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ABSTRACT

This paper investigates the causes and consequences of activist block share pur-
chases in the 1980s. We find that activist investors were most likely to purchase
large blocks of shares in highly diversified firms with poor profitability. Activists
were not less likely to purchase blocks in firms with shark repellents and employee
stock ownership plans. Activist block purchases were followed by increases in asset
divestitures, decreases in mergers and acquisitions, and abnormal share price ap-
preciation. Industry-adjusted operating profitability also rose. This evidence sup-
ports the view that the market for partial corporate control plays an important role
in limiting agency costs in U.S. corporations.

It 1s Now WELL UNDERSTOOD that the hostile takeovers and leveraged buyouts
of the 1980s were typically followed by improvements in shareholder value
and profitability.! Less well understood, but even more frequent, were at-
tempts by activist minority investors to influence corporate policy and per-
formance. By our count, 33 percent of the firms on the 1980 Fortune 500 list
experienced an attempt by an activist minority investor to influence policy
in the 1980s, whereas only 9 percent experienced a leveraged buyout and
8 percent experienced a hostile takeover. The decade of the 1990s has seen
hostile takeover and leveraged buyout activity subside. Activist investors,
however, continue their efforts to influence corporate policy. In recent years,
activist investors such as Carl Icahn, Kirk Kerkorian, Bennett LeBow, and
Bob Monks have purchased significant blocks of stock and have lobbied for
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improvements in large corporations including Chrysler, RJR/Nabisco, and
Sears. What is not clear, however, is whether the purchase of partial control
blocks with the intent to influence corporate policy improves firm perfor-
mance and creates shareholder value.

We investigate this issue by documenting the causes and consequences of
significant purchases of shares of large U.S. corporations in the 1980s. We
ask three questions. First, what types of firms do activist investors target?
Second, what types of operational and corporate governance changes do ac-
tivist investors pursue? And third, does performance improve after large share
block purchases by activist investors? Our inquiry extends previous research
that documents the impact of block share purchases on corporate perfor-
mance. Holderness and Sheehan (1985) and Barclay and Holderness (1991),
for example, find that block purchases are typically followed by increases in
share value and abnormally high rates of top management turnover. Simi-
larly, Mikkelson and Ruback (1985) document an increase in share price
following 13D filings of 5 percent ownership, and Shome and Singh (1995)
show that 96 block purchases made between 1984 and 1986 were followed by
share price appreciation and modest improvements in accounting returns.
We add to the literature by building a more complete picture of the effec-
tiveness of the market for partial corporate control. We document both the
causes and consequences of block purchases by activist, financial, and stra-
tegic investors with a comprehensive sample spanning the period from 1980
to 1989. We examine not only the performance implications of block share
purchases, but also operational and governance changes that take place
afterward.

We find that all three classes of investors targeted the stock of firms that
were performing poorly and that these investors did not appear to be de-
terred by standard antitakeover defenses. In addition, activist investors were
likely to purchase blocks of stock in more, rather than less, diversified firms.
These results are consistent with the view that the market for partial cor-
porate control helped reverse inefficient diversification (see Bhagat et al.
(1990) and Comment and Jarrell (1995)). We also find that block purchases
by activist investors were followed by increases in the rate of asset divesti-
tures and share repurchases and by a decline in the rate of mergers and
acquisitions. Moreover, activist block share purchases were followed by in-
creases in operating profitability and abnormal stock price appreciation. Taken
as a whole, this evidence suggests that the market for partial corporate con-
trol has played an important role in limiting agency costs due to the sepa-
ration of ownership and control in large U.S. corporations.

The remainder of this paper is organized as follows. Section I discusses
the relationship between block share purchases, defensive mechanisms, and
the market for corporate control. Section II describes the sample selection
procedure and data used in the study. The empirical evidence on the causes
of block share purchases is presented in Section III, and the consequences of
block share purchases are documented in Section IV. Section V summarizes
our findings and concludes the paper.
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I. Blockholders and the Market for Partial Corporate Control

Investors have incentives to purchase blocks of stock when the expected
benefits of doing so outweigh the expected costs (Demsetz and Lehn (1985)).
The potential benefits of buying a large block of stock in a firm, which in-
clude the payment of dividends and capital gains, may be especially signif-
icant if a block purchaser can influence policy so as to improve firm
performance. The costs of influencing corporate performance through the
purchase of a large block of stock include the loss of portfolio diversification
and the expenditure of resources to monitor management, fight potential
legal challenges, mount proxy contests, and the like. In this section, we de-
velop hypotheses as to when investors are likely to purchase blocks of stock;
that is, when investors are likely to incur the above-mentioned expenses in
an effort to create value by influencing firm policy. Specifically, we discuss
the impact of diversification on corporate value and examine a variety of
defenses such as dual-class share structures, employee stock ownership plans
(ESOPs), and incorporation in states with antitakeover statutes, which can
raise the costs of corporate activism. In later sections we test these hypoth-
eses to better understand the effectiveness and limits of the market for par-
tial corporate control.

A. Target Firm Performance and Block Share Purchases

It is widely recognized that firm performance may suffer if the interests of
managers diverge from those of stockholders. The market for corporate con-
trol, however, moderates the degree to which managers can pursue their
own interests at shareholders’ expense. Specifically, managers who fail to
create shareholder value may be disciplined by investors who own large blocks
of stock, or by their representatives on the board of directors (Butz (1994),
Morck, Shleifer, and Vishny (1989)). This discipline can take several forms,
including taking the firm over, putting it in play, mounting a proxy contest,
replacing management, and initiating adverse publicity (Butz (1994), Manne
(1965), Morck et al. (1989), Shleifer and Vishny (1986)). Such actions may
pressure managers to change corporate policy; on average, such changes should
lead to improvements in firm performance and create shareholder wealth.
Thus, we would expect poorly performing firms to be among those most likely
to be targeted by activists, and such firms would have strong incentives to
alter their operating, financial, and governance policies to improve perfor-
mance and thereby deter shareholder discipline.

One specific cause of poor firm performance in the 1980s appears to have
been excessive levels of business diversification (Bhagat et al. (1990), Com-
ment and Jarrell (1995), Lang and Stulz (1994)). Several explanations ap-
pear in the literature as to why firms that were highly diversified may have
allocated resources less efficiently than focused firms in the 1980s. Many
firms diversified in the 1960s and 1970s to create self-sustainable sources of
financing to avoid having to rely on what were thought to be relatively costly
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and inefficient external sources of capital. Although these firms were per-
haps appropriately diversified for those eras, enhanced efficiency in external
capital markets in the 1980s may have caused their business structures to
become relatively less effective at allocating capital (Bhide (1990), Shin and
Stulz (1996)). Second, diversified firms may have performed less well than
more focused firms because diversification may have been undertaken to
protect managerial rather than shareholders’ wealth. Specifically, some man-
agers may have diversified into unrelated lines of business to protect the
value of their firm-specific human capital against bankruptcy risk (Amihud
and Lev (1981) and Morck, Shleifer, and Vishny (1990)). Consistent with this
argument, Denis, Denis, and Sarin (1997) find a strong negative relation
between the level of diversification and the fractional equity ownership of
officers and directors.

One implication of these arguments is that activist investors may have
had an opportunity to improve firm performance by refocusing operations.
In contrast to existing management, external investors may be particularly
suited to this type of performance improvement because they typically are
emotionally removed from the decision to divest lines of business. On the
other hand, external investors may be somewhat less well suited to direct
other types of performance improvement strategies such as those that re-
quire complex and specific knowledge. Thus we expect to observe outside
investors preferentially targeting excessively diversified firms whose perfor-
mance is suffering.

B. Defensive Mechanisms and Block Share Purchases

Realizing that activist investors want to refocus and perhaps downsize
operations, self-interested managers will have incentives to raise the cost of
takeover and outside investor intervention, by adopting defensive mecha-
nisms. Some of these mechanisms, including dual-class share structures and
ESOPs, repel activist investors by diminishing blockholders’ voting power,
thereby preventing large investors from using proxy contests or otherwise
exercising their voting power to pressure managers to change corporate pol-
icy. Others, including antitakeover charter amendments and reincorporating
in a state with antitakeover statutes, create legal obstacles to takeover, thereby
raising the cost of launching takeovers or putting firms “in play” (Butz (1994),
DeAngelo and Rice (1983), Shleifer and Vishny (1986)). In either case, de-
fensive mechanisms raise the cost and, hence, lower the net benefit of pur-
chasing blocks of stock and influencing corporate policies. The question then
arises as to whether defensive mechanisms deter block purchases altogether.
In this section we discuss several defensive mechanisms and review the em-
pirical evidence regarding their effectiveness.

As discussed above, some defensive mechanisms diminish outside investor
voting control, thereby raising the amount of stock necessary to control the
firm. Dual-class share structures, for example, preferentially accord voting
rights to certain shareholders: shareholders-at-large have less than their pro
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rata voting share to influence corporate policy. The consequence is that vot-
ing control may be disproportionately concentrated in the hands of manag-
ers and other insiders, which can be problematic if insiders’ voting power is
used to protect their private consumption streams rather than shareholders’
wealth (Ruback (1988)). Empirical evidence suggests that dual-class share
structures raise the costs of disciplining managers. Jarrell and Poulsen (1988),
for example, find that announcements of dual-class recapitalizations are ac-
companied by negative share price effects, especially for firms with high
insider stock ownership.2

Like dual-class share structures, ESOPs dilute the voting power of out-
sider investors. Specifically, ESOPs transfer the control of shares to trustees
who typically are elected by insiders. Although ESOPs may serve several
purposes, including providing performance incentives to employees and tax
benefits to firms, critics contend that they entrench incumbent management
and are detrimental to shareholder interests. Consistent with this argu-
ment, Gordon and Pound (1990) find that ESOPs established in the presence
of takeover activity and ESOPs that transfer control from outside sharehold-
ers to insiders reduce firm value. Similarly, Chang and Mayers (1992) find
that ESOPs reduce firm value when the fraction of shares held by employees
is large, and Mikkelson and Partch (1994) find that operating profitability
declines in the four years following ESOP adoption.

Whereas dual-class share structures and ESOPs diminish the voting power
of blockholders, antitakeover charter amendments impose costs on investors
of gaining control of target firms or winning management approval of cor-
porate changes. These provisions, which include supermajority provisions,
classified board provisions, fair price and redemption rights provisions, poi-
son pills, and preferred stock authorizations, have often been cited as pro-
tecting managers’ and insiders’ interests at the expense of shareholders.
Consistent with the argument that shark repellents are detrimental to share-
holders’ interests, Jarrell and Poulsen (1987) find negative stock price reac-
tions to announcements of antitakeover charter amendments, and Ryngaert
(1988) and Malatesta and Walkling (1988) find negative stock price reactions
to poison pill announcements. Despite this evidence, the effectiveness of anti-
takeover charter amendments in deterring takeovers is unclear. Comment
and Schwert (1995) find that poison pills do not reduce the likelihood of
takeover. Similarly, Ambrose and Megginson (1992) find that antitakeover
charter amendments and poison pills do not reduce the likelihood of takeover,
although preferred stock authorizations appear to reduce takeover frequency.

Finally, second-generation state antitakeover statutes raise the costs of
outside investors influencing firm policy and taking over companies by re-
stricting large shareholders’ voting rights and delaying mergers for periods

2 Jarrell and Poulsen (1988) find an average one-day announcement return of —0.82 percent
for a sample of 88 dual-class recapitalizations between 1976 and 1987. In contrast, Partch
(1987) finds no significant stock price effects when dual-class stock structures are announced.
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of three to five years for companies in their jurisdictions.? Critics of these
statutes argue that they limit shareholders’ power to discipline managers.
Karpoff and Malatesta (1989) and Szewczyk and Tsetsekos (1992) document
empirical evidence consistent with this argument: firms affected by state
antitakeover statutes experience negative average returns.

C. Other Deterrents to Block Share Purchases

In addition to the above-mentioned deterrents to large block purchases of
stock, insider ownership may reduce the likelihood that activist investors
purchase stock. On one hand, activist investors may have less incentive to
purchase blocks of stock if managers own enough shares to align their in-
terests with those of other shareholders. In this instance, there should be
little opportunity for outside investors to improve firm performance. On the
other hand, however, large insider stakes may lessen the ability of activist
block purchasers to influence firm policy because it is unlikely that they can
take the firm over or replace management (Stulz (1988)). Consequently, man-
agers and other insiders may be able to pursue policies that are detrimental
to other shareholders without incurring capital market discipline. Regard-
less of whether insider ownership is good or bad for shareholders, we hy-
pothesize the firms with high insider ownership will be less likely to experience
activist block share purchases. Consistent with this hypothesis, Morck, Shle-
ifer, and Vishny (1988), and McConnell and Servaes (1990) find high levels
of insider share ownership to be negatively related to measures of firm per-
formance. In related work, Dann and DeAngelo (1988) and Denis (1990) find
that changes in corporate financial structure that increase insiders’ voting
power reduce firm value.

Activist investors may also be less likely to purchase blocks in large firms
due to wealth constraints (Demsetz and Lehn (1985)). Consistent with this
theory, Ambrose and Megginson (1992) and Comment and Schwert (1995) find
that large firms are less likely to become takeover targets than smaller firms.

II. Sample Selection and Data
A. Sample

We test the above hypotheses concerning the determinants of block share
purchases using a sample of firms from the 1980 Fortune 500 list. We ex-
clude foreign firms, subsidiary companies, cooperatives, and firms that de-

3 Second-generation state antitakeover laws were enacted after the U.S. Supreme Court over-
turned “first-generation” antitakeover legislation. Second-generation control share statutes in
Indiana were upheld by the U.S. Supreme Court in 1987; an appellate court upheld Wisconsin’s
business combination statute in 1988. These laws usually include one or more of the following
provisions: (i) control share provisions, which require that a target firm’s shareholders preap-
prove acquisitions of voting rights above a certain level of ownership; (ii) fair price provisions,
which regulate the back-end price in a two-tiered takeover bid involving large shareholders;
and (iii) freeze-out laws, which prohibit a bidder from engaging in a business combination with
a target firm for a specified period, unless so approved by the target firm’s board (Karpoff and
Malatesta (1989)).
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clared bankruptcy in 1980, which leaves a sample of 425 firms. Of these, 146
firms disappeared through acquisitions, buyouts, and bankruptcy, and 279
firms survived as independent concerns through the end of 1989.

We examine the determinants of block share purchases between 1980 and
1989 using the sample of 425 firms. Because some firms experienced re-
peated block share purchases in a short time period, we only count block
purchases that are preceded by 36 months of inactivity. Gillette, for exam-
ple, experienced block purchases in 1986, 1987, and 1988, and we include
only the first of these blocks in our empirical analyses. But if two block
purchases in the same firm had 37 months between them, both would be
included in the sample. The result of excluding blocks that occur close to-
gether in time is to reduce the sample from 330 to 244 block purchases. The
dataset of block share purchases is available on the Journal of Finance World
Wide Web site.

To investigate the consequences of block share purchases, we document
changes in firms’ operations, financial structures, and governance structures
(e.g., divestitures, acquisitions, share repurchases, leverage, employee lay-
offs, CEO turnover). We also measure accounting and stock market perfor-
mance after block purchases. For analyses that require accounting data, we
exclude firms that did not have accounting data for the three years after
block purchase. For stock market performance analyses, we require that firms
survive as publicly traded entities for at least three years after block share
purchase.* Although these selection rules potentially bias our results, they
are necessary to measure the impact of block purchases on firms’ policies.

B. Definition of Shareholder Groups

We follow McConnell and Servaes (1990) in defining two primary groups of
shareholders: blockholders and insider owners. McConnell and Servaes’ clas-
sification of shareholder groups follows the Securities and Exchange Com-
mission (SEC) filing procedures, which define a “blockholder” as a direct
owner of a beneficial interest of 5 percent or more of a firm’s outstanding
shares, and an “insider” as an officer or director of a firm or a member of an
officer’s or director’s family.? We then classify blockholders into three groups.
Activist blockholders are those who announce their intention of influencing
firm policies or who are known for activist policies in the past. This group
includes a number of well-known “raiders” such as Carl Icahn and Irwin
Jacobs. Also included are a number of other well-known investors such as
the Bass Brothers, Mario Gabelli, and George Soros. The group of financial
blockholders includes banks, pension funds, money managers, and individ-

4 This subsample proves to be smaller than that based on the availability of accounting data
because it is possible to collect accounting data for some firms that ceased to exist as publicly
traded entities. The main results obtained when analyzing ex post accounting data do not
change when we require that firms continue to exist as publicly traded entities.

5In a small number of cases, we include blocks that consist of 4.5 percent to 4.9 percent of
a company’s shares.
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uals who do not adopt a public activist position. This group includes orga-
nizations such as State Farm and Fidelity Investments. Finally, we classify
nonfinancial investors who are unopposed by management as strategic in-
vestors. This group includes 11 large share purchases by Gulf & Western in
the early 1980s, as well as periodic interfirm share purchases by firms such
as General Electric and IBM.

Although we are primarily interested in the relationship between activist
block purchases and corporate performance, it is plausible that block pur-
chases by other types of investors influence corporate policy as well. For
example, firms with a significant financial blockholder may be less likely to
adopt value-decreasing policies. This view is supported by Jarrell and Poulsen
(1987), who find that firms with low institutional holdings are likely to adopt
antitakeover amendments, and by Brickley, Lease, and Smith (1988), who
find that certain types of financial blockholders actively oppose management
proposals that are likely to harm shareholders. Additionally, financial block-
holders may target firms they believe will appreciate in value or they may
target underperforming firms with the hope of influencing corporate policies
to improve performance. Consequently we expect to observe improvements
after financial block share purchases. Finally, investors who buy for strate-
gic reasons, such as corporations, may also be expected to increase share-
holder value insofar as strategic block purchases can bond partners in
synergistic strategic alliances. Consequently, we expect to observe improved
performance in firms with strategic block purchases.

In Section I, we argue that investors are more likely to purchase large
blocks of stock when they can influence firm policies and improve perfor-
mance. However, not all blockholders, as defined by the SEC, can be ex-
pected to exert a disciplinary effect on managers. In particular, some existing
blockholders such as founders, founding families, and family trusts can be
expected to reflect insider interests. Family trusts, for example, have incen-
tives to ensure continued employment in the firm for family members and
adequate dividends to support beneficiaries’ private consumption.® There-
fore, when measuring insider ownership, we classify the ownership inter-
ests of family blockholders with those of other insider owners as defined by
the SEC.

C. Data Sources

We collect data on corporate ownership structure from Value Line and the
Wall Street Journal. In some cases, we refer to 13D and 13G filings to check
data integrity. Data on diversification are based on Trinet Inc.’s biannual

6 Chandler (1990), among others, argues that founders and founding families may be more
concerned with maintaining control of a business and its associated private income stream than
with maximizing the value of the firm. Consistent with the conjecture that some blockholders
represent the interests of insiders rather than of shareholders at large, Slovin and Sushka
(1993) find a two-day abnormal stock price reaction of 3.01 percent when the deaths of insider
blockholders are announced.
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Large Establishment Database, which reflects the diversification of firms at
the beginning of 1981, 1983, 1985, 1987, and 1989.7 Trinet provides infor-
mation on establishments (i.e., plants, administrative offices, and other sep-
arate geographic business locations) that employ 20 or more persons in the
United States. Trinet classifies each establishment according to a primary
four-digit SIC code and provides information on the establishment’s number
of employees and estimated sales in current dollars. Establishment-level data
can be aggregated to the company level using parent company codes. Trinet
updates its database through direct surveys, telephone calls to establish-
ments, and by referencing corporate financial data and news items. We ag-
gregate Trinet information to the firm level and create a Herfindahl Index
measure of firm focus. The Herfindahl Index is computed as the sum of the
squared proportions of the number of firm employees in each two-digit line
of business (e.g., Comment and Jarrell (1995)). This ratio will be lower for
more diversified firms and higher for focused firms. Data on dual-class share
structures, antitakeover charter amendments, ESOPs, and states of incor-
poration are obtained from Moody’s Industrial Manual. We use information
supplied by Karpoff and Malatesta (1989) to identify states that adopted
second-generation antitakeover laws. Firm financial information is obtained
from COMPUSTAT. Information on strategic and financial events is col-
lected from the New York Times and the Wall Street Journal.

ITII. Empirical Results: The Antecedents of Block Share Purchases
A. Sample Characteristics

Table I describes the frequency and type of block share purchases in the
full sample of 425 firms. In all, 244 block share purchases took place in the
sample, an average of 0.57 per firm.® Activist block share purchases were
more common (N = 151; a rate of 0.36 per firm) than either financial block
share purchases (N = 61; 0.14 per firm) or strategic/corporate block share
purchases (N = 32; 0.07 per firm). Activist and financial block share pur-
chases were most frequent in 1985 and 1986, whereas strategic purchases
became less frequent after 1982. The decline in the frequency of strategic
block purchases reflects the reversal of conglomerate diversification strat-
egies in the early 1980s by a few large firms such as Gulf & Western and
Teledyne.

Table IT shows the distribution of block share purchases by industry. The
industries with the most block purchases are transportation equipment and
industrial machinery, although these are not the most highly represented in
terms of the percent of sample years because these industries are heavily

7 Because our regressions employ annual data but Trinet data are biannual, we use Trinet-
based measures of diversification from odd years in preceding even years. So, for example, the
Herfindahl ratio in our regressions for 1982 is based on Trinet data released in early 1983.

8 Note that this average does not imply that block share purchases took place in more than
half of the sample firms, because multiple block share purchases took place in some firms.
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Table I

Distribution of Block Share Purchases by Year

The table shows the frequency of blockholder purchases by year. The sample consists of 425
firms in the 1980 Fortune 500 group of firms. Block share purchases are identified when a
shareholder bought at least 5 percent of a firm’s outstanding common stock. The sample shown
here includes firms that had not experienced a block purchase of a similar type in the three
years prior to the purchase date. Activist block share purchases are those made with the an-
nounced intention of influencing firm policies or those made by individuals known for activist
policies in the past. Financial block share purchases are those made by banks, pension funds,
money managers, and passive individual investors. Strategic block share purchases are those
made by other companies that were unopposed by management. The number of firms in the
sample at the beginning of each year is also shown.

Number of

Activist Financial Strategic Total Surviving Firms

Blocks Blocks Blocks Blocks at Beginning
Year (N = 151) (N = 61) (N = 32) (N = 244) of Year
1980 13 2 5 20 425
1981 18 0 6 24 424
1982 14 6 10 30 424
1983 12 6 5 23 415
1984 15 6 1 22 393
1985 17 13 2 32 369
1986 22 11 1 34 338
1987 17 7 0 24 316
1988 16 2 1 19 290
1989 7 8 1 16 279

populated with firms. There is no other obvious industry clustering in the
sample.

B. Sample Disappearances

Table III shows the fraction of the firms in the sample that disappeared
within two years after a block purchase and the reason for the disappear-
ance. Following an activist block purchase, 24 percent of target firms disap-
peared, primarily due to takeovers and leveraged buyouts. In contrast, less
than 13 percent of target firms disappeared in the two years after financial
and strategic block purchases, and only 7 percent of target firms disap-
peared if no block purchase took place. Notably, only 31 of the 219 Fortune
500 firms that experienced takeovers saw an activist block purchase before-
hand. The market for complete corporate control appears to be largely dis-
tinct from the market for partial corporate control.

C. Univariate Comparisons

Table IV compares firms that experienced a block share purchase to those
that did not. The table shows the mean and quartiles of a variety of vari-
ables for firms, stratified by block purchase type. The table also shows the
statistical significance of differences in distribution between the no block
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Table II

Distribution of Block Share Purchase by Industry

The table shows the distribution of blockholder purchases by two-digit SIC industry code. The
sample consists of 425 firms in the 1980 Fortune 500 group. Block share purchases are iden-
tified when a shareholder bought at least 5 percent of a firm’s outstanding common stock in a
given year. Activist block share purchases are those made with the announced intention of
influencing firm policies or those made by individuals known for activist policies in the past.
Financial block share purchases are those made by banks, pension funds, money managers, and
passive individual investors. Strategic block share purchases are those made by other compa-
nies that were unopposed by management. The sample shown here includes firms that had not
experienced a block purchase of a similar type in the three years prior to the purchase date. The
percent of sample years with a block is the total of all blocks within an industry group divided
by the total number of firm-years of experience within that industry in the sample.

Activist Financial Strategic Percent of

SIC Blocks Blocks  Blocks Sample Years
Industry Description Codes (N = 151) (N = 61) (N = 32) with a Block
Crops 1 2 1 1 6%
Natural resource extraction 10, 12, 13, 14 7 1 2 T%
Food products 20 7 4 3 3%
Tobacco 21 2 0 1 8%
Apparel and textile mill products 22, 23 10 1 4 10%
Prefab buildings 24 1 1 0 7%
Furniture and fixtures 25 2 1 1 6%
Paper and allied products 26 9 3 2 3%
Printing and publishing 27 4 1 0 3%
Chemicals and allied products 28 12 3 1 3%
Petroleum and coal products 29 13 2 1 6%
Rubber and plastics 30 4 1 0 6%
Leather and footwear 31 1 1 0 13%
Stone, clay, and glass products 32 6 3 1 2%
Primary products and metals 33, 34 15 4 4 4%
Industrial machinery 35 16 11 6 4%
Electronic/electric equipment 36 8 6 1 4%
Transportation equipment 37 13 10 3 4%
Instruments and related products 38 3 4 1 2%
Miscellaneous manufacturing 39 2 0 0 4%
Railroad transportation 40 0 0 0 0%
Trucking and warehousing 42 0 0 0 0%
Miscellaneous transport 47 1 0 0 10%
Communications 48 1 2 0 6%
Utilities and waste management 49 0 0 0 0%
Wholesale 50, 51 6 0 0 6%
Retail 52-59 1 1 0 3%
Services 60-87 5 0 0 4%

purchase group and the other groups using a two-tailed Wilcoxon rank-
sum test.

The table indicates that large shareholders, regardless of type, bought
blocks in firms with below average profitability. Profitability, measured as
return on assets (ROA), was 15.5 percent at the median for firms that did
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Table III

Fraction of Firms in Sample Disappearing within Two Years
of a Block Purchase, 1980-1989

The table shows the fraction of firms in the sample that disappeared within two years of a block
purchase and the reason for the disappearance. The sample consists of 425 firms in the 1980
Fortune 500 group of firms. Bankrupt denotes firms that filed Chapter 11 bankruptcy proceed-
ings. LBO denotes firms that experienced a leveraged buyout. Takeover denotes a firm that was
taken over by another firm with the result that it was delisted from the stock exchanges. Block
share purchases are identified when a shareholder bought at least 5 percent of a firm’s out-
standing common stock. The sample includes firms that had not experienced a block purchase
of a similar type in the three years prior to the purchase date.

None Bankrupt LBO Takeover

(N = 279) (N = 10) N = 39) (N =97
No block 93% 0.5% 2% 5%
Any block 75% 2% 11% 12%
Activist block 76% 1% 9% 14%
Financial block 87% 2% 6% 6%
Strategic block 87% 3% 6% 3%

not experience a block purchase, whereas it was 12.6 percent in firms that
experienced an activist block share purchase.® This represents an absolute
difference in performance of 2.9 percentage points. Financial blockholders
targeted firms with a median ROA of 13.1 percent, and strategic blockhold-
ers targeted firms with a median ROA of 13.0 percent. As a group, firms that
underperformed their counterparts in the Fortune 500 were most likely to
experience a block share purchase.

Table IV also shows that the median market-to-book ratio was lower in
firms that experienced activist block share purchases than in those that did
not.1° The median market-to-book ratio of firms targeted in an activist block
share purchase was 0.69, significantly below the ratio in firm-years where a
block purchase did not take place. The median market-to-book ratio for firms
that were targeted by financial blockholders was 0.75, which was not sta-
tistically distinguishable from the median for firms that did not experience
a block share purchase. Firms that experienced strategic block share pur-
chases also had statistically significantly lower market-to-book ratios than
other firms. In part, this reflects the clustering of these purchases in the
early years of our sample, before the market boom of the 1980s.

9 ROA is measured as operating earnings before interest, taxes, depreciation, and amortiza-
tion (COMPUSTAT annual item 13) divided by net assets (COMPUSTAT item 6).

10 The market-to-book ratio is defined as the sum of long-term and short-term debt and the
product of shares outstanding and share price prior to the block purchase divided by the book
value of assets.
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In addition, Table IV shows that firms targeted by activist investors were
significantly more diversified (Herfindahl ratio = 0.36 percent) than firms in
which no investor purchased a block (Herfindahl ratio = 0.39 percent). This
finding is consistent with activist investors preferentially targeting firms
where their comparative advantage as owners is highest. Firms that expe-
rienced financial block share purchases were more focused (Herfindahl ra-
tio = 0.51 percent) than other firms.

With regard to defensive mechanisms, Table IV shows few differences in
the frequency of dual-class share structures, shark repellants, ESOPs, or
state antitakeover laws between firms that did and did not experience ac-
tivist and strategic block purchases. In each case, a dummy variable equaled
one if the defensive mechanism was present (and zero otherwise). Financial
block purchases, however, were more likely to occur in firms with dual-class
share structures and ESOPs. It appears that financial blockholders in our
sample were willing to buy into firms whose ownership structures make
takeovers difficult, a result that suggests financial blockholders do not in-
fluence firm policy by threatening a change in control.1!

A dummy for significant insider ownership, which includes the holdings of
officers and directors, their family members, founders, founding families,
and founding family trusts, equals one if insiders held 5 percent or more of
a firm’s outstanding shares (and zero otherwise).’2 Firms experiencing ac-
tivist share purchases were less likely to have substantial insider ownership
stakes than firms that were not targeted by blockholders. There are smaller
and statistically insignificant differences for firms that were targets of stra-
tegic and financial blockholders. These findings are consistent with the view
that large insider holdings shield firms from the market for partial corpo-
rate control.

Finally, firms targeted by activist investors tended to be smaller than firms
that did not experience block share purchases. There are no statistically
significant differences in size between firms that experienced financial or
strategic block purchases and firms that were not targeted. Firm size ap-
pears to have deterred activist block purchases, possibly due to the high cost
of assembling significant share blocks in large firms. This finding is consis-
tent with Ambrose and Megginson (1992) and Comment and Schwert (1995),
who show that takeovers are less frequent in large firms.

1 In our sample, no firm in which a strategic block share purchase took place also had a
dual-class share structure. This finding, which is not statistically significant, is probably due to
the small number of firms with dual-class share structures in the sample. Two firms with
dual-class stock experienced activist block share purchases, whereas seven firms with dual-
class stock experienced financial block share purchases.

12 In unreported analyses, we define dummies for insider ownership ranging from 5 percent
to 50 percent to distinguish between levels of insider ownership that might motivate managers
and those that might entrench managers, consistent with the findings of Morck et al. (1988)
and McConnell and Servaes (1990). We do not find any differences in our results using different
definitions of insider ownership.
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Table IV

Comparison of Firms Experiencing Block Share Purchases
to Other Firms

The table shows the distribution of variables for sample firms that did and did not experience
block share purchases between 1980 and 1989, and the corresponding Wilcoxon test statistics
for differences in distribution (comparing the no block group to each type of block purchase).
The sample consists of 425 firms from the 1980 Fortune 500 group. Block share purchases are
identified when a shareholder bought at least 5 percent of a firm’s outstanding common stock.
Activist block share purchases are those made with the announced intention of influencing firm
policies or those made by individuals known for activist policies in the past. Financial block
share purchases are those made by banks, pension funds, money managers, and passive indi-
vidual investors. Strategic block share purchases are those made by other companies that were
unopposed by management. ROA equals earnings before interest, taxes, depreciation, and am-
ortization divided by net assets. The market-to-book ratio equals the ratio of the market value
of a firm’s equity to the net book value of its physical assets. The Herfindahl ratio is a measure
of focus of a firm’s activities across business areas; it is the sum of the squared proportions of
each four-digit line of business’s share of total firm employees. The dual-class dummy equals
one if a firm had dual-class stock at the time of block share purchase (and zero otherwise). The
shark repellent dummy equals one if a firm had an antitakeover charter amendment, poison
pill, or other type of shark repellent in place at the time of block share purchase (and zero
otherwise). The ESOP dummy equals one if a firm had an ESOP at the time of block share
purchase (and zero otherwise). The state antitakeover statute dummy equals one if a firm was
incorporated in a state with a second-generation takeover amendment at the time of block
share purchase (and zero otherwise). Insider ownership is the percentage of shares owned by a
firm’s officers, directors, founders, founding family members, or founding family trusts at the
time of block share purchase.

No New Activist Financial Strategic
Blocks Blocks Blocks Blocks
(N = 3585) (N = 151) (N = 61) (N = 32)

Return on assets (%)

Mean 15.6 13.0 12.7 12.7

25% 11.3 10.0 7.6 9.9

50% 15.5 12.6%%%* 13. 1% 13.0%%*

75% 20.0 16.0 16.4 14.5
Market-to-book ratio

Mean 0.92 0.72 0.87 0.76

25% 0.62 0.54 0.63 0.46

50% 0.78 0.69%** 0.75 0.59%#*

75% 1.08 0.81 0.98 0.77
Herfindahl measure of focus (%)

Mean 0.44 0.39 0.49 0.49

25% 0.26 0.23 0.26 0.33

50% 0.39 0.36%* 0.51* 0.46

75% 0.58 0.51 0.66 0.66
Dual-class dummy (%)

Mean 2.28 1.97 4.8% 0.00
Shark repellent dummy (%)

Mean 38.3 39.5 33.9 34.4
ESOP dummy (%)

Mean 3.6 4.6 8.17%#* 6.3

State antitakeover statute dummy (%)
Mean 3.9 8.6 6.5 0.0
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Table IV—Continued

No New Activist ~ Financial Strategic
Blocks Blocks Blocks Blocks
(N = 3585) (N =151) (N =61) (NN =32)

Dummy for 5 percent insider ownership (%)

Mean 40.4 24 3%** 33.9 28.0
Total assets ($ million)

Mean 3483 2247 1693 2354

25% 631 510 653 587

50% 1433 927k 1108 1035

75% 3113 2014 2091 1797

*Statistically different from no new block group at the 10 percent confidence level; **statisti-
cally significant at the 5 percent confidence level; ***statistically significant at the 1 percent
confidence level.

D. Determinants of Block Purchases

We test our hypotheses concerning the determinants of block share pur-
chases with pooled logistic regressions. The regressions use annual data for
all variables except for the Herfindahl measure of focus (because the Trinet
tapes were updated biannually). Tables V and VI show the results of logistic
regressions predicting block purchase using measures of corporate perfor-
mance, diversification, defensive measures, insider holdings, and firm size
for the full sample of 425 Fortune 500 firms. Coefficient p-values are shown
in parentheses and coefficient elasticities are shown in square brackets. Elas-
ticities indicate the change in the likelihood of a block purchase with a shift
from the 25th percentile of an independent variable to the 75th percentile
relative to the likelihood when all other independent variables are at the
sample mean. Industry performance for each firm’s core 4-digit business is
included as a control variable.

In Table V, ROA is used as a measure of financial performance; in Table VI
market-to-book is used. The most important result of Table V is that block
purchases were more likely to take place in firms with low profitability, re-
gardless of whether blocks were purchased by activist, financial, or strategic
investors. We see this first with activist investors, who were more likely to
buy share blocks in firms with relatively low profitability (ROA coefficient =
—6.27, p-value < 1 percent). This result is consistent with previous theory
and evidence that blockholders play an important role in disciplining man-
agers in underperforming firms (Shleifer and Vishny (1986), Holderness and
Sheehan (1985), Morck et al. (1989)). Activist investors were also more likely
to target highly diversified firms (Herfindahl coefficient = —1.02, p-value <
1 percent). This evidence is consistent with past evidence that diversifica-
tion reduces firm value. For example, Comment and Jarrell (1995) find that
refocusing increases firm value, and Lang and Stulz (1994) find a substan-
tial discount in the market value of diversified firms during the 1980s.
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Table V

Logistic Regressions Predicting Block Share Purchases
in Fortune 500 Firms from 1980 to 1989: ROA

The sample consists of 425 firms from the 1980 Fortune 500 list (3,804 firm-years of informa-
tion are used in the regression). The dependent variable equals one when a shareholder bought
at least 5 percent of the firm’s outstanding common stock (and zero otherwise). Activist block
share purchases are those made with the announced intention of influencing firm policies or
those made by individuals known for activist policies in the past. Financial block share pur-
chases are those made by banks, pension funds, money managers, and passive individual in-
vestors. Strategic block share purchases are those made by other companies that were unopposed
by management. ROA equals earnings before interest, taxes, depreciation, and amortization
divided by net assets (EBITDA/Net assets) at the beginning of the block purchase period. In-
dustry ROA is the average EBITDA/Net assets of the firm’s primary four-digit SIC code indus-
try at the beginning of the block purchase period. The Herfindahl ratio is a measure of the focus
of a firm’s activities across business areas; it is the sum of the squared proportions of each
two-digit line of business’s share of total firm employees. The dual-class dummy equals one if a
firm had dual-class stock at the time of block share purchase (and zero otherwise). The shark
repellent dummy equals one if a firm had an antitakeover charter amendment, poison pill, or
other type of shark repellent in place at the time of block share purchase (and zero otherwise).
The ESOP dummy equals one if a firm had an ESOP at the time of block share purchase (and
zero otherwise). The state antitakeover statute dummy equals one if a firm was incorporated in
a state with a second-generation takeover amendment at the time of block share purchase (and
zero otherwise). The high insider ownership dummy equals one if a firm’s officers, directors,
founders, founding family members, or founding family trusts held 5 percent or more of a firm’s
stock at the time of block share purchase (and zero otherwise). Firm size is measured as the log
of net assets at book ($ mil). Numbers in parentheses indicate the p-value of a chi-square test
of whether a coefficient is different from zero. Numbers in brackets report the coefficient elas-
ticity computed as the implied change in probability of a type of block purchase (relative to the
unconditional probability of the block purchase type) resulting from a shift from the 25th per-
centile to the 75th percentile in the given independent variable (or vice versa for a negative
coefficient) holding all other independent variables at their mean value for dummy variables.
The elasticity is computed assuming a one unit change. — indicates that a coefficient was
omitted because the variable was perfectly correlated with the incidence of shareholder block
purchase activity.

All Activist Financial Strategic
Blocks Blocks Blocks Blocks
Intercept —0.98 -0.35 —1.66 -3.34
(0.09) (0.55) (0.05) (0.01)
ROA —5.96 —6.27 —-4.91 —7.86
[45.2%] [42.4%] [38.2%] [46.7%]
(0.00) (0.00) (0.05) (0.02)
Industry ROA 4.62 3.71 0.53 5.56
[29.6%] [20.5%] [3.6%] [54.7%]
(0.04) (0.10) (0.87) (0.23)
Herfindahl ratio of focus -0.90 —1.02 0.72 1.08
[27.8%] [31.4%] [22.2%] [33.6%]
(0.03) (0.01) (0.09) (0.16)
Dual-class dummy -0.69 -0.08 0.92 —
[49.6%] [10.8%] [142%]

(0.35) (0.90) (0.24)
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Table V—Continued

All Activist Financial Strategic
Blocks Blocks Blocks Blocks
Shark repellent dummy 0.32 0.25 —0.002 —0.022
[32.3%] [27.6%] [0.3%] [2.2%]
(0.06) (0.15) (0.61) (0.95)
ESOP dummy 0.82 0.39 1.00 0.69
[114%] [40.3%] [159%)] [96.3%]
(0.01) (0.34) (0.06) (0.35)
State antitakeover statute dummy 0.42 0.45 0.17 —
[48.2%] [75.8%] [18.1%]
(0.20) (0.15) (0.53)
High insider ownership dummy —0.60 -0.79 -0.44 —0.62
[565.1%] [72.4%] [41.9%] [59.2%]
(0.00) (0.00) (0.18) (0.12)
Log(Net assets) -0.22 —-0.27 —-0.28 -0.20
[34.2%] [41.7%] [44.8%] [32.2%]
(0.00) (0.00) (0.06) (0.18)
Log-likelihood -630.2 -608.4 -3274 -178.6
(model p-value) (0.00) (0.00) (0.00) (0.09)
Pseudo-R? 0.04 0.05 0.04 0.03

Financial investors were also more likely to buy blocks in firms with low
ROA (coefficient = —4.91, p-value = 5 percent). Firm diversification, how-
ever, appears to have played an insignificant role in their purchase deci-
sions. Similarly, firms were more likely to experience a strategic block share
purchase if ROA was low (coefficient = —7.86, p-value = 2 percent). How-
ever, the likelihood of purchase was not affected by firm diversification in a
statistically significant way.

Table V provides no evidence that defensive mechanisms deterred block
share purchases. Firms that experienced activist block purchases, if any-
thing, were more likely to have antitakeover charter amendments and be in
states with antitakeover laws, a result that is consistent with Ambrose and
Megginson’s (1992) and Comment and Schwert’s (1995) findings regarding
takeovers. One interpretation of this result is that firms which anticipate
block purchases adopt defensive mechanisms. Consistent with our earlier
univariate results, firms that experienced financial block purchases were
more likely to have dual-class share structures and ESOPs, although the
difference for dual-class share structures is not statistically significant due
to the rarity of this structure. This suggests that financial block purchases
were unlikely to have been strongly motivated by control considerations.
Note that the coefficients of the dual-class share structure dummy and the
state antitakeover dummy are missing for strategic block purchases. These
omissions are due to an insufficient number of cases where the dummy equaled
one and a strategic block purchase took place.
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Table VI

Logistic Regressions Predicting Block Share Purchases
in Fortune 500 Firms between 1980 and 1989: Market-to-Book

The sample consists of 425 firms from the 1980 Fortune 500 list (3,775 firm-years of informa-
tion are used in the regression). The dependent variable equals one when a shareholder bought
at least 5 percent of the firm’s outstanding common stock (and zero otherwise). Activist block
share purchases are those made with the announced intention of influencing firm policies or
those made by individuals known for activist policies in the past. Financial block share pur-
chases are those made by banks, pension funds, money managers, and passive individual in-
vestors. Strategic block share purchases are those made by other companies that were unopposed
by management. The dummy for block purchase in previous period is a lagged dependent vari-
able. The market-to-book ratio is the sum of the market value of the firm’s equity and the book
value of short and long term debt divided by the book value of net assets. Industry market-to-
book is the average market-to-book in the firm’s primary four-digit SIC code industry at the
beginning of the block purchase period. The Herfindahl ratio is a measure of focus of a firm’s
activities across business areas; it is the sum of the squared proportions of each two-digit line
of business’s share of total firm employees. The dual-class dummy equals one if a firm had
dual-class stock at the time of block share purchase (and zero otherwise). The shark repellent
dummy equals one if a firm had an antitakeover charter amendment, poison pill, or other type
of shark repellent in place at the time of block share purchase (and zero otherwise). The ESOP
dummy equals one if a firm had an ESOP at the time of block share purchase (and zero other-
wise). The state antitakeover statute dummy equals one if a firm was incorporated in a state
with a second-generation takeover amendment at the time of block share purchase (and zero
otherwise). The high insider ownership dummy equals one if a firm’s officers, directors, found-
ers, founding family members, or founding family trusts held 5 percent or more of a firm’s stock
at the time of block share purchase (and zero otherwise). Firm size is measured as the log of net
assets at book ($ mil). Numbers in parentheses indicate the p-value of a chi-square test of
whether a coefficient is different from zero. Numbers in brackets report the coefficient elasticity
computed as the implied change in probability of a type of block purchase (relative to the
unconditional probability of the block purchase type) resulting from a shift from the 25th per-
centile to the 75th percentile in the given independent variable (or vice versa for a negative
coefficient) holding all other independent variables at their mean value for dummy variables.
The elasticity is computed assuming a one unit change for dummy variables. — indicates that
a coefficient was omitted because the variable was perfectly correlated with the incidence of
shareholder block purchase activity.

All Activist Financial Strategic
Blocks Blocks Blocks Blocks
Intercept -0.30 0.42 —2.06 —2.59
(0.62) (0.50) (0.02) (0.05)
Market-to-book -1.76 -1.83 -0.51 -0.62
[25.2%] [25.2%] [16.3%] [18.5%]
(0.00) (0.00) (0.27) (0.45)
Industry market-to-book 0.90 0.69 0.54 -0.47
[54.3%] [36.0%] [29.5%] [12.8%]
(0.02) (0.08) (0.30) (0.62)
Herfindahl ratio of focus -0.86 -0.99 0.65 1.03
[26.0%] [29.6%] [20.1%] [31.6%]
(0.03) (0.02) (0.23) (0.19)
Dual-class dummy -0.83 -0.27 0.85 —
[566.5%] [22.7%] [127%]

(0.27) (0.66) (0.14)
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Table VI—Continued

All Activist Financial Strategic
Blocks Blocks Blocks Blocks
Shark repellent dummy 0.41 0.39 —0.010 0.053
[40.7%] [37.4%] [1.0%] [5.2%]
(0.02) (0.03) (0.97) (0.89)
ESOP dummy 0.80 0.33 1.04 0.63
[104.7%]) [35.4%] [169%] [83.1%]
(0.02) (0.41) (0.02) (0.40)
State antitakeover statute dummy 0.34 0.52 0.21 —
[36.2%] [58.8%] [23.2%]
(0.30) (0.08) (0.69)
High insider ownership dummy -0.55 —0.75 -0.49 -0.60
[49.3%] [66.2%] [46.7%] [56.6%]
(0.00) (0.00) (0.07) (0.14)
Log(Net assets) -0.26 -0.31 -0.31 -0.22
[38.0%] [45.5%] [48.9%] [34.7%]
(0.00) (0.00) (0.00) (0.16)
Log-likelihood -620.8 -612.0 -330.2 -179.0
(model p-value) (0.00) (0.00) (0.00) (0.14)
Pseudo-R? 0.05 0.06 0.03 0.03

The coefficient of the insider dummy for activist blocks in Table V is neg-
ative and statistically significant, suggesting that insider ownership deters
block share purchases. This is consistent with the argument that entrenched
insiders deter changes in partial corporate control, as well as complete changes
in corporate control, as suggested by Dann and DeAngelo (1988), Stulz (1988),
and Denis (1990). An alternative argument would be that firms with high
insider ownership are better run and thus less likely to experience a pur-
chase of a significant stake by an activist outsider. The coefficients of the log
of net assets are also negative and statistically significant for both activist
and financial block purchases.

Table VI, which measures performance using market-to-book ratios in-
stead of ROAs, reports logit regression results similar to those in Table V.
These results show that activist investors were more likely to buy blocks in
low market-to-book firms (coefficient = —1.83, p-value < 1 percent) and di-
versified firms (coefficient = —0.99, p-value = 2 percent). The elasticities of
both coefficients indicate that these effects are economically important. Un-
like the results in Table V, however, financial and strategic block purchasers
did not preferentially target firms with low market-to-book ratios. This ev-
idence suggests that activists, and to some extent, financial and strategic
blockholders, buy into firms with poor financial performance.
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IV. The Effects of Block Share Purchases on Operations
and CEO Turnover

A. Operational Changes

In Section IT we hypothesize that buyers of large blocks of shares pressure
firms to improve performance when the returns from doing so outweigh the
costs. The results thus far are consistent with this hypothesis, insofar as
block purchases were most likely to occur in poorly performing firms—firms
that offered the greatest opportunities for value improvement. To more di-
rectly test this hypothesis, we now examine operational, financial, and gov-
ernance changes that followed block purchases for additional evidence of the
role of minority investors in addressing problems of underperformance.

Table VII reports the average frequencies of CEO turnover and change in
corporate operations in the two years following block purchases. We then
compare these frequencies to two benchmarks: the frequency of an event in
the two years before a block share purchase and the frequency of an event in
all two-year periods where block purchases did not take place.13

Among firms experiencing activist block share purchases, the rate of di-
vestiture and share repurchase was substantially higher than before pur-
chase and higher than for firms that were not targeted at all. Specifically,
managers of firms that were targeted by activist block purchases were much
more likely to divest assets in the two years after block purchase than be-
fore. The frequency of divestitures rose from 45.5 percent before purchase to
65.2 percent after purchase. Moreover, activist block purchase target firms
experienced a statistically significant fall-off in the frequency of mergers
and acquisitions.

No block purchase type was systematically associated with a statistically
significant increase in the rate of employee layoffs. On the other hand, CEO
turnover increased among firms experiencing activist block purchase from
10.7 percent in the two years before block purchase to 22.3 percent in the
two years after block purchase, consistent with the findings of Holderness
and Sheehan (1985) and Barclay and Holderness (1991). The 22.3 percent
CEO turnover rate after activist block share purchases was also higher than
the 15.5 percent rate observed in firm-periods where no block purchase took
place. Changes for firms experiencing other types of block share purchases
were generally in the same direction, but were not statistically significant.
Overall, this evidence suggests that activist blockholders use their voting
power to influence operational decisions and governance.

B. Profitability Changes

One remaining question is whether these operational and governance
changes were accompanied by improvements in firm performance. To ad-
dress this issue we investigate the firm’s operating performance following

13 Information for this table is collected from the New York Times and the Wall Street Journal.
The two-year before and after periods are dated from the first reported block share purchase.
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Table VII
Changes in Operations after Block Share Purchases
in Fortune 500 Firms

This table compares changes in operations and corporate governance in the two years before
block share purchase to changes in the two years after block share purchase. The table also
compares changes in operations and corporate governance in the two years after block share
purchase to two-year periods that did not experience a block share purchase. The sample
includes firms that survived as independent entities for the two years following block share
purchase. Activist block share purchases are those made with the announced intention of in-
fluencing firm policies or those made by individuals known for activist policies in the past.
Financial block share purchases are those made by banks, pension funds, money managers, and
passive individual investors. Strategic block share purchases are those made by other compa-
nies that were unopposed by management. A Wilcoxon signed-rank test is used to measure
whether there is a statistically significant change before and after block purchase. A Kruskal-
Wallis test is used to measure whether the incidence of an event differs across types of
block purchases. Measures of change are based on reports in the New York Times and the Wall
Street Journal.

Activist Financial Strategic
Blocks Blocks Blocks Kruskal-Wallis

(N =112) (N =54) (N =27 p-value
Corporate divestiture/spinoff
Frequency (periods without blocks) 40.2%
Frequency before 45.5% 42.6% 51.9% 0.75
Frequency after 65.2% 55.6% 66.7% 0.40
p-value (before v. after) 0.001 0.11 0.21
p-value (after v. years with no block) 0.001 0.45 0.12
Corporate merger/acquisition
Frequency (periods without blocks) 46.8%
Frequency before 50.9% 42.6% 59.3% 0.14
Frequency after 34.8% 38.9% 55.5% 0.30
p-value (before v. after) 0.01 0.68 0.76
p-value (after v. years with no block) 0.001 0.007 0.44
Share repurchase program
Frequency (periods without blocks) 17.5%
Frequency before 13.4% 11.1% 14.8% 0.96
Frequency after 33.3% 11.1% 18.5% 0.07
p-value (before v. after) 0.001 1.00 0.71
p-value (after v. years with no block) 0.001 0.001 0.21
Employee layoffs
Frequency (periods without blocks) 21.4%
Frequency before 25.9% 20.4% 44.4% 0.21
Frequency after 23.2% 20.4% 48.1% 0.10
p-value (before v. after) 0.60 1.00 0.71
p-value (after v. years with no block) 0.001 0.11 0.21
CEO change
Frequency (periods without blocks) 15.5%
Frequency before 10.7% 18.5% 29.6% 0.30
Frequency after 22.3% 13.0% 22.2% 0.62
p-value (before v. after) 0.03 0.47 0.56

p-value (after v. years with no block) 0.001 0.11 0.21




626 The Journal of Finance

block purchases. Panel A of Table VIII documents mean operating perfor-
mance, measured as ROA, in the fiscal years preceding and following block
purchases. ROA in year zero is earnings before interest, taxes, depreciation,
and amortization (EBITDA) divided by assets in the fiscal year in which the
initial announcement of a block purchase takes place. For firms that did not
experience a block purchase, ROA declined from 15.5 percent to 14.3 percent
over the period. This reflects a secular decline in profitability of firms on the
Compustat tape during the 1980s.

Firms experiencing activist block purchases experienced declines in ROA
before purchase, but there was a notable upward trend in years two and
three after purchase. Panel B of Table VIII shows that these improvements
were statistically significant both before and after adjusting for industry
profitability. This evidence is consistent with the view that activist block
shareholders catalyze real and lasting changes in company performance.4
These performance improvements, however, take some time to be realized.

In addition, we report operating performance changes using the year be-
fore a block purchase (year —1) as the base year, rather than the year of
purchase. Note that the observed profitability improvements are smaller when
the prior year is used as a benchmark. While still statistically significant by
the third year after activist block share purchase, the sensitivity of the re-
sults to the benchmark year gives cause for caution in interpreting the re-
sults in Table VIII.

We note as well that there is a modest improvement in firm performance
following financial block purchases.15 This can be interpreted in several ways.
One, noted earlier, is that financial investors need not be passive. These
investors may bring change through the use of “quiet diplomacy.” Two, fi-
nancial investors may just be good investors. That is, these investors may be

14 This result should be interpreted with some caution because it is based on a sample of
survivors. In particular, the performance of firms that drop out of the sample within one year
of a block purchase is somewhat below that of survivors. However, the result that operating
performance increases after an activist purchase does not change appreciably when we include
these dropout firms (extrapolating their future operating performance based on performance up
until the point they dropped out). We also estimate change in operating profitability after ac-
tivist block purchases using OLS regressions with a dummy for activist block purchase years
(for change in ROA from years 0 to +2 and for years 0 to +4 before and after industry adjust-
ment). In each case the dummy has statistical significance similar to that shown in Table VIII.
This finding does not change when we added the inverse Mills ratio to correct for survival bias
based on a first stage probit predicting survival with a variety of characteristics including
leverage, defenses, and profitability (see Heckman (1979)). It appears unlikely that our results
on operating performance are driven by survival bias.

15 Although we are able to reject the hypothesis that mean change in ROA following activist
and financial block purchases is zero, it is important to also emphasize that we cannot reject
the hypothesis that performance across block purchase subgroups is the same. For example, we
run a Kruskal-Wallis test of whether there is a difference in the mean ROA improvement
across blockholder groups for change for years 0 to +3. We obtain a p-value of 0.64. This failure
to reject is partly a power issue given that there are relatively few strategic and financial blocks
in the sample. Even if the failure to reject is not a power issue, the results would still be
consistent with the view that the market for partial corporate control creates shareholder value.
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Table VIII

Changes in Profitability after Block Share Purchases
in Fortune 500 Firms between 1980 and 1989

This table reports changes in firm profitability following purchases of share blocks of 5 percent
or more. To be included, a firm could not have experienced a block purchase of the same type in
the preceding three years. In addition, operating performance data were required in the three
years following a block share purchase. Year 0 is the year in which a block purchase took place.
Activist block share purchases are those made with the announced intention of influencing firm
policies or those made by individuals known for activist policies in the past. Financial block
share purchases are those made by banks, pension funds, money managers, and passive indi-
vidual investors. Strategic block share purchases are those made by other companies that were
unopposed by management. Changes in operating profitability are simple first differences. ROA
is defined as earnings before interests, taxes, depreciation, and amortization divided by net
assets (EBITDA/assets).

No
New Activist Financial Strategic
Block Block Block Block

Panel A: Mean ROA

Year —1 15.5% 12.6% 12.9% 13.2%
Year 0 15.1% 11.7% 12.3% 11.9%
Year +1 14.8% 11.7% 12.4% 11.6%
Year +2 14.4% 12.3% 13.1% 11.4%
Year +3 14.3% 13.0% 12.9% 13.3%
Number of observations

Years —1 to +2 3,542 147 59 32
Year +3 3,578 144 52 31

Panel B: Mean Change in ROA Relative to Fiscal Year of Block Purchase

Change (0, +1)

Raw -0.3% -0.2% -0.1% -0.3%

Industry-adjusted 0.0% 0.4% 0.1% 0.1%
Change (0, +2)

Raw -0.2% 0.6% 1.0% -0.7%

Industry-adjusted 0.0% 1.1%** 0.5% 1.0%
Change (0, +3)

Raw -0.9% 1.5%** 1.4% 0.7%

Industry-adjusted 0.0% 1.9%*** 1.0%* 0.9%
Change (-1, +1)

Raw -0.8% -1.7% —0.9%* -0.8%

Industry-adjusted —-0.1% 0.0% 0.0% 0.0%
Change (-1, +2)

Raw -1.2% 0.0% 0.3% -1.2%

Industry-adjusted -0.2% 0.7% 0.8%* 0.6%
Change (-1, +3)

Raw -1.4% 0.3% 0.6% 0.3%

Industry-adjusted -0.3% 1.1%** 1.1%* 0.5%

*Statistically different from zero using a ¢-test at the 10 percent confidence level; **statistically
significant at the 5 percent confidence level; ***statistically significant at the 1 percent confi-
dence level.
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Table IX

Changes in Share Price after Block Share Purchases
in Fortune 500 Firms between 1980 and 1989

This table reports changes in share prices following purchases of share blocks of 5 percent or
more. To be included, a firm could not have experienced a block purchase of the same type over
the past three years. In addition, operating performance data were required in the three years
following the block share purchase. Activist block share purchases are those made with the
announced intention of influencing firm policies or those made by individuals known for activist
policies in the past. Financial block share purchases are those made by banks, pension funds,
money managers, and passive individual investors. Strategic block share purchases are those
made by other companies that were unopposed by management. Mean cumulative abnormal
returns (CARs) are computed using a market model. Day 0 is the announcement date of a block
purchase or, in some unannounced cases, the date that a block purchase was first revealed in
an SEC filing.

Activist Financial Strategic
Block Block Block
CAR (—-30, +5 days) 15.7%*** 0.8% -2.6%
CAR (—30, +30 days) 14.2%*** 0.4% -0.1%
Number of observations 146 59 31

*Statistically different from zero using a ¢-test at the 10 percent confidence level; **statistically
significant at the 5 percent confidence level; ***statistically significant at the 1 percent confi-
dence level.

able to identify unrecognized turnaround candidates or firms that are will-
ing and able to self-restructure.’® Three, financial investors may preferen-
tially invest in firms with high expected ROA growth.

C. Share Price Change

Table IX reports average share price reactions around block share pur-
chase announcements. On average, activist block share purchases were ac-
companied by increases in share price. The cumulative abnormal return (CAR)
for the median firm experiencing an activist block share purchase for the
window (=30, +5 days) was 15.7 percent.” The mean positive cumulative
abnormal returns persist over a longer window of (—30, +30 days), as well.
We also track CARs over much longer periods (up to 200 days), but find little
additional postannouncement drift. These share price improvements are sim-
ilar in magnitude to those observed by Barclay and Holderness (1991) after

16 We also examine share price performance over a 200-day post purchase window for firms
experiencing financial block purchases. The average market-adjusted return is slightly nega-
tive, giving little evidence of superior stock selection ability among financial block purchasers.

17 CARs are computed using a standard market model, with beta estimated in a 200-day
period prior to block share purchase. We explore a variety of risk adjustment methods (e.g.,
size and beta decile adjustment), but find that they do not materially affect the results re-
ported here.
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Table X

Changes in Performance after Block Share Purchases
Stratified by Balance Sheet Change

This table compares firm performance in the year prior to block share purchase to operating
performance in the three-year period following a block share purchase and the cumulative
abnormal return (CAR) over the 30 days before and after a block share purchase. The sample
includes firms that survived as independent entities in the three years following a block share
purchase. Year 0 is the year in which a block purchase took place. Activist block share pur-
chases are those made with the announced intention of influencing firm policies or those made
by individuals known for activist policies in the past. Changes in operating performance are
first differences. ROA is defined as earnings before interest, taxes, depreciation, and amortiza-
tion divided by net assets (EBITDA/Assets). Cumulative abnormal returns (CARs) are com-
puted using a market model. Day 0 is the announcement date of a block purchase, or, in some
unannounced cases, the date that a block purchase was first revealed in an SEC filing. Debt/
assets is measured as the book value of long-term and short-term debt divided by the book
value of assets. Sample size is shown in parentheses. The table also reports a p-value of a ¢-test
of whether the mean difference in firm performance between groups (e.g., divestiture or not) is
the same.

All Block Purchases Activist Block Purchases Only

Change in CAR Change in CAR
ROA (0, +3) (=30, +30 days) ROA (0, +3) (=30, +30 days)

Did an asset divestiture take place two years after block purchase?

Yes 2.4% 6.7% 2.7% 13.5%
(119) (119) (73) (73)
No -0.3% 7.6% -0.4% 9.1%
(73) (73) (39) (39)
t-test p-value 0.01 0.75 0.07 0.26
Did debt/assets rise by 5% or more in the year after block purchase?
Yes 2.3% 11.2% 2.3% 12.4%
(67) (67) (48) (48)
No 0.9% 7.8% 1.0% 16.5%
(125) (125) (64) (64)
t-test p-value 0.19 0.21 0.33 0.24

106 negotiated block trades. There is no evidence of a significant positive
average market reaction to announcements of either financial or strategic
block purchases.

D. Determinants of Performance Improvements

Table X provides additional insight into the sources of operating and share
price changes following block share purchases. The table stratifies the sam-
ple by whether a block purchase was followed by an asset divestiture or a
substantial increase in financial leverage. We would expect greater operat-
ing improvements after a divestiture on the grounds that asset sales indi-
cate a commitment of incumbent management to change operating policies
in response to shareholder pressure (Butz (1994)). Similarly, we would ex-
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pect greater operating improvements after an increase in leverage based on
Jensen’s (1988) free cash flow argument that debt bonds incumbent man-
agement to pay out excess cash rather than waste it on unprofitable internal
projects. The results indicate that ROA improved by 2.7 percentage points in
the three years following an activist block purchase that resulted in a di-
vestiture. In addition, ROA increased by 2.3 percentage points in the three
years after an activist block purchase that was followed by at least a 5 per-
cent increase in the total debt to assets ratio. However, this improvement is
not statistically distinguishable from that in cases where firms did not sub-
stantially increase debt. It should also be noted that similar improvements
are not observed in share price in the 30 days after block share purchases;
this could reflect the timing of leverage increases and divestitures relative
to a short event study window. Indeed, a related study by Safieddine and
Titman (1996) finds that targets of failed takeover attempts that increase
financial leverage experience share price improvements well in excess of the
market, but over a five-year period.

The disproportionate improvement in profitability following activist share
purchases that were accompanied by divestitures is consistent with the ar-
gument that activist investors catalyze real, value enhancing changes in
corporate policies. On the other hand, performance improvements may be
the result of eliminating marginally profitable assets: divestiture of low-
ROA businesses will inevitably increase ROA. To investigate this possibility,
we examine the quantity of assets divested by firms that both experienced
activist block share purchases and divested assets (as classified before).18 If
performance improvements of the magnitudes discussed were due to this
effect, firms would have had to divest relatively high amounts of assets.
Somewhat surprisingly, the ratio of divested to total assets was 1.8 percent
for firms that announced post-block purchase divestitures. It seems implau-
sible that such a small volume of divestitures could account for the large
profitability improvements discussed earlier. Moreover, when we split the
subsample of divesters into high divestiture and low divestiture subgroups,
we do not find differences in profitability improvements between them.?

V. Discussion and Conclusion

This study documents the relationship between purchases of large share
blocks and corporate performance. Our results are largely consistent with
the view that the market for partial corporate control identifies and rectifies

18 Assets divestitures are obtained from annual reports. The divestiture/assets ratio is de-
fined as the volume of assets divested for cash over the book value of assets. Divestitures are
measured over a two-year period with the first year encompassing the date of the block share
purchase.

19 Specifically, the subgroup of 35 firms with a divestiture/assets ratio less than 3 percent
experienced a mean two-year improvement in ROA of 1.6 percentage points. In contrast, the
10 firms with a divestiture/assets ratio above 3 percent experienced a zero mean change in
profitability.
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problems of poor corporate performance. Specifically, we find that activist
investors typically target poorly performing, diversified firms. Block share
purchases by activists are followed by increases in divestitures and share
repurchases and by declines in mergers and acquisitions. Furthermore, ac-
tivist block share purchases are associated with improvements in profitabil-
ity and shareholder value.

We find that financial and strategic investors also target underperforming
firms, but do not systematically target highly diversified firms. In contrast
to firms that experience activist block share purchases, firms targeted by
financial and strategic investors do not undergo extensive operational changes
and experience smaller ex post improvements in profitability. These find-
ings suggest that although financial and strategic investors target firms
where performance improvements are possible, performance is less likely to
improve.

The 1980s saw firms increasingly seek protection from takeovers by adopt-
ing defenses such as ESOPs, poison pills, antitakeover charter amendments,
and reincorporation in states with stringent antitakeover laws. Our results
do not support the view that these defenses were effective in deterring block
share purchases. This finding buttresses previous evidence that defensive
mechanisms have little effect on the likelihood of takeover. We do note, how-
ever, that firms with high inside ownership were less likely to experience
block share purchases during the sample period. Insider ownership can be
viewed as either a deterrent to outside share ownership, or alternatively, a
substitute for it.

The 1990s have seen investor activism primarily carried out by proxy con-
test and by direct contact with management, rather than by hostile take-
over. An important question is whether such activism can influence corporate
policies and improve performance. Our results indicate that activist inves-
tors were able to influence firm policies during the 1980s, even though take-
overs typically did not subsequently take place in targeted firms. This suggests
that the market for partial corporate control can play an important role in
reducing the agency costs that result from the separation of ownership and
control in U.S. corporations.

Nonetheless, our results should be interpreted with some caution. For one,
it is possible that the improvements observed following activist block share
purchases were not the consequence of activism, but rather were simply
anticipated by intuitive and knowledgeable investors. It would, however, be
difficult to explain the time pattern of earnings improvements using the
“prescient investor” story. If blockholders invest based on superior informa-
tion, we would expect rapid performance improvements. In our sample, how-
ever, the greatest profitability improvements are observed two and three
years after block purchases. In addition, the real changes noted after activist
block purchases (e.g., divestitures, share repurchases, and CEO replace-
ment) would normally be difficult to anticipate, even for expert investors.
These changes are very easy to explain, however, with a story that investors
themselves catalyze change in target firms.
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A second reason to interpret our results with caution is that the greatest
profitability improvements occurred in firms that divested assets after block
purchases. We cannot rule out the possibility that profitability improve-
ments were compositional, due to divestitures of poorly performing assets
rather than improvements in overall efficiency. However, the volume of post-
purchase asset divestitures appears to be too small to explain the magnitude
of the observed improvements. Moreover, share prices rose after activist share
purchases, irrespective of whether divestitures followed. Future researchers
might explore this question more extensively, particularly by investigating
performance across business segments (e.g., Shin and Stulz (1996)).

Finally, we do not know if our results are unique to the 1980s. It may be
that the effectiveness of blockholder activism during this period was atypi-
cal. It would be interesting to investigate the relationship between block-
holder activity and corporate performance during other time periods and in
other countries. We would also note that our groupings of block purchases
(activist, financial, and strategic) might mask important within-group dif-
ferences. Inspection of the sample shows great diversity of investor experi-
ence and approach within these categories, and anecdotal evidence suggests
that some investors consistently do well while others have mixed results.
Another unanswered question is whether the effectiveness of minority share-
holder activism depends on the size and number of share blocks outstanding.
Zwiebel (1990) argues that noncontrolling blockholders exert control through
coalitions. It is possible that firms that experience a cluster of block pur-
chases, for example, react differently than firms that experience only one
block purchase. Finally, a question remains as to whether the duration of a
block position matters. In Butz (1994), for example, a blockholder can obtain
a rapid wealth improvement by forcing a divestiture and leaving. In con-
trast, Demsetz and Lehn (1985) portray blockholders as long-term owners
who create value by ongoing monitoring over a period of years. We encour-
age others to examine these questions in future research efforts.
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