GP) 0.6% 3.7% 0.4% 2.2% 1.7% 

Poison Pill (PP) 0.5% 6.2% 0.3% 3.3% 2.6% 
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Table 1.5 
Contemporaneous Relationships between Governance Changes 

(Continued) 

New Charter Amendments 
LAC LACM NFEM SMM 

Contemporaneous 
New Charter Amendments LAAC 

Antigreenmail (AGM) ZB'JS 21.8% 14.1% 10.3% 12.8% 
Classified Board (CB) 1.7% 35.7% 26.1% 8.5% 10.5% 

Dual Class Common Stock (DCCS) 0.0% 4.8% 0.0% 0.0% 3.2% 
Fair Price Provision (FP) 2.1% 31.9% 19.8% 6.3% 3.5% 

Limited Ability to Amend Bylaws (LAAB) 11.7% 51.1% 34.3% 16.1% 18.2% 
Umited Ability to Amend Charter (lAAC) 100.0% 40.0% 30.0% 5.0% 45.0% 

Umited Action by Consent (LAC) 2.5% 100.0% 43.3% 8.7% 9.0% 
Limited Ability to Call Meeting (LACM) 3.0% 68.5% 100.0% 8.4% 10.3% 

Non-Finandal Effects of Merger (NFEM) 1Z5% 35.0% 21.3% 100.0% 22.5% 
Supermajority to Aprrove Merger (SMM) 7.6% 24.4% 17.6% 15.1% 100.0% 

Unequal Voting Rights (UVR) 0.0% 14.3% 0.0% 7.1% 7.1% 
Other New Governance Features 

Confidential Voting (CNV) 0.0% 0.7% 0.0% 0.0% 0.0% 
Cumulative Voting Added (CMV(+)) 0.0% 44.4% 0.0% 22.2% 0.0% 

Cumulative Voting Removed (CMV(-)) 0.0% 24.3% 20.3% 27.0% 6.8% 
Golden Parachutes (GP) 0.2% 3.0% 1.7% 0.6% 0.6% 

Poison Pill (PP) 0.0% 6.1% 3.3% 1.9% 1.3% 

UVR 
0.0% 
0.0% 
1.6% 
0.0% 
0.0% 
0.0% 
0.6% 
0.0% 
1.3% 
0.8% 

100.0% 

0.0% 
0.0% 
0.0% 
0.0% 
0.0% 



Table 1.5 
Contemporaneous Relationships between Governance Changes 

(Continued) 

Contemporaneous New Governance Feature 
New Charter Amendments CNV CUMV(+) CUMV(-) GP PP 

Antigreenmail (ACsM) 2.6% 5.1% 2.6% 3.8% 5.1% 
Classified Board (CB) 0.0% 0.6% 9.0% 4.3% 11.5% 

Dual Class Common Stock (DCCS) 0.0% 0.0% 4.8% 3.2% 4.8% 
Fair Price Provision (FP) 0.2% 0.2% 6.8% 2.8% 6.8% 

Limited Ability to Amend Bylaws (LAAB) 0.0% 0.0% 12.4% 6.6% 16.8% 
Limited Ability to Amend Charter (LAAC) 0.0% 0.0% 0.0% 5.0% 0.0% 

Limited Action by Consent (LAC) 0.3% 1.2% 11.2% 5.0% 16.5% 
Limited Ability to Call Meeting (LACM) 0.0% 0.0% 14.8% 4.4% 14.3% 

Non-Financial Effects of Merger (NFEM) 0.0% 2.5% 5.0% 3.8% 21.3% 
Supemiajority to Aprrove Merger (SMM) 0.0% 0.0% 8.4% 2.5% 9.2% 

Unequal Voting Rights (UVR) 0.0% 0.0% 0.0% 0.0% 0.0% 
Other New Governance Features 

Confidential Voting (CNV) 100.0% 0.0% 0.0% 0.7% 0.7% 
Cumulative Voting Added (CMV(+)) 0.0% 100.0% 0.0% 0.0% 11.1% 

Cumulative Voting Removed (CMV(-)) 0.0% 0.0% 100.0% 4.1% 6.8% 
Golden Parachutes (GP) 0.4% 0.0% 1.1% 100.0% 10.8% 

Poison Pill (PP) 0.1% 0.1% 1.1% 6.6% 100.0% 
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Table 1.6 
Market Performance Prior to Governance Changes 

This table reports the mean (median) abnormal performance for one, three, and five 
calendar years prior to varioiis governance changes. Holding period returns were 
calculated by compoimding monthly returns using the methodology described by Barber, 
Lyon, and Tsai (1999). These returns were adjusted by subtracting off the portfolio 
returns for combined size and market to book portfolios. First, the size portfolios were 
calculated using NYSE listed firms and then adding back the NASDAQ firms. Next, the 
combined size and market to book portfolios are created using size deciles and then 
fiirther dividing into five separate portfoUos based upon the market to book ratio. Boot
strapped T-statistics were calculated for the means using the methodology of Barber, 
Lyon, and Tsai (1999). None of the means were significant at the 10 percent level or 
better using this methodology. The confidence interval methodology of Elliot and Suay 
was utilized to test significance of both means and medians and Wilcoxon Sign Rank 
Tests were used to test the significance of medians. 
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Table 1.6 
Market Performance Prior to Governance Changes (Continued) 

Mean (Median) Size/MTB Adjusted Prior Performance 

New Charter Amendments One Year N Three Year N Five Year N 
Antigreenmail .0143 83 .0834 80 .2284 74 

(.0154) (-.0666) (-.0959) 
Classified Board .ossr' 428 .1829" 393 .4202" 311 

(.0099)' (-.0139) (.0612)'=-" 
Dual Class Common Stock .1035  ̂ 52 .7450" 49 1.5781 46 

(.0351)" (.3195)'-® (.5529)® 
Fair Price Provision .0316  ̂ 382 .2809" 354 .6672" 278 

(.0151)'-'' (.0995)®-" (.2276)®" 
Limited Ability to Amend Bylaws .0482  ̂ 116 .2056® 102 .6594" 80 

(.0029) (-.0282) (.1450) 
Limited Ability to Amend Charter .0232 11 .0067 9 1.0779® 6 

(-.0147) (-.0512) (-.1830) 
Limited Ability to Call Meeting .0386  ̂ 247 .1313" 231 .2581" 190 

(.0004) (.0085) (.0616) 
Limited Action by Consent .0498" 274 .1631" 249 .4272" 197 

(.0077) (-.0382) (-.0758) 
Non-Rnancial EfFects of Merger .0391® 69 .4041® 54 .9349® 47 

(-.0010) (.0574) (.1850) 
Super Majority for Merger .0237 94 .3010" 75 .3916" 61 

(.0069) (.0463) (.1452) 
Unequal Voting Rights .0160 13 .7790® 13 .2313 10 

(.0180) (.1239) (.1838) 
New Governance Features 
Confidential Voting -.0086 130 -.0241 128 .0042 123 

(-.0137)® (-.1141)*^" (-.2390) 
Cumulative Voting Added -.1103" 7 -.5128" 7 -.5799 6 

(-.0835)" (-.4134)*^" (-.5417) 
Cumulative Voting Removed .0486" 130 .2787" 114 .7595" 102 

(.0148)" (.1667)®" (.2440)" 
Golden Parachutes -.0082 468 .1346® 438 .3709" 405 

(-.0236)'-" (-.1101)"-" (-.0646) 
Poison Pill -.0022 762 .0879" 708 .2246" 659 

(-.0260)'" (-.0855)" (-.0713) 
Joint Test .0152" 1549 .1742" 1425 .4119" 1250 

(-.0099)" (.0006)'=-" (.0439)®-" 
*Sigiiificant at 1% using Wilcoxon Sign-Rank Test for median 
''Significant at 5% using Wilcoxon Sign-Rank Test for median 
"Significant at 10% using Wilcoxon Sign-Rank Test for median 
''Significant at 5% using Confidence Interval approach of Elliot and Suay 
Significant at 10% using Confidence Interval ai>proach of Elliot and Suay 
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Table 1.7 
Market Performance Following Governance Changes 

This table reports the mean (median) abnormal performance for one, three, and five 
calendar years following various governance changes. Holding period returns were 
calculated by compounding monthly returns using the methodology described by Barber, 
Lyon, and Tsai (1999). These returns were adjusted by subtracting off the portfolio 
returns for combined size and market to book portfolios. First, the size portfolios were 
calciilated using NYSE listed firms and then adding back the NASDAQ firms. Next, the 
combined size and maiicet to book portfolios are created using size deciles and then 
further dividing into five separate portfolios based upon the maiicet to book ratio. Boot
strapped T-statistics were calculated for the means using the methodology of Barber, 
Lyon, and Tsai (1999). None of the means were significant at the 10 percent level or 
better using this methodology. The confidence interval methodology of Elliot and Suay 
was utilized to test significance of both means and medians and Wilcoxon Sign Rank 
Tests were used to test the significance of medians. 
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Table 1.7 
Market Performance Following Governance Changes (Continued) 

Mean (Median) Size/MTB Adjusted - Post Performance 

New Charter Amendments One Year N Three Year N Rve Year N 
Antlgreenmail -0.0145 84 -0.0464 84 -0.1095 84 

{-.0337f (-.0731) (-.2528)" 
Classified Board 0.0069 473 0.2402" 473 0.3937" 473 

(-.0032) (.0493)' (.0093)" 
Dual Class Common Stock -0.0150 55 -0.1174 55 -0.0793 55 

(-.0099) (-.2804)" (-.3778)" 
Fair Price Provision -0.0033 409 0.0910® 409 0.1972" 409 

(-.0098)*^" (-.0325) (-.0326) 
Limited Ability to Amend Bylaws 0.0081 137 0.2418" 137 0.2938® 137 

(-.0015) (-.0165) (-.1673) 
Limited Ability to Amend Charter 0.0154 18 0.5109® 18 0.5235 18 

(.0150) (.1588) (.2269) 
Limited Ability to Call Meeting 0.0052 274 0.0506 274 0.1263 274 

(-.0156) (-.0572) (-.1088) 
Limited Action by Consent 0.0075 313 0.1460" 313 0.2195" 313 

(-.0011) (-.0217) (-.1369)" 
Non-Rnancial Effects of Merger 0.0039 76 0.1535 76 0.1113 76 

(-.0118) (.0346) (-.0754) 
Super Majority for Merger 0.0116 104 0.2274® 104 0.2429® 104 

(.0023) (-.0301) (.0325) 
Unequal Voting Rights 0.0248 12 -0.0712 12 -0.2138 12 

(.0322) (-.2669)® (-.5087) 
New Governance Features 
Confidential Voting -0.0018 130 0.0227 130 -0.1068 130 

(-.0093) (-.1016)" (-.2659)"" 
Cumulative Voting Added -0.0423 9 -0.2050" 9 0.2102 9 

(-.0504)'=''' (-.0990)" (-.1386) 
Cumulative Voting Removed 0.0038 132 0.1542 132 0.4084® 132 

(-.0112) (-.0439) (-.0868) 
Golden Parachutes 0.0047 484 0.0274 484 0.1027 484 

(-.0139)®-'' (-.1261)"" (-.2195)" 
Poison Pill 0.0070 817 0.1416" 817 0.1718" 817 

(-.0091)" (-.0455)" (-.1662)"" 
Joint Test 0.0044 1650 0.1081" 1650 0.1891" 1650 

(-.0103)"" (-.0615)" (-.1229)"" 
"Significant at 1% using Wilcoxon Sign-Rank Test for median 
''Significant at 5% using Wilcoxon Sign-Rank Test for median 
"Significant at 10% using Wilcoxon Sign-Rank Test for median 
''Significant at 5% using Confidence Interval approach of Elliot and Suay 
"Significant at 10% using Confidence Interval ̂ proach of Elliot and Suay 
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Table 1.8 
Comparison of Prior / Post Performance for Charter 

and Bylaw Changes 

This table reports the mean (median) abnormal performance for one, three, and five 
calendar years following various governance changes. Holding period returns were 
calculated by compounding monthly returns using the methodology described by Barber, 
Lyon, and Tsai (1999). These returns were adjusted by subtracting off the portfolio 
returns for combined size and market to book portfolios. First, the size portfolios were 
calculated using NYSE listed firms and then adding back the NASDAQ firms. Next, the 
combined size and maricet to book portfolios are created using size deciles and then 
further dividing into five separate portfolios based upon the maricet to book ratio. 
Bootstrapped T-statistics were calculated for the means using the methodology of Baiber, 
Lyon, and Tsai (1999). None of the means were significant at the 10 percent level or 
better using this methodology. The confidence interval methodology of Elliot and Suay 
was utilized to test significance of both means and medians and Wilcoxon Sign Rank 
Tests were used to test the significance of medians. 

Prior Performance 
Bylaw Provisions One Year N Three Year N Five Year N 

Antigreenmail -.0153 9 .4567 8 -.3182 7 
(-.0474) (-.0608) (-.4132)' 

Classified Board .0596' 43 .2408'* 41 .5268 33 
(.0279)" (.0338) (.0414) 

Limited Ability to Amend By-laws .0225 10 -.0635 10 -.5544 9 
(.0117) (-.1190) (-.6101)' 

Limited Ability to Call Meeting .1080*= 79 .2699' 75 .3433" 69 
(.0281) (.0093) (-.0508) 

Limited Action by Written Consent .2178"= 9 1.044r 9 .6623 8 
(.1476)*-'' (1.1796)' (.0527) 

Combined Bylaw Test .0896' 129 .2509' 123 .3288' 107 
(.0279)"  ̂ (.0138) (-.1574) 

Charter Amendments 
Antigreenmail .0179 74 .0419 72 .2855" 67 

(.0160) (-.0666) (-.0826) 
Classified Board .0330' 385 .1762' 352 .4075' 278 

(.0045) (-.0416) (.0613)" 
Limited Ability to Amend By-laws .0506' 106 .2348' 92 .8132' 71 

(.0029) (.0012) (.2969)" 
Limited Ability to Call Meeting .0060 168 .0646 156 .2095 121 

(-.0014) (.0078) (.0823) 
Limited Ability .0441' 265 .1300' 240 .4172' 189 

(.0053) (-.0426) (-.0758) 
Combined Charter Test .0271' 581 .1538' 534 .4083' 432 

(.0003) (.0035) (.0823)' 



Table 1.8 
Comparison of Prior / Post Performance for Charter 

and Bylaw Changes (Continued) 

Post Performaace 
Bylaw Provisions One Year N Three Year N Five Year N 

Antigreenmail -.0245 9 -.1191 9 -.1871 9 
(-.0404) (-.0800) (-.2494)' 

Classified Board .0059 45 .2847 45 .5963" 45 
(-.0096) (.0828) (.0140) 

Limited Ability to Amend By-laws .0495 12 .6464' 12 1.1313" 12 
(-.0102) (3585) (.4593)" 

Limited Ability to Call Meeting .0248 87 .0645 87 2214 87 
(.0014) (-.0275) (.1482) 

Limited Action by Written Consent .0688' 12 .1842 12 .0808 12 
(.0101) (.0586) (.1662) 

Combined Bylaw Test .0172 139 .1460 139 .3825' 139 
(.0005) (.0269) (.1482)" 

Charter Amendments 
Antigreenmail -.0133 75 -mn 75 -.1002 75 

(-.0262)*  ̂ (-.0663) (-.2561)' 
Classified Board .0070 428 .2355' 428 .3724' 428 

(-.0032) (.0438)* (.0041)" 
Limited Ability to Amend By-laws .0042 125 .2029" 125 .2134 125 

(-.0015) (-.0671) (-.2275)' 
Limited Ability to Call Meeting -.0039 187 .0442 187 .0820 187 

(.0209)*  ̂ (-.0631) (-.1677)' 
Limited Ability .0050 301 .1445' 301 .2250' 301 

(-.0053) (-.0217) (-.1405)' 
Combined Charter Test .0033 639 .1591' 639 .2784' 639 

(-.0079)" (-.0185) (-.0960)' 

Significant at 1% using Wilcoxon Sign-It^nk Test for median 
''Significant at S% using Wilcoxon Sign-Rank Test for median 
"Significant at 10% using WUcoxon Sign-Rank Test for median 
''significant at S% using Confidence Interval approach of Elliot and Suay 
Significant at 10% using Confidence Interval approach of Elliot and Suay 
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Table 1.9 
Operating Performance Surrounding Governance Changes 

This table details the median change in operating income', operating income to sales^ and 
operating income to assets^ both before and after various governance changes. Year - 1 is 
the fiscal year end preceding the governance change, while year + I is the fiscal year 
immediately following the governance change. 

New Charter Amendments 
Antigreenmail 

Qassified Board 
Dual Class Common Stock 

Fair Price Provision 
Limited Ability to Amend Bylaws 
Limited Ability to Amend Charter 

Limited Action by Consent 
Limited Ability to Call Meeting 

Non-Rnancial Effects of Merger 
Supermajority to Aprrove Merger 

Unequal Voting Rights 
New Governance Features 

Confidential Voting 
Cumulative Voting Added 

Cumulative Voting Removed 
Golden Parachutes 

Poison Pill 

Change in 
Operating Income 

Change in Operating Change in Operating 
Income to Sales Income to Assets 

- Z - 1  +1. +2 -2.-1 +1. +2 -a-1 +1. +2 
11.769% 9.431% 2.107% -1.355% 4.447% 1.788% 
10.599% 9.694% 0.000% 0.932% -0.657% 0.000% 
14.833% 8.548% 1.926% -1.442% -0.730% -0.366% 
10.655% 8.284% 1.735% 0.932% 0.275% -0.120% 
9.231% 11.639% -Z360% 1.716% -Z234% 0.000% 

-31.208% 5.493% -29.671% 2.909% -41.321% 3.086% 
8.416% 9.597% -0.540% 1.184% -Z648% 0.000% 
8.014% 8.293% -0.084% 0.000% 0.000% 0.000% 
11.928% 9.822% -0.540% -0.326% 0.146% -1.802% 
11.661% 15.877% 0.000% Z741% -1.118% 0.726% 
11.905% 10.251% 1.738% -Z030% 0.146% -2.345% 

3.648% 7.741% -0.906% Z893% -2.109% Z086% 
23.811% 20.350% -8.553% 12.760% 4.989% Z833% 
10.425% 1Z460% 0.000% 1.206% 0.000% 0.665% 
8.223% 9.341% -1.021% 0.921% -0.856% 0.510% 
9.482% 7.894% -0.096% -0.315% -1.257% -1.712% 

'operating income before depreciation (Compustat item #13) 
^Operating income before depreciation scaled by net sales (Compustat variable #13 and #12) 
^Operating income before depreciation scaled by ±e book value of assets (Compustat varible #13 and #6) 



51 

Table 1.10 
Expenditures, Undistributed Cash Flow, and Divestitures 

Surrounding Governance Changes 

This table details the median change in capital expenditures', undistributed cash flow^, 
and asset sales^, both before and after various governance changes. Year - 1 is the fiscal 
year end preceding the governance change, while year + 1 is the fiscal year immediately 
following the governance change. 

New Charter Amendments 
Antigreenmair 

Qassified Board 
Dual Class Common Stock 

Fair Price Provision 
Limited Ability to Amend Bylaws 
Limited Ability to Amend Charter 

Umited Action by Consent 
Limited Ability to Call Meeting 

Non-Rnancial Effects of Merger 
Supermajority to Aprrove Merger 

Unequal Voting Rights 
New Governance Features 

Confidential Voting 
Cumulative Voting Added 

Cumulative Voting Removed 
Golden Parachutes 

Poison Pill 

Change in 
Capital Expenditures 

-2. -1 +1, +2 
5.266% 10.493% 
6.567% 8.431% 
18.842% 6.895% 
0.935% 7.391% 
3.704% 7.534% 
3.704% -4.773% 
6.640% 7.302% 
8.262% 8.315% 
3.468% 5.294% 
2-602% 4.078% 
-6.432% 9.564% 

6.230% 4.389% 
3Z903% -17.467% 
3.553% 6.967% 
7.103% 8.557% 
1Z324% 8.061% 

Change In 
Undlstrib Cash Row 

-2,-1 +1.+2 
18.657% 8.771% 
13.750% 9.966% 
1Z910% 13.710% 
14.416% 10.231% 
16.529% 11.524% 
0.000% 19.358% 
1Z468% 10.411% 
10.105% 8.819% 
16.392% 8.823% 
18.657% 13.964% 
24.392% 11.410% 

Change in 
Ass  ̂Sales 

-2,-1 +1.+2 
-29.460% 24.189% 
-1.359% 16.532% 
10.238% -32.325% 
7.659% 0.000% 
19.172% 41.425% 
-95.029% 34.632% 
16.705% 6.756% 
0.000% 20.620% 

-31.577% 51.572% 
-18.925% 36.718% 
-80.122% -21.563% 

4.336% 
4.819% 
10.698% 
10.901% 
1Z227% 

11.672% 
19.159% 
13.150% 
8.639% 
8.362% 

-6.898% 
70.184% 
8.194% 
10.358% 
2.857% 

22.683% 
-41.782% 
43.308% 
13.730% 
0.000% 

'Capital Expenditures (Compustat variable #128) 
^Undistributed Casti How is defined as Operating Income before depreciation minus interest expense, 
taxes, preferred and common dividends all scaled by total assets. 
^Sale of property plant and equipment (Compustat variable #107 
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Table 1.11 
Distribution of CEOs* Tenure Surrounding Governance Changes 

This table provides several percentile breakpoints for the tenure as CEO and the tenure 
with the fim based conditional upon various governance changes. The CEOs' tenure 
with the firm is provided in (). The breakdown for the entire sample of 10,396 firms for 
which tenure data is available is provided at the bottom of the table. Binomial tests fail to 
support the hypothesis that CEO's that initiate governance changes are less likely to have 
lower tenure when compared to the tenure of CEOs in the entire sample. 
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Table 1.11 
Distribution of CEOs' Tenure Surrounding Governance Changes 

(Continued) 

Distribution of Tenure as CEO and (Tenure with Firm) 
Surrounding Governance Changes 

New Cliarter Amendments 90th 7Sth Median 25th iOth N 
Antigreemnail 14 11 5 3 1 48 

(38) (34) (29) (19) (11) 
260 Classified Board 19 13 7 3 2 260 

(38) (33) (27) (14) (7) 

Dual Class Commoa Stock 25 17 7 3 2 26 
(35) (31) (24) (10) (7) 

229 Fair Price Provision 19 12 7 3 1 229 
(38) (33) (28) (17) (8) 

77 Limited Ability to Amend Bylaws 20 11 6 3 1 77 
(37) (33) (25) (11) (4) 

15 Limited Ability to Amend Charter 16 8 5 2 1 15 Limited Ability to Amend Charter 
(33) (31) (20) (7) (4) 

Limited Action by Consent 20 13 6 3 2 171 
(38) (34) (27) (15) (7) 

Limited Ability to Call Meeting 21 13 6 3 1 150 
(36) (33) (26) (14) (8) 

Non-Financial Effects of Merger 20 13 9 4 1 37 
(36) (34) (29) (18) (H)  

51 Supermajority to Approve Merger 17 14 9 4 1 51 
(37) (34) (24) (12) (7) 

Unequal Voting Rights 20 15 6 4 1 5 
(25) (20) (15) (14) (1) 

New Governance Features 
Confidendal Voting 13 9 5 3 2 111 

(38) (34) (27) (13) (6) 
Cumulative Voting Added 20 8 5 3 3 5 

(36) (30) (24) (15) (3) 
Cumulative Voting Removed 20 12 7 3 1 72 

(35) (31) (21) (9) (6) 
Golden Parachutes 18 11 6 3 1 230 

(39) (32) (23) (11) (4) 
Poison Pill 18 12 6 3 1 426 

(38) (34) (25) (14) (7) 
Entire Sample 20 12 7 3 2 10396 

(38) (33) (25) (13) (6) 
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Table 1.12 
Distribution of CEO Age Surroimding Governance Changes 

This table provides several percentile breakpoints for the age of the CEO conditional 
upon various governance changes. The breakdown for the entire sample of 10,396 firms 
for which age data is available is provided at the bottom of the table. Binomial tests fail 
to support the hypothesis that CEO's that initiate governance changes are less likely to be 
older when compared to the tenure of CEOs in the entire sample. 

Distribution of CEO Age 
Sarrounding Governance Changes 

New Charter Amendments 90th 75th Median 2Sth 10th N 
Andgreemnail 64 61 59 54 49 48 

Classified Board 64 62 57 52 46 260 
Dual Class Common Stock 60 58 54 49 42 26 

Fair Price Provision 64 62 58 52 46 229 
Limited Ability to Amend Bylaws 63 60 57 51 44 77 
Limited Ability to Amend Charter 59 58 56 45 44 15 

Limited Action by Consent 64 61 57 52 45 171 
Limited Ability to Call Meeting 64 61 56 50 45 150 

Non-Financial Effects of Merger 63 60 57 54 44 37 
Supermajority to Approve Merger 63 60 57 51 45 51 

Unequal Voting Rights 59 57 52 48 46 5 
New Governance Features 

Confidential Voting 63 61 57 53 52 111 
Cumulative Voting Added 68 64 60 58 49 5 

Cumulative Voting Removed 65 60 55 50 45 72 
Golden Parachutes 63 61 56 51 47 230 

Poison Pill 63 61 57 52 47 426 
Entire Sample 64 61 57 52 47 10396 
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Table 1.13 
Percentage Change in CEO Compensation Surrounding Governance 

Changes 

This table provides the percentage change in total CEO compensation from year -2 to 
year -1, year -1 to year 0, and year 0 to year +1, where year 0 is the fiscal year in which a 
governance change took place. Total compensation is defined as salary + bonus + other 
compensation + stock gains and is collected firom the Forbes' CEO compensation 
Surveys. Other compensation includes payments made under long term compensation 
plans, restricted stock awards, company paid health insurance and other benefits. 
Statistical significance is determined using a simple T-test for the means and a Wilcoxon 
Sign Rank test for the medians. 
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Table 1.13 
Percentage Change in CEO Compensation Surrounding Gk>vemance 

Changes (Continued) 

Percentage Change in CEO Compensation Mean (Median) 
New Charter/Bylaw Provisions Year -1 N YearO N Year 1 N 
Antigreenmaii 23.48" 40 58.34* 43 8.48 41 

(13.34)* (19.46)* (8.31) 
Classified Board 34.38* 171 40.94* 175 23.75* 192 

(11.96)* (15.04)* (12.57)* 
Dual Class Common Stock 43.51 8 23.07 8 16.03** 15 

(16.10) (14.79) (14.47) 
Fair Price Provision 22.21* 167 42.66* 173 29.37* 185 

(13.35)* (13.68)* (11.69)* 
Limited Ability to Amend Bylaws 46.94* 50 53.3r 50 53.17* 52 

(18.17)* (14.52)* (15.68) 
Limited Ability to Amend Charter 5.03 6 108.03 6 101.29** 9 

(1.00) (30.29)* (66.75) 
Limited Ability to Call Meeting 28.71* 101 40.79* 102 23.44* 113 

(12.27)* (12.06)* (5.73)* 
Limited Action By Consent 21.50* 118 28.43* 119 30.36* 133 

(9.74)* (12.00)* (14.72)* 
Non-Financial Effects of Merger 19.81* 16 9.10 15 42.38* 19 

(26.30)** (8.04) (17.27)** 
Super Majority for Merger 13.77 28 29.96* 31 27.48* 34 

(44.15) (18.62)* (16.31) 
Unequal Voting Rights 6.75 3 61.13* 3 -11.33 2 

(9.31) (64.63) (-11.33) 
New Governance Features 
Confidential Voting 50.88* 117 52.54* 113 41.72* 100 

(3.00) (4.23) (14.57)* 
Cumulative Voting Added -8.75 2 36.16 3 20.46 4 

(-8.75) (28.66) (10.58) 
Cumulative Voting Removed 49.33** 52 60.29* 53 28.80* 54 

(17.85)* (14.74)* (15.16)* 
Golden Parachutes 25.04** 177 38.65* 180 42.63* 168 

(11.44)* (11.63)* (5.57)* 
Poison Pill 154.9* 306 39.12* 303 40.97* 303 

(11.84)* (13.91)* (9.57)* 
Joint Test 35.94* 669 40.08* 674 33.97** 705 

(12.33)* (13.29)* (10.88)* 

^Denotes significance at the 5 percent level 
**Denotes significance at the 10 percent level 
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Table 1.14 
CEO Pay for Performance Surroimding Governance Changes 

This table provides the CEO pay for performance for the years surrounding governance 
changes. Pay for performance is measured as the dollar amount of total CEO 
compensation per SI000 increase in shareholder wealth. Total compensation is defined as 
salary + bonus + other compensation + stock gains and is collected from the Forbes' CEO 
compensation Surveys. Other compensation includes payments made under long term 
compensation plans, restricted stock awards, company paid health insurance and other 
benefits. Statistical significance is determined using a simple T-test for the means and a 
Wilcoxon Sign Rank test for the medians. 
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Table 1.14 
CEO Pay for Performance Surrounding Governance Changes 

(Continued) 

CEO Pay for Perfonnance Mean (Median) 
Nw Charter/Bylaw Provisions Year -1 N Year 0 N Year 1 N 
Antigreenmail 3.24 45 -1.02 45 1.952 42 

(1.301)* (1.107)* (.923)* 
Classified Board 3.05* 184 6.499** 192 5.243** 204 

(1.85)* (1.833)* (1.493)* 
Dual Class Common Stock .0590 10 .704 14 1.54 18 

(.595) (.1384) (.634) 
Fair Price Provision 5.971 179 2.427 188 4.555** 187 

(1.873* (1.658)* (1.447)* 
Limited Ability to Amend Bylaws 3.853** 53 -97.5 53 11.033 54 

(1.48)* (1.801)* (1.517)* 
Limited Ability to Amend Charter 2.538 5 2.585 6 41.718 9 

(1.305)** (3.838) (2.029) 
Limited Ability to Call Meeting 7.255 105 -1.46 109 -1.22 120 

(1.775)* (1.59)* (1.051)* 
Limited Action By Consent 1.249 128 -1.48 130 -.5000 138 

(1.436)* (1.377)* (1.134)* 
Non-Financial Effects of Merger 5.26 18 -1.25 19 -138.23 23 

(2.902)* (1.967)* (-321) 
Super Majority for Merger 4.458 33 14.478 32 15.865 39 

(1.901)* (2.073)* (2.029)* 
Unequal Voting Rights 4.673** 3 -1.74 3 11.361 3 

(5.402) (.9840) (8.699) 
New Governance Features 
Confidential Voting .8690 116 -2.03 112 -2.59 100 

(.708)* (.8400)* (1.014)* 
Cumulative Voting Added 28.693 3 -15.39 4 -628.82 5 

(2.304) (3.226) (5.115) 
Cumulative Voting Removed .9510 52 -3.810 55 -2.130 54 

(1.887)* (1.116)* (1.018)* 
Golden Parachutes 2.044 199 5.524** 202 -120.24 186 

(1.402)* (1.786)* (1.388)* 
Poison Pill -15.97 326 .0640 337 -2.40 340 

(1.590)* (1.531)* (1.181)* 
Joint Test -4.340 717 -4.87 745 -3.30 762 

(1.653)* (1.592)* (1.261)* 

^Denotes significance at the 5 percent level 
**Denotes significance at the 10 percent level 
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Table 1.15 
CEO Pay for Performance Sensitivity Surrounding Governance 

Changes 

This table provides the CEO pay for performance sensitivity for the years surrounding governance changes. 
Pay for performance sensitivity is measured as the dollar change in total CEO compensation per $1000 
increase in shareholder wealth. Total compensation is defined as salary + bonus + other compensation + 
stock gains and is collected &om the Forbes' CEO compensation Surveys. Other compensation includes 
payments made under long term compensation plans, restricted stock awards, company paid health 
insurance and other benefits. Statistical significance is determined using a simple T-test for die means and 
a Wilcoxon Sign Rank test for the medians. 



Table 1.15 
CEO Pay for Performance Sensitivity Surrounding Governance 

Changes (Continued) 

CEO Pay for Perfomnance Sensitivity Mean (Median) 
New Charter/Bylaw Provisions Year-1 N Year 0 N Year 1 N 
Antigreenmail -1.146 40 2.209 43 .178 41 

(.0970) (.6309)* (.1004) 
Classified Board -3.064" 167 1.047 171 5.347** 186 

(.0707)* (.3315)* (.2732)* 
Dual Class Common Stock -2.196 8 -2.251 8 -1.475 15 

(-.5509) (.7237) (.218) 
Fair Price Provision -6.079 165 28.811 171 .8618 181 

(.1121)* (.3381)* (.2135)* 
Limited Ability to Amend Bylaws 2.289* 48 12.899 48 10.639 49 

(.3185)' (.3142)* (.8361)* 
Limited Ability to Amend Charter 3.829 5 -1.704 5 88.761 7 

(.2384) (2.610) (1.264) 
Limited Ability to Call Meeting 6.294 99 42.869 99 -.4508 110 

(.2348)* (.2084)* (.1339) 
Limited Action By Consent -.2187 117 37.594 118 .5796 131 

(.1193)* (.2488)* (.2635)* 
Non-Financial Effects of Merger -5.922 16 .6058 15 -.2468 19 

(.1601) (.1252) (.4202) 
Super Majority for Merger .4506 28 .7779 31 18.731 34 

(.1232)* (.3237)* (.7601)* 
Unequal Voting Rights .3099 3 -3.631 3 .4391 2 

(.2635) (.6025) (.4391) 
New Governance Features 
Confidential Voting -8.031 113 5.385 110 -2.668 97 

(.0503) (.6034)* (.2430) 
Cumulative Voting Added .0676 2 .5898 3 1.740 4 

(.0676) (4.604) (1.601) 
Cumulative Voting Removed -2.828 49 83.075 49 -4.136 51 

(.2928)* (.1337) (.1450) 
Golden Parachutes -1.093 171 1.436 178 -403.544 167 

(.2171)* (.3966)* (.2479)* 
Poison Pill 13.874 301 4.088 301 -2.600 299 

(.4098)* (.2537)* (.2121)* 
Joint Test 5.388 654 10.033 663 1.058 690 

(.1961)* (.2801)* (.2171)* 

^Denotes significance at the S percent level 
**Denotes significance at the 10 percent level 
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Chapter Two 

Corporate Governance Practices and Firm Performance: 
An Examination of Firms with Significant Declines in Performance 

2.1. Introduction 

Recently there has been a great deal of interest by institutional investors and 

others in the area of corporate governance, despite surprisingly little empirical evidence 

linking governance practices with subsequent firm performance. This paper takes a fresh 

look at the effect of corporate govemance practices on firm performance, acknowledging 

the endogenous nature of the govemance performance relationship. I define corporate 

govemance as a set of constraints on managers and shareholders who bargain to 

determine how the value of the firm will be allocated. Since the performance of the 

firm's shares represent the present value of the shareholder's allocation of firm value, 

corporate govemance can be thought of as a set of constraints imposed on firm 

performance. In this context, corporate govemance practices will have the largest 

observable effects on firm performance when these constraints become binding. 

This paper examines the endogenous relationship between corporate govemance 

practices and firm performance, which necessarily focuses on cases where the constraints 

imposed by the govemance system have a high probability of being binding. In this 

paper I examine firms that experience significant performance declines as measured by 

industry-adjusted operating income scaled by the book value of total assets^*. 

Furthermore, 1 examine a second group of firms that experience significant and 
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unexpected negative earnings shocks as measured by the percentage difference in actual 

earnings to the consensus IBES forecasted earnings. These groups of firms are where the 

constraints imposed by the governance system are likely to have a higher probability of 

being binding. Do firms with certain governance practices make operational changes that 

bring about improvements in firm performance sooner then firms without these practices? 

If the answer to this question is yes, then a decomposition of performance declines and 

earnings shocks should reveal a larger transitory component and a smaller persistent 

component when a governance feature is valuable to shareholders, and a smaller 

transitory component and larger persistent component when a governance feature harms 

shareholders. My results suggest that firms covered by fair price charter amendments 

and/or state control share acquisition statutes take longer to recover from declines in 

operating performance. Furthermore, I find that the persistence of the earnings shocks is 

greater in firms covered by a freeze out statute and the persistence is lower in firms 

covered by cash out statutes, results consistent with these governance features 

constraining shareholder value. Furthermore, if the market values governance then, 

ceteris paribus, stock price reactions should be proportionately smaller. My results fail to 

show significant results for the stock price reactions of either performance declines or 

earnings shocks.. 

The remainder of the paper is organized as follows: Section 2.2 provides the 

motivation for this paper and an overview of the current literature. Section 2.3 examines 

the data used in the analysis and provides some descriptive statistics. Section 2.4 

I am using a modification on the mediodology of Denis and Kruse (1998) in selecting these firms. 
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investigates the impact of corporate governance on performance in firms that have 

experienced significant declines in operating performance. Section 2.5 details the impact 

of corporate governance on persistence of and market response to earnings shocks, and 

Section 2.6 summarizes my conclusions. 

2J2. Motivation and Overview of the Current Literature 

The increased role of indexing has led many institutions to become active in 

trying to influence the corporate governance policies of the firms in their portfolio. In 

fact, many institutions, such as the Teachers Insurance Annuity Association - College 

Retirement Equities Fund (TIAA-CREF) and the California Public Employee's 

Retirement System (CalPERs), publish guidelines on "good" corporate governance 

practices and many institutional investors invest time and resources in an effort to 

influence the corporate governance practices of firms. This activity appears to be based 

upon the belief that governance practices influence subsequent firm performance.^ 

Despite the beliefs of institutional investors, there is surprisingly little evidence linking 

"good" governance practices with subsequent firm performance. 

Before 1 can identify how governance is related to firm performance, it is 

necessary to operationalize the somewhat vague notion of "corporate governance." In the 

spirit of Zingales (1997), 1 define corporate governance as the set of constraints on 

managers and shareholders as they bargain for the distribution of firm value. This 

definition is crafted to focus specifically on the relationship between managers, 

shareholders and the board of directors, to the exclusion of other stakeholders. 

 ̂See Biggs (1996) 
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In developing a definition of corporate governance, I begin with a 

corporation having various stakeholders, each with differing objectives. Typically, the 

initial contracts do not fully allocate all of the firm value and thus stakeholders must 

bargain for the residual value. Because the corporation is infinitely lived, the bargaining 

process is essentially an infinite multi-period game between the stakeholders. As such, 

each stakeholder's objective is to maximize the present value of her allocation of the 

expected future value of the firm. In this regard, the stakeholders will concern 

themselves not only with the present allocation of firm value, but also with their 

bargaining power in future allocation decisions. Therefore, the various stakeholders 

bargain not only for the allocation of firm value, but also for constraints on the future 

bargaining power of the other stakeholders. 

The board of directors plays an important role in the bargaining process between 

stakeholders. It is important to understand that the objectives of the board of directors are 

not identical to those of shareholders, hence the board is not an extension of either the 

shareholders or management. The role cast for the board of directors is as an arbitrator in 

the bargaining process for firm value. Since the board of directors acts as the arbitrator 

for the allocation of firm value, other stakeholders will bargain to determine the 

composition of the board. 

This definition of corporate govemance is appealing along several dimensions. 

First, we typically don't think of corporate govemance as being relevant in the normal 

day to day operations of the firm, but relevant only during extraordinary circumstances 

and events. Viewing corporate govemance as a set of constraints is naturally appealing 
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in this regard. During normal day to day operations, the constraints imposed by the 

corporate governance system are not likely to be binding. However, during extraordinary 

events, the constraints may become binding and the governance system should become 

relevant. In fact, executives at TIAA-CREF refer to corporate governance as "the safety 

net we look to when things go wrong." Second, since the various stakeholders bargain 

not only for the allocation of firm value, but also for constraints on the future bargaining 

power of other stakeholders, this definition allows for an explanation of how corporate 

governance systems evolve over time within firms and differ among firms. 

With this definition of corporate governance, and the implicit assxraiption that 

shareholders gain utility only through the return on their shares, stock price performance 

becomes analogous to the shareholder's allocation of firm value. Therefore, since the 

governance system is a set of constraints on the bargaining for the allocation of firm 

value, it is in fact a set of constraints on firm performance. It is less clear, however, how 

firm performance can effect the governance system of a firm. Akin to Hermalin and 

Weisbach (1998), I view management's bargaining strength in the allocation of firm value 

as a function of both management tenure and prior firm performance. Hence good 

performance adds to the bargaining strength of managers, who in turn might choose to 

use this strength to add new constraints on the future allocations of firm value. 

Any meaningful analysis of the endogenous relationship between governance and 

performance requires some sort of "exogenous" shock to the firm. For example, many 

authors have examined the effect on performance following "exogenous" changes in the 

governance features of firms. Essentially, these studies have fallen into two categories. 
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(1) studies that examine the initiation of *anti-takeover" provisions and (2) studies that 

examine activist institutional investors who attempt to influence firms into changing 

governance practices. 

Studies that examine the wealth effects surrounding the initiation of "anti

takeover" provisions in firms' governance practices offer mixed results. Typically, these 

papers utilize an event study methodology to examine abnormal returns siirrounding the 

announcement of governance changes. There are several problems with this 

methodology, however. First, many governance changes (such as anti-takeover charter 

amendments) are announced in the firms' proxy statements. These same statements 

contain a host of other information that potentially could contaminate the results. 

Second, as discussed by Brickley, Lease, and Smith (1988), abnormal returns 

surrounding the announcement of an anti-takeover govemance practice are likely to have 

three separate components. The first component represents the increased likelihood that 

the firm adopting the governance practice will be a take-over target, where it is assumed 

that management's timing in seeking the govemance changes contains information about 

the likelihood of a takeover. The second component represents the likelihood of an 

increased premiiun conditional on a successful offer. The third component represents the 

decreased likelihood of any offer being successful. In examining wealth effects, we are 

unable to disregard the first component and focus only on the last two. More 

importantly, any abnormal return associated with the features' adoption will be the future 

cost to shareholders if the constraint becomes binding, discounted by both the probability 
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of the constraint ever becoming binding and the appropriate discount rate. The impact of 

this discounting may be sufficient to preclude finding statistically significant results. 

With the above caveats in mind, Bhagat and Brickley (1984), Jarrell and Poulsen 

(1987), Malatesta and Walkling (1988), and Comment and Schwert (1995) find that the 

adoption of govemance practices that deter takeovers appear to produce negative 

abnormal returns. On the other hand, studies by DeAngelo and Rice (1983), Dodd and 

Leftwich (1980), Jarrell and Poulsen (1987), and Linn and McConnel (1983) offer 

evidence of zero or even positive abnormal returns. 

Studies examining wealth effects following actions by institutional investors 

typically fail to find any positive wealth or performance effects related to targeting of 

govemance issues. For example, Karpoff, Malatesta, and Walkling (1996), Smith (1996), 

Wahal (1996), Strickland, Wiles and Zeimer (1996), and Carleton, Nelson, and Weisbach 

(1998) fail to offer convincing evidence of performance improvements or positive wealth 

effects firom institutional activism on govemance issues^. The absense of convincing 

evidence may be related to the limited scope of the activist institution's targetings. It is 

important, however, to realize that the methodologies employed in these studies are 

subject to the same criticisms leveled earlier. 

Another method to examine the govemance - performance relationship is to 

identify "exogenous" shocks to perfiarmance and measiire the effects of govemance 

practices on shareholder wealth. One possibility is to view takeover attempts as an 

"exogenous" shock. Studies that focus on how govemance practices effect shareholder 

 ̂For an exceUent review of this literature see Kaipcfif (1998). 
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wealth during takeovers include Pound (1987), Nathan and O'Keefe (1989), Bhagat and 

Jefferis (1993), and Ambrose and Megginson (1992). The general tone of these papers is 

that while some types of governance practices reduce the likelihood of a successful 

takeover, these same provisions usually result in a higher premium for successful 

takeovers. Overall, shareholders generally have only a small negative wealth effect from 

constraining governance practices as a result of these offsetting forces. 

To provide a better understanding of the govemance — performance relationship, I 

examine firms where the govemance structure is likely to impose binding constraints on 

firm performance. Specifically I examine the extent to which govemance practices affect 

subsequent performance following an "exogenous" decline in performance. I analyze 

accounting measures of performance, because maricet based measures will reflect the 

shareholders' expectations about future performance and these expectations may be 

partially a function of the firm's govemance stmcture. I use operating performance to 

avoid the inclusion of special charges. 

My hypothesis is that firms with fewer constraints imposed by the govemance 

system are subject to a higher level of inside monitoring by the board of directors and 

outside monitoring through the market for corporate control. Hence, these firms should 

initiate performance-enhancing changes such as restructuring, layoffs, and asset sales 

sooner than similar firms with more constraining govemance practices in place. If no 

significant link can be found between govemance and performance in firms with 

significant performance declines, then it is unlikely that a relationship can be detected for 

financially healthy firms. 
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My paper closely relates to the woric of Denis and Kruse (1998), who exaniine the 

frequency and extent of corporate takeovers, board dismissals of the top executive, and 

shareholder pressure in firms that experience performance declines. They document that 

57% of firms in their sample experience some sort of disciplinary event during an active 

takeover period (1985 — 88), while only 44% of firms experience such an event during an 

inactive takeover period (1989 — 92), and content that these effects are driven by the 

substantial decrease in takeover activity during the latter half of their sample. They find 

that approximately two-thirds of the firms in their sample engaged in asset restructuring, 

employee layoffs, or other cost cutting measures. They also report significant 

improvements in operating performance for the three years following the performance 

decline. 

The methodology used in this paper differs from that of Denis and Kruse (1998) 

in several important respects. First, Denis and Kruse identify firms as having significant 

declines in operating performance if they perform above the industry median one year 

followed by a year of performance in the bottom quartile of the industry. This technique 

does not control for the variance of operating performance within industry groups, and 

hence can allow for a large number of misidentified firms entering the sample. Second, it 

is unclear as to whether annual data offer the correct "fiiequency" to examine declines in 

operating performance. The question is, how long does it take management to react? In 

this paper, 1 refine the sample selection process to examine quarterly data, thus offering a 

more refined data frequency. In support of this refinement, I document that firms begin 

recovering fix>m their performance declines in the quarter immediately following the 
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decline, and are almost completely recovered after third quarters. I further expand the 

literature by expanding beyond measures of operating performance and examining the 

impact of governance on earnings persistence. 

In addition to offering methodological improvements, this paper adds to our 

understanding of the governance - performance relationship by focusing on a sample of 

firms in which the effect of governance on performance is likely to be most pronounced. 

By acknowledging the endogenous nature of the governance - performance relationship, 

and plausibly dealing with the problem of endogenity through the use of accoimting 

numbers, this paper provides empirical evidence as to why governance matters. This 

study adds to Denis and BCruse's results by describing how the governance structure of 

the firm affects the likelihood of performance-enhancing activities and the subsequent 

performance of the firm, answering the basic question "Do firms that have certain 

governance practices their shareholders by acting more promptly in correcting 

performance problems than firms without these governance practices?" 

23. The Data 

This paper examines a sample of 201 firms that experience a significant decline in 

quarterly operating performance during the period from 1984 to 1995. The sample 

selection process is based on that of Denis and Kruse (1998), although the methodology 

is improved and ^plied to quarterly data. First, as in Denis and Kruse, I calculate the 

ratio of operating income to total assets (OITA) (Compustat quarterly data item 21 

divided by data item 44) on a quarterly basis for all Compustat firms fix)m 1984 to 1995. 

Second, I calculate the change in OITA and calculate the mean and standard deviation of 
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this variable by industry^^. Next, I "industry standardize" the change in OITA by 

subtracting off the industry mean and dividing by the industry standard deviation, thereby 

controlling for seasonality and adjusting for the variance between industries. In 

performing the industry standardization, the industry mean and standard deviation used to 

standardize a particular firm are calculated excluding that firm. Finally, the standardized 

change in OITA is compared to a Student's T distribution to determine if the change in 

OITA falls in the lower one percent tail.^ This methodology identifies a starting point 

for the sample firms' difficulties as opposed to other methodologies that may identify 

"chronic" underperformers. I use operating performance since maricet-based measures 

should already incorporate investor's expectations related to the firms' govemance 

practices. 

Table 2.1 shows mean and median values for several key accounting variables 

surrounding the performance declines. There is a noticeable decline in both income and 

operating income from quarter - I to quarter 0. It is also apparent from examining 

quarter -t- I to quarter + 3 that recovery from these performance declines begins in the 

quarter immediately following the decline and is almost complete within three quarters 

following the decline. 

Table 2.2 provides a breakdown of the performance decline sample by industry. 

The sample appears to be reasonably well distributed across industries. Regulated 

industries, utilities and banks, were excluded from my analysis since, a priori, it is 

Three Digit SIC codes are used to determine industry. 
 ̂I require there to be at least 10 firms in each 3 digit SIC classification for diis analysis. Further, the 

critical T value is adjusted by this number of observations. 
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unclear how regulation interacts with the governance structure of these firms. There are 

slight differences between the breakdown of industries on Compustat and my sample, 

generally explained by my inclusion of only those industry groups with 10 or more firms. 

I identify the governance features of each firm in the sample by consulting the 

Investor Responsibility Research Center's (IRRC) series of books entitled Corporate 

Takeover Defenses. Each volume contains detailed information on the governance 

practices of 1500 firms; volumes fix)m 1989, 1990, 1993, and 1995 are used to construct 

the sample in this paper. Each IRRC volume provides a snapshot of each firms' 

govemance practices as of June 30'̂  of the year of the particular volxraie, and in most 

cases, the IRRC provides the year in which individual govemance features were adopted. 

The 201 firms in this sample result fix)m the intersection of the U.S. incorporated firms 

contained within the IRRC volumes and the sample of firms identified as having 

significant declines in operating performance. 

Board composition data are collected from a series of CD-ROMs published by 

Disclosure Incorporated. These data begin in 1987, and are limited to classifying 

directors as either insiders or outsiders. The classification does not include a category for 

"gray" directors.^^ I classify directors based upon the title provided on the Disclosure 

CD-ROMs. 

Information regarding applicable laws fix>m the state of incorporation comes from 

State Takeover Laws: A State by State Guide. This book, published by the IRRC, 

provides detailed information on eight different types of takeover laws. Examining the 
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finn's state of incorporation and whether the firm has elected to opt out of coverage 

determines the applicability of the state antitakeover laws. 

Table 2.3 provides a breakdown of the coverage of the various governance 

features during the quarters surroimding the performance decline. There are very few 

changes in the governance structures of sample firms surrounding the declines in 

operating performance. 

2.4. The Impact of Governance FoUowing Operating Performance Declines 

In this section I examine the sample of 201 firms that experience significant 

declines in quarterly operating performance between 1984 and 1995. I define these 201 

firms as a group where the constraints imposed by the governance system have a higher 

probability of being binding. The question I address is whether firms with certain 

governance practices show improvements in operating performance sooner than firms 

without. If particular governance practices lead to earlier improvements in operating 

performance, then, ceteris paribus, the transitory component of the operating performance 

decline will be larger (the persistent component should be smaller) in firms with these 

governance practices. Furthermore, if the market values a particular governance feature, 

then the market's reaction to operating performance decline will be proportionally lower 

in firms with this feature than in firms without Therefore, I propose to test the following 

two hypothesis: 

Hi: If governance is irrelevant in firms with substantial declines in operating 
performance then, ceteris paribus, the transitory and persistent components 

 ̂A gray director is usually defined as a director who is not an employee of the firm, but who has a 
significant business relationship with the firm. 
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of the operating performance decline should not differ based upon the 
governance practices of firms. 

H2: If the market does not value governance practices then, ceteris paribus, the 
proportional stock price reactions to the performance decline should not 
differ based upon the governance practices of firms. 

To test the first hypothesis, I regress the industry standardized change in the ratio 

of operating income to assets for the year following the performance decline (OPITAt<-i) 

on the industry standardized change in the ratio of operating income to assets during the 

year of the performance decline (OPITAt) and dmnmy variables for various governance 

practices interacted with OPITAt. The results for these regressions are presented in table 

2.4 without the interaction of a board composition variable and in table 2.5 with board 

composition interaction. A significant negative coefficient indicates that the performance 

declines in firms with that particular govemance feature have a larger transitory 

component and smaller persistent component, whereas a significant positive coefficient 

indicates that the performance decline has a smaller transitory component and larger 

persistent component. I find significant positive coefficients for both fair price charter 

provisions and control share acquisition statutes variable, indicating that firms covered by 

either of these provisions recover more slowly than firms without such provisions. 

In testing the second hypothesis, I regress the adjusted holding period returns 

(HPRs) for the three months of the calendar year for each firm on OPITAt and diramiy 

variable for various govemance practices interacted with OPTIAt.^^ The adjusted HPRs 

 ̂As a test of robustness, I have examined three, fom*. and five month windows covering ail combinations 
of the period beginning on month prior to the start of the fiscal quarter and ending one month after the end 
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are calculated by subtracting off the corresponding size / market to book portfolio's HPR 

from the HPR of the sample firm. The results for these regressions are presented in table 

2.6 without the interaction of a board composition variable and in table 2.7 with board 

composition interaction. A significant negative coefficient in these regressions would 

suggest that the market values that particular governance feature. I find that these 

regressions offer unusually poor fits with adjusted R^s that are often negative. 

Furthermore, none of the governance variables are significant in any model. 

2.5. The Impact of Governance Following Unexpected Shocks to Earnings. 

In this section I examine a sample of 264 firms that experience a significant 

unexpected negative shock to quarterly earnings. These firms were identified as follows: 

First, the IBES consensus earnings estimate is identified for the month immediately prior 

to the start of each fiscal quarter for every IBES firm. A percentage-forecast error is then 

calculated as the difference between the actual earnings and the consensus estimate of 

earnings all divided by the actual earnings. Second, the standard deviation of these 

forecast errors is calculated on a firm by firm basis. This standard deviation is used to 

control for differences in the availability of information across firms. Third, dividing by 

the firm specific standard deviation standardizes the forecast error. Assuming that the 

forecast errors are unbiased and normally distributed, then the standardized forecast error 

should be distributed as a Student's T. Finally, the standardized forecast error is 

compared to the lower one percent critical region of the Student's T distribution to 

identify firm / quarter observations in the bottom tail. This process identifies 2,214 firm / 

of the fiscal quarter. Holding period returns were calculated using the size / maricet to book adjustment 
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quarter observations between 1984 and 1997. Of these observations, my analysis is 

conducted on the 264 firm / quarter observations for which detailed governance data is 

available firom the IRRC. 

I define this set of264 firm / quarter observations as a group where the constraints 

imposed by the governance system has a higher probability of being binding. The 

question 1 address is whether firms with certain governance practices show improvements 

in earnings sooner than firms without. If particular governance practices lead to earlier 

improvements in earnings, then, ceteris paribus, the transitory component of the earnings 

shock should be larger (the persistent component should be smaller) in fimtis with these 

governance practices. Furthermore, if the market values a particular governance feature, 

then the market's reaction to the earnings shock should be proportionally lower in firms 

with this feature than in firms without- Therefore, I propose to test the following two 

hypothesis: 

H3: If goveraance is irrelevant in firms with significant negative shocks in 
expected earnings then, ceteris paribus, the transitory and persistent 
components of the earnings shock should not differ based upon the 
governance practices of firms. 

EI4: If the market does not value governance practices then, ceteris paribus, the 
proportional stock price reactions to the earnings shock should not differ 
based upon the governance practices of firms. 

To test the first hypothesis, I regress the change in actual earnings for the quarter 

following the earnings shock, scaled by the standard deviation of the firm specific 

forecast errors, on the standardized quarterly earnings shock and the standardized 

method suggested by Barber, Lyon, and Tsai (1999). All HPR windows offered similar results. 
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qxiarteriy earnings shock interacted with various governance variables. The results of 

these regressions are presented in table 2.8. A significant negative coefficient indicates 

that earnings shocks in firms with that particular governance feature have a larger 

transitory component and smaller persistent component, whereas, a significant positive 

coefficient indicates that earnings shocks have a smaller transitory component and larger 

persistent component. I find significant positive coefBcients for fireeze out statutes and 

significant negative coefBcients for cash out statutes, suggesting that firms covered by 

fi-eeze out statutes take longer to recover from earnings shocks while firms covered by 

cash out statutes recover more quickly. 

To test the second hypothesis, I regress the adjusted holding period returns 

(HPRs) for the three months of the calendar year for each firm on the standardized 

quarterly earnings shock and dmnmy variable for various governance practices interacted 

with the standardized quarterly earnings shock.The adjusted HPRs are calculated by 

subtracting off the corresponding size / market to book portfolio's HPR firom the HPR of 

the sample firm. The results of these regressions are presented in table 2.9. A significant 

negative coefficient in these regressions would suggest that the market values that 

particular governance feature. My results fail to show any significant relationship 

between a firm's governance practices and the markets reaction to unexpected shocks to 

earnings. 

2.6. Summary 

 ̂As a test of robustness, I have examined three, four, and five month windows covering all combinatioiis 
of the period beginning on month prior to the start of the fiscal quarter and ending one month after die end 



78 

In this paper I define corporate governance as a set of constraints on managers 

and shareholders as they bargain to determine how the value of the firm is to be allocated, 

providing a fiamewoiic to help understand how governance practices will impact upon 

firm performance. Under this definition, the search for a link between governance and 

performance should focus upon those instances where the constraints imposed by the 

governance system are most likely to be binding, 

I provide an analysis of the impact of corporate governance on firm performance 

subsequent to substantial declines in operating performance, and find that firms with fair 

price charter provisions or control share acquisition statutes are slower in recovering fix)m 

declines in operating performance. This result is consistent with the theory of these 

governance practices constraining shareholders, and suggests that fair price charter 

provisions and control share acquisition statutes adversely effect shareholders. 

Furthermore, 1 find little evidence that the market values corporate governance when 

reacting to operating performance declines. 1 also examine the link between governance 

practices and the response to significant negative shocks in quarterly earnings, and find 

that the persistence of these shocks is greater in firms covered by fi-eeze out statutes and 

lower in firms covered by cash out statutes. I find no evidence that the maricet values 

corporate governance when reacting to earning shocks. Overall, these results suggest that 

certain governance practices might help to explain subsequent firm performance 

following sharp declines in operating performance or earnings. 

of the fiscal quarter. Holding period returns were calculated using the size / maricet to book adjustment 
method suggested by Barber, Lyon, and Tsai (1999). All HPR windows offered similar results. 
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Table 2.1 
Mean (Median) Accounting Variables Surrounding Declines in Operating 

Performance 

This Table provides the mean (median) vahie for several important accounting variables for the period from 
one quarter prior to three-quarters following the decline in operating performance. Total Assets, Sales, 
Income and Operating Income are in millions of dollars. The change in operating income to assets presents 
the change in the ratios and is not a percentage change. The industry adjusted change in operating income 
is calculated by taking the change in operating income to assets and subtracting the mean change in 
operating income to assets for all firms in the same 3 digit SIC code. Quarter 0 is the quarter in which the 
performance decline occurs. 

Variable Quarter-1 Quarter 0 Quarter+1 Quarter+ 2 Quarter+3 
Total Assets 1405.3 1398.7 1497.8 1575.9 1561.6 

(366.6) (389.6) (412.6) (405.0) (403.6) 
Sales 476.5 397.5 407.3 428 502.2 

(154.9) (123.5) (111.2) (137.5) (173.9) 
Income 35.88 -5.98 13.36 19.24 27.43 

(8.95) (-0.48) (2-26) (4.52) (5.38) 
Operating Income 108.5 18.9 55.3 61.4 83.1 

(22.5) (2.9) (9.2) (12.4) (16.7) 
Operating Income to Assets 0.104 0.0017 0.0305 0.0392 0.0675 

(0.0794) (0.0144) (0.0302) (0.0316) (0.0441) 
Change in Operating Income to Assets 0.0546 -0.1017 0.0266 0.0108 0.0266 

(0.0264) (-0.0647) (0.0088) (0.0022) (0.0064) 
Industry Adjusted Change in 0.0567 -0.1007 0.0295 0.0084 0.0289 
Operating Income to Assets (0.0251) (-0.0661) (0.0108) (0.0029) (0.0060) 

N 172 201 183 171 171 
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Table 2  ̂
Breakdown of Operating Performance Decline Sample by Industry Group 

This table provides a breakdown of the operating performance decline sample by major 
industry group. Regulated industries (utilities and banks) were excluded fix>m the 
analysis. The percentage of Compustat firms provides a same period benchmark to judge 
the distribution by indiistry of the performance decline sample. 

Number in Percentage Percentage 
Industry 2 Digit SIC Performance of Performance of Compusf 
Group Code(s) Decline Sample Decline Sample Rrms1984-' 
Mining 10-14 4 1.99% 7.65% 
Food 20 13 6.47% 2.73% 

Textiles 22-23 2 1.00% Z06% 
Paper Products 26 7 3.48% 1.25% 

Chemical 28 19 9.45% 6.81% 
P^roleum 29 25 1Z44% 0.80% 

Stone, Clay, and Glass 32 0 0.00% 0.87% 
Primary M^als 33 13 6.47% 1.76% 

Fabricated M^s 34 6 2.99% Z09% 
Machinery 35 10 4.00% 8.24% 
Appliances 36 12 4.98% 8.05% 

Transportation Equipment 37 3 1.49% Z36% 
Miscellaneous Manufacturing 38-39 4 1.99% 8.68% 

Railroads 40 3 1.49% 0.45% 
Other Transportation 41,42.44,45,47 5 2.49% Z61% 

Utilities 49 excluded NiA ^duded 
Department Stores 53 6 Z99% 1.00% 

Other Rî l 50-5^54-59 26 1Z94% 1Z91% 
Banking and Rnance 60-67 excluded N/A ecduded 

All Others 43 21.39% 29.69% 
Total 201 100.00% 100.00% 
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Table 23 
Coverage of Various Governance Features Surrounding Operating Performance 

Declines 

This table provides the percentages of firms with particular governance features during 
the quarters surrounding the quarter of the operating performance decline, hidependence 
of the board of directors is determined by classifying directors as either "insiders" or 
"outsiders", no "gray" category was used. Firms where "outside" directors account for 
more than 50 percent of the directors are classified as having independent boards. 

Governance Feature Quarter 0 Quarter 1 Quarter 2 
Independent Board of Directors 56.22% 55.72% 53.73% 

Poison Pill 29.85% 29.90% 29.12% 

Charter Provisions 
Fair Price 24.38% 24.88% 22.89% 

Non-Financial Effects of Merger 4.78% 3.98% 3.48% 
Supermajority for Merger 11.94% 10.94% 8.46% 

State Anti-Tai(eover l.aws 
Cash Out 3.02% 3.13% 3.33% 

Control Share Acquisition 23.12% 23.96% 23.89% 
Director's Duties 18.09% 18.75% 17.78% 

Fair Price 22.61% 23.96% 23.89% 
Freeze Out 67.84% 68.23% 66.11% 
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Table 2.4 
The Impact of Governance on the Persistence of Operating 

Performance Declines 

This table provides the results of several regressions that examine how various 
govemance variables effect how the persistence of operating performance declines. The 
dependent variable in these regressions is the industry-stand^dized change in operating 
income to assets for the quarter following the quarter of the performance decline. A 
significant negative coefficient in these regressions would in^cate a higher transitory 
component and a smaller persistent component to the operating performance decline in 
firms with a particular govemance feature. The industry-standardized change operating 
income to assets variable is the calculated as the change operating income to assets in the 
quarter minus the mean change in operating income to assets for the industry all divided 
by the standard deviation of the change in operating income to assets for the industry. 
The dependent variable in these regressions is the industry-standardized change in 
operating income to assets for the quarter following the decline in operating performance. 
An independent board is defined as one where the majority of the directors are classified 
as "outsiders." Each govemance feature, charter provision, or state law variable 
represents a dummy variable interacted with the industry standardized change in 
operating income to assets for the quarter of the performance decline. 
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Table 2.4 
The Impact of Governance on the Persistence of Operating 

Performance Declines (Continued) 

Independent Variables Model 1 Model 2 Model 3 Model 4 

Intercept 0.1410 0.9544 
Industry Standardized Performance Decline Time 0 -0.1724*** -0.241*" 

4th Quarter Dummy Variable -0.1943** -0.1685* 

-0.0003 0.0074 
-0.2402*** -0.2680*** 
-0.1824** -0.1682* 

Governance Features 

Independent Board of Directors 
Poison Pill 

0.0826 
0.0839 

0.0555 
0.0612 

Charter Provisions 

Fair Price 
Non-Finandal Effects of Merger 

Supermajority for Merger 

State Anti-takeover Laws 

Cash Out 
Control Share Acquisition 

Directors Duties 
Fair Price 

Freeze Out 

Adjusted R-Squared 0.0773 0.0774 0.0780 0.0747 
N 177 177 177 177 
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Table 2.4 
The Impact of Governance on the Persistence of Operating 

Performance Declines (Continued) 

Independent Variables Model 5 Model 6 

Intercept -0.3114 -0.3205 
Industry Standardized Performance Decline Time 0 -0.4044*" -0.4310**' 

4th Quarter Dummy Variable -0.1169 -0.1065 

Govemance Features 

Model 7 

-0.6163 
-0.5319*** 
-0.0975 

Model 8 

-0.2514 
-0.3590*** 
-0.0751 

independent Board of Directors 
Poison Pill 

0.0374 -0.0407 
0.1642* 

Charter Provisions 

Fair Price 0.2990**  ̂
Non-Finandal Effects of Merger 0.0142 

Supermajority for Merger 0.1003 

State Anti-takeover Laws 

0.2931** 
0.0155 
0.1031 

0.3342*** 
0.0989 
0.0923 

Cash Out 
Control Share Acquisition 

Directors Duties 
Fair Price 

Freeze Out 

-0.4955 
0.4036*** 
0.0514 
-0.1734 
-0.0001 

Adjusted R-Squared 0.1379 0.1633 0.1462 0.1613 
N 177 177 177 177 
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Table 2.4 
The Impact of Governance on the Persistence of Operating 

Performance Declines (Continued) 

Independent Variables Model 9 Model 10 Model 11 

Intercept -0.2662 -0.3942 -0.5652 
Industry Standardized Performance IDedine Time 0 -0.3993*** -0.4266*** -0.5165**' 

4th Quarter Dummy Variable -0.0518 -0.0461 -0.0362 

Governance Features 

Independent Board of Directors 0.0839 0.0615 0.0246 
Poison Pill 0.0904 0.1640* 

Charter Provisions 

Fair Price 
Non-Financial Effects of Merger 

SuF)ermajority for Merger 

0.1752 
0.1196 
0.1392 

State Anti-takeover Laws 

Cash Out -0.4731 -0.4449 -0.4076 
Control Share Acquisition 0.4115*** 0.4207*** 0.3241** 

Directors Duties 0.0248 -0.0092 -0.0482 
Fair Price -0.1756 -0.1608 -0.1386 

Freeze Out -0.0259 -0.0609 -0.0695 

Adjusted R-Squared 0.1610 0.1607 0.1677 
N 177 177 177 

* Denotes Significance at the 10% level 
** Denotes Significance at the 5% level 
•** Denotes Significance at the 1% level 
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Table 2  ̂
The Impact of Governance on the Persistence of Operating 
Performance Declines with Board Composition Interaction 

This table provides the results of several regressions that examine how various 
governance variables effect how the persistence of operating performance declines. The 
dependent variable in these regressions is the industry-standardized change in operating 
income to assets for the quarter following the quarter of the performance decline. A 
significant negative coefficient in these regressions would indicate a higher transitory 
component and a smaller persistent component to the operating performance decline in 
firms with a particular governance feature. The industry-standardized change operating 
income to assets variable is the calculated as the change operating income to assets in the 
quarter minus the mean change in operating income to assets for the industry all divided 
by the standard deviation of the change in operating income to assets for the industry. 
The dependent variable in these regressions is the industry-standardized change in 
operating income to assets for the quarter following the decline in operating performance. 
An independent board is defined as one where the majority of the directors are classified 
as "outsiders." Each governance feature, charter provision, or state law variable 
represents a dummy variable interacted with the industry standardized change in 
operating income to assets for the quarter of the performance decline and a dimimy 
variable set equal to 1 only when the board of directors is insider dominated. 
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Table 2.5 
The Impact of Governance on the Persistence of Operating 

Performance Declines with Board Composition Interaction (Continued) 

Independent Variables Model 1 Model 2 Model 3 Model 4 

Intercept 0.1410 0.9544 0.1645 0.1050 
Industry Standardized Performance Decline Time 0 -0.1724*** -0.241*** -0.1683*** -0.2365** 

4th Quarter Dummy Variable -0.1943** -0.1685* -0.1773* -0.1643* 

Governance Features 

Indeperxtent Board of Directors 0.0826 0.0787 
Poison Rll -0.0745 -0.0234 

Charter Provisions 

Fair Price 
Non-Rnandal Effects of Merger 

Supennajority for Merger 

State Anti-takeover Laws 

Cash Out 
Control Share Acquisition 

Directors Duties 
Fair Price 

Freeze Out 

Adjusted R-Squared 0.0773 0.0774 0.0731 0.0722 
N 177 177 177 177 
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Table 2  ̂
The Impact of Governance on the Persistence of Operating 
Performance Declines with Board Composition Interaction (Continued) 

Independent Variat)ies Model 5 Model 6 Model 7 Model 8 

Intercept 0.1086 -0.0436 -0.0926 0.1807 
Industry Standardized Performance Decline Time 0 -0.2002*" -0.4389*** -0.4688*** -0.1807*** 

4th Quarter Dummy Variable -0.1809** -0.0851 -0.0985 -0.0775 

Governance Features 

Indeperxlent Board of Directors 0.2502** 0.2758** 
Poison Rll 0.1005 

Charter Provisions 

Fair Price 0.1907 0.4009*** 0.4219*** 
Non-Rnandal Effects of Merger 0.1525 0.2405 0.2654 

Supermajority for Merger -0.0023 0.1322 0.1322 

State Anti-takeover Laws 

Cash Out -0.0653 
Control Share Acquisition 0.4339*** 

Directors Duties 0.5087 
Fair Price -0.6242*** 

Freeze Out -0.0578 

Adjusted R-Squared 0.0748 0.1015 0.1336 0.1554 
N 177 177 177 177 
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Table 2  ̂
The Impact of Governance on the Persistence of Operating 
Performance Declines with Board Composition Interaction (Continued) 

independent Variables Model 9 Model 10 Model 11 

Intercept 0.0393 0.0890 0.081086 
industry Standardized Performance Decline Time 0 -0.3619*~ -0.3471*** -0.3776 

4th Quarter Dummy Variable -0.0639 -0.0512 -0.0378 

Governance Features 

Independent Board of Directors 0.1809 0.1708 0.1982 
Poison Pill -0.1147 -0.0738 

Charter Provisions 

Fair Price 
Non-Financial Effects of Merger 

Supermajority for Merger 

State Anti-takeover Laws 

0.1499 
0.1508 
0.0611 

Cash Out 0.0074 0.0024 0.0285 
Control Share Acquisition 0.5649*** 0.5574*** 0.4422 

Directors Duties 0.4080 0.4237 0.5075 
Fair Price -0.6673*** 0.7161*** -0.6688** 

Freeze Out 0.0887 0.1292 0.0911 

Adjusted R-Squared 0.1608 0.1575 0.146 
N 177 177 177 

* Denotes Significance at the 10% level 
*• Denotes Significance at the 5% level 

Denotes Significance at the 1% level 



90 

Table 2.6 
The Impact of Governance on the Adjusted Stock Returns during 

Performance Declines 

This table provides the results of several regressions that examine how various 
governance variables effect how the market reacts to accounting performance declines. 
The dependent variable in these regressions is the adjusted holding period return for the 3 
calend^ months corresponding to the 3 months in which the decline in operating income 
to assets was experienced. These returns are adjusted by subtracting off the holding 
period return for a size and market to book portfolio constructed using the methodology 
of Lyon, Barber, and Tsai (1999). A significant negative coefScient in these regressions 
would indicate that the maiicet values that particular governance feature. The industry-
standardized change operating income to assets variable is the calculated as the change 
operating income to assets in the quarter minus the mean change in operating income to 
assets for the indiistry all divided by the standard deviation of the change in operating 
income to assets for the industry. An independent board is defined as one where the 
majority of the directors are classified as "outsiders." Each governance feature, charter 
provision, or state law variable represents a dummy variable interacted with the industry 
standardized change in operating income to assets for the quarter of the performance 
decline. 
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Table 2.6 
The Impact of Governance on the Adjusted Stock Returns during 

Performance Declines (Continued) 

Independent Variables Model 1 Model 2 Model 3 Model 4 

Intercept 0.0686 0.0652 0.0647 0.0638 
Industry Standardized Performance Decline Time 0 0.0052 0.0019 0.0035 0.0015 

4th Quarter Dummy Variable 0.0106 0.0101 0.0104 0.0101 

Governance Features 

Independent Board of Directors 0.0039 0.0036 
Poison Pill 0.0020 0.0009 

Charter Provisions 

Fair Price 
Non-Financial Effects of Merger 

Supermajority for Merger 

State Anti-takeover Laws 

Cash Out 
Control Share Acquisition 

Directors Duties 
Fair Price 

Freeze Out 

Adjusted R-Squared -0.0061 -0.0123 -0.0127 -0.0191 
N 153 153 153 153 
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Table 2.6 
The Impact of Governance on the Adjusted Stock Returns during 

Performance Declines (Continued) 

Independent Variables Model 5 Model 6 Model 7 Model 8 

Intercept 0.0715 0.0698 0.0667 0.1023* 
Industry Standardized Performance Decline Time 0 0.0049 0.0018 0.0008 0.0206 

4th Quarter Dummy Variable 0.0101 0.0089 0.0089 0.0034 

Governance Features 

Independent Board of Directors 0.0051 0.0045 
Poison Pill 0.0136 

Charter Provisions 

Fair Price 0.0003 -0.0012 -0.0010 
Non-Financial Effects of Merger 0.0078 0.0082 0.0091 

Supermajority for Merger 0.0055 0.0065 0.0062 

State Anti-takeover Laws 

Cash Out 0.0283 
Control Share Acquisition -0.0212 

Directors Duties 0.0190 
Fair Price -0.0102 

Freeze Out -0.0016 

Adjusted R-Squared -0.0253 -0.0314 -0.0384 -0.0203 
N 153 153 153 153 
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Table 2.6 
The Impact of Governance on the Adjusted Stock Returns during 

Performance Declines (Continued) 

Independent Variables Models Model 10 Model 11 

Intercept 0.0966 0.0963 0.0982 
Industry Standardized Performance Decline Time 0 0.0162 0.0161 0.0982 

4th Quarter Dummy Variable 0.0014 0.0014 0.0982 

Governance Features 

Independent Board of Directors 0.0132 0.0132 0.0982 
Poison Pill 0.0001 0.0982 

Charter Provisions 

Fair Price 0.0000 
Non-Financial Effects of Merger 0.1508 

Supermajority for Merger 0.0067 

State Anti-takeover Laws 

Cash Out -0.0242 0.0301 0.0295 
Control Share Acquisition 0.0300 -0.0242 -0.0324 

Directors Duties 0.0780 0.0178 0.0137 
Fair Price -0.0096 -0.0096 -0.0119 

Freeze Out -0.0072 -0.0072 -0.0059 

Adjusted R-Squared -0.0222 -0.0293 -0.0293 
N 153 153 153 

* Denotes Significance at the 10% level 
•* Denotes Significance at the 5% level 
*** Denotes Significance at the 1% level 
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Table 2.7 
The Impact of Governance on the Adjusted Stock Returns during 

Performance Declines with Board Composition Interaction 

This table provides the results of several regressions that examine how various 
governance variables effect how the market reacts to accounting performance declines. 
The dependent variable in these regressions is the adjusted holding period return for the 3 
calendar months corresponding to the 3 months in which the decline in operating income 
to assets was experienced. These returns are adjusted by subtracting off the holding 
period return for a size and maiicet to book portfolio constructed using the methodology 
of Lyon, Barber, and Tsai (1999). A significant negative coefficient in these regressions 
would indicate that the maiket values that particular governance feature. The industry-
standardized change operating income to assets variable is the calculated as the change 
operating income to assets in the quarter minus the mean change in operating income to 
assets for the industry all divided by the standard deviation of the change in operating 
income to assets for the industry. An independent board is defined as one where the 
majority of the directors are classified as "outsiders." Each governance feature, charter 
provision, or state law variable represents a dxmimy variable interacted with the industry 
standardized change in operating income to assets for the quarter of the performance 
decline and a dimuny variable set equal to 1 only when the board of directors is insider 
dominated. 
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Table 2.7 
The Impact of Governance on the Adjusted Stock Returns during 

Performance Declines with Board Composition Interaction (Continued) 

Independent Variables Model 1 Model 2 Model 3 Model 4 

Intercept 0.0686 0.0652 0.0674 0.0602 
Industry Standardized Performance Decline Time 0 0.0052 0.0019 0.0046 -0.0020 

4th Quarter Dummy Variable 0.0106 0.0101 0.0108 0.0102 

Governance Features 

Independent Board of Directors 0.0039 0.0072 
Poison Pill 0.0059 0.0118 

Charter Provisions 

Fair Price 
Non-Finandal Effects of Merger 

Supermajority for Merger 

State Anti-takeover Laws 

Cash Out 
Control Share Acquisition 

Directors Duties 
Fair Price 

Freeze Out 

Adjusted R-Squared -0.0061 -0.0123 -0.0124 -0.0176 
N 153 153 153 153 
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Table 2.7 
The Impact of Governance on the Adjusted Stock Returns during 

Performance Declines with Board Composition Interaction (Continued) 

Independent Variables Model 5 Model 6 Model 7 Model 8 

Intercept 0.0706 0.0654 0.0573 0.0812 
Industry Standardized Performance Decline Time 0 0.0047 -0.0028 -0.0108 0.0127 

4th Quarter Dummy Variable 0.0108 0.0101 0.0101 0.0037 

Governance Features 

Independent Board of Directors 
Poison Pill 

0.0086 0.0156 
0.0189 

Charter Provisions 

Fair Price 0.0063 0.0126 0.0176 
Non-Financial Effects of Merger 0.0172 0.0197 0.0244 

Supermajority for Merger 0.0012 0.0055 0.0074 

State Anti-takeover Laws 

Cash Out 
Control Share Acquisition 

Directors Duties 
Fair Price 

Freeze Out 

0.0592 
-0.0684" 
0.1169* 
-0.0634 
0.0010 

Adjusted R-Squared -0.0250 -0.0297 -0.0332 0.0318 
N 153 153 153 153 
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Table 2.7 
The Impact of Governance on the Adjusted Stock Returns during 

Performance Declines with Board Composition Interaction (Continued) 

independent Variables l\4odei 9 Model 10 Model 11 

intercept 0.0864 O.IOOT* 0.0904 
industry Standardized Performance Decline Time 0 0.034* 0.0552** 0.0393 

4th Quarter Dumnny Variable 0.0051 0.0046 0.005604 

Governance Features 

independent Board of Directors -0.0242 -0.0435* -0.02911 
Poison Pill -0.0369 -0.0260 

Charter Provisions 

Fair Price 
Non-Financial Effects of Merger 

Supermajority for Merger 

0.0676* 
0.0367 
-0.0169 

State Anti-takeover Laws 

Cash Out 0.0490 0.0427 0.0111 
Control Share Acquisition -0.0878*** -0.1060*** -0.1527*** 

Directors Duties 0.1187* 0.1312* 0.0966 
Fair Price -0.0625* -0.0680* -0.0500 

Freeze Out -0.0196 -0.0325 -0.0309 

Adjusted R-Squared 0.0380 0.0424 0.0456 
N 153 153 153 

* Denotes Significance at the 10% level 
** Denotes Significance at the 5% level 
*** Denotes Significance at the 1% level 
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Table 2.8 
The Impact of Governance on the Persistence of Earnmgs Shocks 

This table provides the results of several regressions that examine how various 
governance variables effect the persistence of significantly negative earnings shocks. 
The dependent variable in these regressions is the change in actual earnings from the 
quarter of the earnings shock to the quarter following the decline scaled by the standard 
deviation of the prior earnings forecast errors. A significant negative coefficient in these 
regressions would indicate a higher transitory component and a smaller persistent 
component to the earnings decline in firms with a particular governance feature. The 
standardized change in earnings is the calculated as the percentage difference between 
actual earnings and the IBES consensus estimate for the month just prior to the start of 
the event quarter scaled by the standard deviation of all IBES earnings forecast errors for 
this firm. Each governance feature, charter provision, or state law variable represents a 
dummy variable interacted with the standardized change in eamings during the quarter of 
the eamings shock. 
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Table 2.8 
The Impact of Governance on the Persistence of Earnings Shocks 

(Continued) 

Independent Variables Model 1 Model 2 Model 3 Model 4 

Intercept -20.6104 -17.2708 -17.4528 -13.2567 
Standardized Quarteriy Earnings Shock -25.3585*" -22.0199** -24.9269** -21.3775** 

4th Quarter Dummy Variable -6.5512 -5.8631 -6.8835 -6.0637 

Governance Features 

Poison Pill -1.3050 -7.4673 

Charter Provisions 

Fair Price 8.2299 9.4156 
Non-Financial Effects of Merger -21.9563 -22.2653 

Supermajority for Merger 2.1907 3.1272 

State Anti-takeover Laws 

Cash Out 
Control Share Acquisition 

Directors Duties 
Fair Price 

Freeze Out 

Adjusted R-Squared 
N 

0.0219 0.0245 0.0208 0.0246 
264 264 264 264 



Table 2.8 
The Impact of Governance on the Persistence of Earnings Shocks 

(Continued) 

Independent Variables Model 5 Model 6 Model 7 

Intercept -28.4780 -24.1716 -19.0650 
Standardized Quarteriy Earnings Shock -37.8513*" -34.6206*" -34.7744*** 

4th Quarter Dummy Variable -9.0426 -8.2778 -8.2452 

Governance Features 

Poison Pill -8.8731 -10.1687 

Charter Provisions 

Fair Price 11.9562 
Non-Financial Effects of Merger -21.8007 

Supermajority for Merger 7.6848 

State Anti-takeover Laws 

Cash Out -32.6847*** -33.6589*** -36.1330** 
Control Share Acquisition 7.7823 8.4243 6.8998 

Directors Duties 8.2910 7.4772 7.6905 
Fair Price -4.1675 -3.3793 -1.0625 

Freeze Out 13.9358** 15.2299** 15.5261** 

Adjusted R-Squared 0.0605 0.0676 0.0716 
N 264 264 264 

* Denotes Significance at the 10% level 
** Denotes Significance at the 5% level 
*** Denotes Significance at the 1% level 
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Table 2.9 
The Impact of Governance on the Adjusted Stock Returns during 

Earnings Shocks 

This table provides the results of several regressions that examine how varioxis 
governance variables effect how the maricet reacts to significantly negative earnings 
shocks. The dependent variable in these regressions is the adjusted holding period return 
for the 3 calendar months corresponding to the 3 months in which the decline in 
operating income to assets was experienced. These returns are adjusted by subtracting 
off the holding period return for a size and market to book portfolio constructed using the 
methodology of Lyon, Barber, and Tsai (1999). A significant negative coefficient in these 
regressions would indicate that the market values that particular governance feature. The 
standardized change in earnings is the calculated as the percentage difference between 
actual earnings and the IBES consensus estimate for the month just prior to the start of 
the event quarter scaled by the standard deviation of all IBES earnings forecast errors for 
this firm. Each governance feature, charter proA/ision, or state law variable represents a 
dummy variable interacted with the standardized change in earnings during the quarter of 
the earnings shock. 
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Table 2.9 
The Impact of Governance on the Adjusted Stock Returns during 

Earnings Shocks (Continued) 

Independent Variables Model 1 Model 2 

Intercept -0.4169 -0.4264 
Standardized Quarterly Earnings Shock -0.1178 -0.1282 

4th Quarter Dunnmy Variable 0.2697*** 0.0269*** 

Model 3 Model 4 

-0.3999 
-0.1186 

0.2712*** 

-0.4106 
-0.1271 

0.2706*** 

Governance Features 

Poison Pill 0.0207 0.0170 

Charter Provisions 

Fair Price 
Non-Financial Effects of Merger 

Supermajority for Merger 

0.0322 
-0.0339 
0.0220 

0.0288 
-0.0370 
0.0185 

State Anti-takeover Laws 

Cash Out 
Control Share Acquisition 

Directors Duties 
Fair Price 

Freeze Out 

Adjusted R-Squared 
N 

0.0829 0.0800 
257 257 

0.0732 
257 

0.0700 
257 



103 

Table 2.9 
The Impact of Governance on the Adjusted Stock Returns during 

Earnings Shocks (Continued) 

Independent Variables Model 5 Model 6 Model 7 

Intercept -0.3888 -0.4002 -0.3931 
Standardized Quarterly Earnings Shock -0.0948 -0.1033 -0.1062 

4th Quarter Dummy VarialJle 0.2832  ̂ 0.2830— 0.2832*" 

Governance Features 

Poison Pill 0.0229 0.0216 

Charter Provisions 

Fair Price 0.0280 
Non-Finandal Effects of Merger -0.0260 

Supermajority for Merger -0.0132 

State Anti-takeover Laws 

Cash Out 0.1492 0.1498 0.1537 
Control Share Acquisition 0.0055 0.0039 0.0057 

Directors Duties 0.0272 0.0282 0.0303 
Fair Price -0.0179 -0.0200 -0.0201 

Freeze Out -0.0346 -0.0381 -0.0342 

Adjusted R-Squared 0.0758 0.0729 0.0624 
N 257 257 257 

• Denotes Significance at the 10% level 
•• Denotes Significance at the 5% level 
*** E)enotes Significance at the 1% level 
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Appendix A 
Glossary of Corporate Governance Terms 

Antigreenmail Greenmail is a tenn used to describe the practice of a corporation 
(AGM) buying back a large number of its own shares through a private 

transaction at an above market price finom a potential acquirer. In 
exchange, the acquirer agrees to cease any efforts to gain control of the 
firm. Antigreenmail provisions forbid such transactions unless the 
offer is universal to all shareholders or the shareholders approve of the 
transaction. Antigreenmail provisions can results from a change to a 
firm's charter or bylaws, or finm a state law. 

Is a term used to describe preferred stock, which, when authorized, can 
have a broad range of conversion, dividend, voting, and other rights as 
determined by the Board of Directors. Over 85% of sample firms in 
1995 allowed for the use of'lilank check" preferred stoclL This feature 
is important since it gives boards of directors the ability to implement 
poison pills or to place shares in friendly hands during a takeover 
attempt Corporations argue that "blank check" prefeired stock is 
necessary to provide the board with flexibility in acquiring financing 
for the firm. The ability to issue black check preferr^ stock must be 
spelled out in the firm's charter. 

A "cash out" statute provides shareholders the right to "cash out" at the 
highest acquiring price at the acquirer's expense once the acquirer has 

obtained a threshold percentage of outstanding shares. This law may 
force the acquiring firm to purchase additional shares even after control 
has been obtained. 

A classified board is one where the election of the Board of Directors is 
staggered over several overlapping "classes" (typically three). 
Essentially, having a classified board makes it more difficult for a 
successful bidder to gain effective control over the board and hence the 
firm. The requirement for a classified board can originate in the firm's 
charter or bylaws, or through state law. 

A confidential process for proxy voting is designed to eliminate 
pressure and potential conflicts of interest between managers and 
fiduciaries who vote shares on behalf of other parties. Under 
confidential voting, management agrees not to view individual proxy 
ballots unless the election is contested. 

Control Share Acquisition Law A control share acquisition statute provides that once an acquirer 
(CSA) obtains a designated percentage of outstanding shares, the majority of 

the disinterested outstanding shares must vote to determine whether the 
acquirer can vote his or her shares. Various state statutes differ as to 
conditions of redeeming shares that are denied voting rights. Some 
states grant rights to dissenting shareholders. 

Black Check Preferred Stock 
(BCP) 

Cash Out Law 
(CO) 

Classified Board 
(CB) 

Confidential Voting 
(CNFDV) 
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Cumulative Voting 
(CV) 

Cumulative voting allows sliaieholders to combine their votes for the 
election of the board of directors and cast these votes in any manner 
they desire. Under cumulative voting, the total number of votes a 
sha^older is allowed to cast is the number of shares held times the 
number of directors up for election. For example, if a firm is electing 
five new directors and a shareholder owns 1000 shares, this 
shareholder, under cumulative voting, has 5000 votes to cast in any 
combination for the five directors. Cumulative voting provides 
minority shareholders greater ability to elect their &vored directors. 

Director's Duties Law 
(DD) 

These laws aUow the board of directors to consider the impact of a 
merger on stakeholders other than the shareholders (Le. employees, 
suppUers, communities, etc). This provision allows the board to reject 
a purchase o£fer diat may be attractive to the shareholders financially. 

Dual Class Common Stock These provisions allow for two classes of common stock, each with 
(DCCS) different voting rights. Generally, management has effective control 

over the shares with the preferable voting rights. Dual class common 
stock can only be initiated through a provision in the firm's charter. 

Fair Price Provision A &ir price provision requires that all shareholders receive a "&ir 
(FP) price" (typically the highest price the bidder has paid for any shares 

acquired) for the shares that diey tender. The &ir price provision is 
us^ to discourage two tier tender offers. Usually, if the board of 
directors, or a supermajority of shareholders, approve of the merger 
then the bidder will not be held to the &ir price requirement. A fiiir 
price provision can result fiom the firm's adoption of a charter or bylaw 
amendment, or through state law. 

Freeze Out Law Freeze out laws are also known as business combination laws. They 
(FO) typically forbid a business combination between the acquirer and target 

for three to five years following the acquisition of a threshold 
percentage of shares by the acquirer. Tlie effect of the fi«eze out law is 
to discourage acquirers who lack sufficient funds to finance the 
transaction. The acquiring firm is essentially barred finm gaining 
accesses to the target firm's assets. 

Golden Parachutes A Golden parachute is a severance package paid to top executives 
(GP) subject to a change in control of the firm. 

Limited Ability to Amend Bylaws This provision requires a supermajority vote to change the firm's 
(LAAB) bylaws. Often the voting threshold is greater than the participation 

level for aimual meetings, or the level of shares not controllable by 
management, thereby making the adoption or repealing of bylaws 
almost impossible. This provision may be adopted as an amendment to 
the firm's charter or through passage of a bylaw, and is most often 
adopted after "anti-takeover" bylaws are alreacfy in place. 
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Limited Ability to Amend Charter This provision lequiies a supennajority vote to change the finn's 
(LAAC) charter. Often die voting threshold level is greater than the participadon 

level for annnal meetings, or the level of shares not controllable by 
management, thereby making amendments to or repealing amendments 
in the charter almost impossible. This provision must be adopted as an 
amendment to the finn's charter, and is most often adopted after "anti
takeover" charter amendments are already in place. 

Limited Ability to Call Meeting 
(LACM) 

Limited Action by Consent 
(LAC) 

Non-financial Effects of Merger 
(NFEM) 

Poison Pills 
(PP) 

These provisions curtail the shareholders' ability to call a special 
meeting. Under these provisions, the ability to call a special meeting 
rests solely with the board of directors or some ofificer of the company, 
or requires the approval of a higher direshold of shaieholders than is 
required under state law. Such provisions make it more difficult for 
shareholders to &cilitate a change in control through a special meeting. 
The ability to call a special meeting can be determined through charter 
amendments, bylaws, and the law of the state of incorporation. 

In States that allow action by written consent, this provision limits the 
shareholders ability to act without a shareholders meeting. This 
provision can limit the shareholders ability to &cilitate changes in the 
board of directors, bylaws, or charter without a shareholders meeting. 
This feature is particularly powerfiil if the firm also limits the 
shareholder's ability to call a special meeting. This feature can be 
adopted through either bylaws or the charter. 

These provisions allow the board of directors to consider die impact of 
a merger on stakeholders other than die shareholders (e.g. employees, 
suppliers, communities, etc). This provision allows the board to rqect 
a purchase offer that may be attractive ro the shareholders financially. 
Some states provide this power to the board of directors through a 
director's duties statute. This provision can be implemented through 
the adoption of a charter provision or bylaw. 

Also called "shareholder's rights plans", poison bills are designed to 
force potential acquirers to negotiate with the firm's board of directors. 
If the board views the deal as favorable, thai the board can redeem the 
pill. Otherwise, once the acquiring firm accumulates a certain level of 
stock, the pill is "triggered" granting shareholders the right to purchase 
stock in either company as a substantial discount Unlike, n-any other 
anti-takeover devices, poison pills can be adopted without a 
shareholder vote. 

Profit Recapture Laws 
(PR) 

Profit recapture laws allow companies to recover profits fix>m 
unsuccessM bidders for shares acquired within 18 to 24 months of the 
takeover attempt. 
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Supeimajority to Approve Merger Supermajority provisions establish a minimum voting threshold above 
(SMM) that recpiired by state taw for certain Qqpes of transactions inclnding 

mergers. These provisions can be adopted through a charter or bylaw 
provision. Often the voting threshold level is greater than the 
participation level for annnal meetings, or the level of shares not 
controllable by management, thereby making approval of a merger 
almost impossible. 

With unequal voting rights, the voting power of the shares change 
based on certain conditions. Usually, greater voting power is given to 
shareholders that have owned their stock for a specified period of time. 
Another type of provision reduces the voting power for shares held in 
large blocks. 

Unequal Voting Rights 
(UVR) 
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