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Some have argued that legislation limits

the ability of institutional shareholders to

discipline shirking management teams. However, the level of takeover activity in the
1980s suggests that the cost of using takeovers to discipline management has decreased.
This may give institutional shareholders the ability to participate actively in corporate
governance. This paper presents an empirical examination that is consistent with this
hypothesis. First, institutional ownership concentration varies across firms according to
the benefits of policing firms in 1988. The relationship is less pronounced in 1980.
Second, firms characterized by concentrated institutional ownership are more likely to
use takeovers as the disciplinary mechanism. ¢ 1997 by John Wiley & Sons, Ltd.
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Institutional shareholders have become the domi-
nant shareholders in most of the largest corpora-
tions in the United States. There is, however,
considerable disagrcement over the role they play
in corporate governance. Some rescarchers have
cxamined large sharcholders in general and con-
cluded that concentrated ownership is an impor-
tant mechanism for policing management tcams
(scc, for cxample, Demsetz, 1983; Demsetz and
Lehn, 1985; Shlcifer and Vishny, 1986). Others
have examined the cffect of regulations on insti-
tutional shareholders’ ability to discipline shirking
management tcams and concluded that ‘institu-
tional investors arc remarkably powerless’ (Jen-
sen, 1989, p. 66). In this paper I examine empiri-
cally the hypotheses that (1) institutional share-
holders policc management, and (2) regulations
affcct the policing mechanism used by institu-
tions.

Legislation pertaining to the two most impor-
tant types of institutions—pension funds and in-
vestment funds—is aimed at limiting institutions’
ability to take direct actions through the board.'
The Employce Retirement Income Security Act
(ERISA) of 1974 requires that pension funds be
diversified and executed as a ‘prudent man acting
in a like capacity’ would cxccutc them. Many
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pension fund managers choose to satisfy the pru-
dent man rule by investing with investment funds.
Investment funds are regulated by the Investment
Company Act 1940. This Act limits the percent of
the diversified investment fund’s? assets that can
be invested in a single firm and the percent of a
given firm’s equity that a fund can own. The Act
also legally defines anyonc represcnted on the
board of a firm as an ‘affiliated person’ of that
firm.* As a result, ‘most transactions between it
and the fund require prior SEC approval.’ (Fricnd,
Blume and Crockett, 1970, p. 27).

Jensen (1989, 1993) and Roc (1990) conclude
that these regulatory restrictions effectively
prohibit institutions from playing an active role in
the firm. There arc two reasons for this conclu-
sion: rcgulations make it costly for institutions to
accumulate a stake large cnough to influence
management, and rcgulations make disciplinary
measures costly. The effect of regulations on the
size of stakes accumulated by institutional sharc-
holders can be examined cmpirically (and is in
the next section). The effect of regulatory barricrs
on institutional sharcholders’ ability to discipline
management is to increasc the cost of taking
actions through the board of dircctors. However,
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there is nothing in these regulations that affects
institutional sharcholders’ ability to discipline
management by facilitating a takeover. Facilitat-
ing a takcover can be an extremely effective
mechanism for disciplining management tcams
and the increase in takeover activity that began
during the 1980s suggests that the cost of using
this mechanism has declincd. As the cost of ef-
fecting a takeover decreases, the amount of inef-
ficient behavior that the market for corporate
control will allow management teams decreases.

Existing empirical evidence is consistent with
the hypothesis that institutional sharcholders fa-
cilitate takeovers. Ambrose and Megginson (1992)
fook at the institutional ownership concentration
of the target firms around the announcement of a
takeover and find some evidence which ‘indicates
that, after the announcement of an acquisition
attempt, institutional investors begin sell-
ing—presumably either to arbitragers or to the
bidding firm itself’ (p. 586). Jarrell and Poulsen
(1987) find that firms which have the greatest
negative share price reaction when they adopt
antitakcover amendments also have relatively low
institutional sharcholdings. Brickley, Lease and
Smith (1988) find that large institutional block-
holders arec more likely to vote against manage-
ment on value reducing proposals, and Agrawal
and Mandelker (1990) show that a lower level of
concentrated ownership by institutions is more
likely to be assaciated with approval of a value-re-
ducing antitakcover amendment.

This paper is an empirical examination of insti-
tutional ownership concentration and its role in
corporatc governance in the 1980s. In the next
section, I consider institutional shareholders’ abil-
ity and incentive to policc management teams by
looking at the sharecholdings of the largest institu-
tional sharcholders.® Following Demsetz and
Lehn (1985), I then examine the rclationship
between ownership concentration and the costs
and bencfits to monitoring using data from 1980
and 1988. The results using the 1988 data sct are
consistent with the policing hypothesis; the re-
sults using the 1980 data set are not. If takeovers
are an important disciplinary device for institutio-
nal shareholders, the difference between 1980
and 1988 may be the result of a decrease in _the
cost of using thc market for corporate control. In
the fourth section, I examine the relationship
between institutional ownership concentration
and the 'disciplining mechanism uscd to replacc
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management tcams. If regulations cffectively pre-
clude direct actions by institutional shareholders
through the board of directors, but the lower cost
of using takeovers as a disciplining mechanism
has given institutions the ability to effectively
police management tcams, then we should observe
that by the late 1980s, those firms with higher
institutional ownership concentration use
takcovers to replace management teams. Data
from 1986 to 1990 arc consistent with this hy-
pothesis.

EQUITY HOLDINGS OF
INSTITUTIONAL INVESTORS IN A
1988 SAMPLE OF FIRMS

The policing hypothesis requires the ability to
discipline management. This implies a necessary
but not sufficient condition for the cquity hold-
ings of institutions: that they arc large enough
relative to other holdings to give the institutions
the power (through voting rights) to discipline
management.

Table 1 shows that institutional sharcholdings
appcar to satisfy these conditions in 1988. Institu-
tions arc the largest sharcholder in 59% of the
firms in the sample and account for 81% of the
top five sharcholders. Table 1 also shows that,
notwithstanding rcgulations, institutions fre-
quently own large portions of firms. Investment
fund managers are the most active—they are the
largest shareholder in over one-third of the firms
(pancl A) with average holdings of over 5% of the
outstanding stock (pancl B). Pancl B shows the
average holdings of the large institutional share-
holders. In cleven instances a single institutional
sharcholding exceeded 15% of a firm’s equity, in
36 instances a single institutional sharcholding
exceeded 10%, and in 256 instances an institutio-
nal sharcholding accounted for more than 5% of
the cquity of one of the 376 firms in the sample.
Fund managers appear to avoid the costs imposcd
by the SEC on holdings in excess of 5% by
controlling numerous funds—cach of which con-
trols less than 5% of a firm’s equity—which com-
bined hold well over 5%. These data indicate that
the policing hypothesis is plausible and warrants
further investigation.
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Panel A: Largest sharcholders in a sample of 376 firms® by type of
sharcholder

These are the largest sharcholders by type of financial institution foe a sample of 376 firms in 1988, A financial institution of
some sort was the largest sharcholder in 220 of the 376 firms in the sample {i.c. an individual or a fi ial institution is
that largest sharcholder in 156 firms in this sample). Fund managers, which oftcn manage pension asscts as well as mutual
funds, are the most common targe sharcholders.

Table 1.

Number of institutions that are:

Type of institution Largest Onc of Onc of One of Onc of

sharcholder top twu top three top four top five
Bank trusts 49 123 212 310 424
Insurance company 20 44 72 95 18
Fund manager 143 323 495 682 883
Pension fund® 8 23 52 78 107
Total institutions 220 513 831 1165 1548
As a % of total 59 68 74 7 81

Panel B: Percent held by financial institutions that are among the top 5

sharcholders

This is the average pereent of outstanding shares held by financial institutions that arc among the top five sharcholders in the
1988 samplc of 376 firms. There were 256 financial institutions that held over 3% of the outstanding stock of ane of the firms,

36 institutions held over 105 and 11 institutions held over 15, The

tard desiati H

s are given in pa

Average pereent held by institutions that are:

Type of institution Largest Onc of
sharcholder top two

Bank trusts 4.5 4.0
(3.0) 28

Insurance company 168 103
19.2) (14.2)

Fund manager 59 5.1
3.3) 2.9

Pension fund® 4.2 38
(1.9) (1.5)

Onc of One of One of
top three top four top five
34 3.0 2.7
(2.4) 2.2) 2.0)
7.6 6.6 5.7
(11.0) (10.3) 9.4)
45 4.1 3.7
(2.6) (2.4) (2.4)
33 29 2.6
(1.5) (1.5) (1.4)

*Institutional ownership data are from Vickers Stock Traders Guide.
Sample is drawn from the Fortune 500 Industrials, Fortune 100 Commercial Banking, Fortune 50
Diversified Financial, Fortune 50 Life Insurance, Fortune 100 Utilitics and some additional media firms.

This does not include employee ownership plans.

INSTITUTIONAL OWNERSHIP AND
THE COSTS AND BENEFITS OF
POLICING MANAGEMENT

Demsetz and Lehn (1985) arguc that if ownership
concentration is used to mitigate the agency prob-
lem, we should observe ownership concentration
varying across firms according to the costs and
benefits of policing management. Where the
characteristics of the firm indicate that manage-
ment has a great deal of discretion to pursue its
own agenda at a substantial cost to sharcholders,
ownership concentration should be high. Where
the characteristics of the firm indicate that man-
agement’s decisions will have little impact on firm
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performance, ownership structure should be more
diffusc. Their empirical results support this con-
tention.

If institutional sharcholdcrs are policing man-
agement, the results Demsctz and Lehn observed
should hold for a measure of institutional owner-
ship concentration. Data scts from 1980 and 1988
arc used because of two changes that took place
during the 1980s. First, some industries were sub-
stantially deregulated, thercby affecting the costs
and benefits of concentratzd ownership of firms
in thosc industrics. The cxpected effect is dis-
cussed below. Second, as mentioned earlicr, the
takeover wave of the 1980s may suggest the cost
of takcovers decreased. Factors that may have
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contributed to this lower cost include the advent
of junk bonds and a change in antitrust enforce-
ment. If the lower cost of takcovers increased
institutions’ ability to discipline, the relationship
found by Demsetz and Lehn would be more likely
to hold for institutional ownership concentration
in 1988 than in 1980.

Following Demsetz and Lehn (1985), the hy-
pothesis in this paper predicts that institutional
ownership concentration will vary across firms in
response to the following variables:

e FIRMRISK (standard error of the estimated
market model where the firm’s monthly re-
turns arc regressed on a value weighted mar-
ket index). This measure of firm-specific risk
is intended to capture the control potential of
the firm. As the firm’s environment becomes
more volatile, (1) it becomes more difficuit to
ascertain management’s ecffort by simply
observing output, and (2) management’s deci-
sions become more important. A squared term
is included to allow for the possibility that as
the volatility reaches a certain level, the gains
to increased control become smaller relative
to the costs of the increased risk. One reason
to expect a non-linear relationship is that the
increase in control from a marginal increase
in stock ownership is likely to become negligi-
ble at high levels of ownership. For example,
the ability to exercise control may increase
significantly as ownership increascs from 10%
to 15%, but the ability to exercise control is
unlikely to vary at all as ownership increases
from 51% to 56%.

e EQUITY: The market value of common eq-
uity is intended to measure the higher cost of
obtaining a given amount of larger compa-
nies. In addition, generally a smaller percent
of stock is required to exercise control in very
large companics.

e FIN and UTIL: Two regulated industry
dummies are included for the financial and
utility industries. Regulation may be a substi-
tute for the policing provided by concentrated
ownership. It also may limit the discretion of
an active owner. Both cffects suggest that the
regulated industry dummies should have a
negative relationship with ownership concen-
tration. However, during the 1980s both in-
dustries experienced dercgulation.’ The De-
pository Institutions Deregulation and Mone-
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tary Contro! Act 1980, the Garn~St Germain
Act 1982, and other changes radically altered
the managerial dccisions being made in banks
and savings and loans. The result in the sav-
ings and loan industry is well known. The
effect on banks has received less attention in
the popular press, but the merger activity in
the banking industry which began during the
1980s and continues in the 1990s reflects the
major restructuring that has taken place (c.g.
increase in interstate banking). Consequently,
owners of S&Ls and banks had an increased
incentive to control the decision process dur-
ing the late 1980s.

Focusing on institutional ownership concentra-
tion in the rcgression analysis creates a simul-
tencity problem since individual ownership con-
centration and institutional ownership concentra-
tion arc interdependent. This problem is over-
come by using a dummy for the media industry as
an instrument for the individual ownership vari-
able. Demsetz and Lehn (1985) argue that firms
involved in broadcasting or publishing may pro-
vide utility to their owners through the ability to
determine what is published or broadcast as well
as through profits. They then show that individu-
als concentrate their investments in these firms.
An institution is, however, expected to invest only
for pecuniary benefits because it is unlikely that
all of the individuals with a financial interest in
the institution will share the same tastes for
amenity potential.

The 1980 ownership data are from the Cor-
porate Data Exchange’s Banking and Finance Stock
Ownership Directory, Energy Stock Ownership Di-
rectory and Fortune 500 Stock Ownership Direc-
tory. The resulting data set has 510 firms and uscs
two owncrship measures: the top five individual
owners® and the top five institutional owners
(Inst5). InstS includes corporate owners as well as
financial institutions.

The standard error (FIRMRISK) was calculated
from the market model run over the years
197680 using monthly returns from CRSP. The
equity (EQUITY') is the average market value of
common cquity over the ycars 1976-80 as found
in COMPUSTAT. Table 2 shows summary statis-
ticsefor thesc variables and various measures of
ownership concentration.

The 1988 data sct is developed from the same
base used by Corporate Data Exchange in 1980:
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Table 2. Descriptive Statistics of the 1980 Data

The sample is composed of $11 firms. The table presents the descriplive statistics for vatious ownership measures (source:
Corporate Data Exchange’s Banking and Finance Stock Ownenhip Dircctory, Energy Stock Ownership Direciory and Fortune 500
Stock Ownership Dircctory) as well as the standard crror of the matket model (F/IRMRISK ) and the average market value of

cquity wver the years 1976-80 (EQUITY ). The standard error i
hems in the sample that arc in the media, financial. and utility

s calculated using monthly returns over 1976-50. The number of
ndustrics arc also included.

Mcan Mcdian Standard Mini M
deviation

Percent of equity
held by:
o Top five sharcholders 248 20.6 158 1.3 87.1
o Top five institutions 184 16.0 1.5 8 87.1
o Top five individuals 9.1 35 13.0 0 69.4
FIRMRISK 0.068 0.063 0.025 0.031 0.398
Equity (in mil- 1221.8 573.5 2698.1 22.3 40,587.2
lions of dollars)
# of utilitics 51
# of financial institutions 54
# of media firms 14

Fortunc-ranked firms. It is composed of firms
from the Fortunc 500 Industrial, Fortune 100
Commercial Banking, Fortunc 50 Diversified Fi-
nancial, Fortune 50 Life Insurance, and Fortune
100 Utilitics and some additional media firms as
found on Compact Disclosure in February 1989.7
Firms were excluded if the firm was in the process
of merging at the time or had been acquired or
merged by April 1989.% Data are available on 376
of the remaining firms.

Mecasures for the top five individual owners
(Ind5) and top five institutional owners (/nst5)
arc formed that arc comparable to those found in
the 1980 data sct. In addition, I am able to
develop a measurc of the top five sharcholders
among financial institutions (Finlnst5) using the
1988 data. This measure (and its counterpart—the
top five sharcholders that are not fund managers)
allows us to focus on the investment patterns of
the financial institutions.

The institutional ownership concentration is
found in Vickers Stock Research Stock Traders
Guide for the third quarter of 1988.% Individual
ownership and corporate owncrship data are
found in Spectrum 5 and Spectrum 6 (Five Per-
cent Ownership and Insider Holdings) for this
same period." The 1988 data set uses the same
sources as arc used in the 1980 data sct for cquity
(EQUITY) and standard crror, (FIRMRISK) over
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the years 1983-7. Table 3 shows summary statis-
tics for the 1988 data set.

Table 4 presents the results using the 1980 data
sct. Table 5 contains regression results from the
two different measures of institutions developed
using the 1988 data sct—FinlnstS and Inst5."

In 1980, the cocfficient on the standard error
variable is insignificant indicating that institutions
are not concentrating their investments in firms
in which the gains to policing are the greatest.'
In 1988, the standard error cocfficient is signifi-
cant and of the expected sign in both equations as
is the squared term. The cocfficients indicate that
institutional ownership concentration will in-
creasc over more than 90% of the sample in the
Finlnst5 equation; more than 95% in the Inst5
cquation. An increasc from the minimum FIRM-
RISK to the point at which ownership concentra-
tion reaches a maximum results in a 5% and 9%
increase in Finlnst5 and InstS, respectively. A
standard deviation change in standard error from
the minimum translates into about a 3% increase
in ownership concentration in both equations.

The cocfficients on the regulation dummies also
change between 1980 and 1988. Consistent with
the policing hypothesis, thc cocefficients on the
regulation dummics are ncgative and significant
in 1980. In 1988 thc magnitude of the utility
dummy is much smaller and the financial dummy
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Table 3. Descriptive Statistics of the 1988 Data

The sample is compased of 376 firms. The tablc presents the descriptive statistics for various ownership measures (source:
Vickers Stack Traders Guide and Spectrum § and Spectrum 6) as well as the standard crror of the market model (FIRMRISK)
and the average market value of equily over the ycars 1983-87 (EQUITY ). The standard crror is calculated using monthly
returns over 1983-87. The number of firms in the sample that are in the media. financial, and utility industrics arc also

included.
Mcan Mcdian Swandard Mini M
deviation
Percent of cquity
held by:
o Top five sharcholders 24.0 20.5 15.4 4.7 883
e Top five financial 16.9 15.7 84 227 86.6
institutions
o Top five institutions 18.8 16.7 10.7 227 86.6
e Top five sharcholders that 9.5 23 14.6 007 814
are not financial
institutions
o Top five individuals 7.5 1.6 13.1 0.007 814
FIRMRISK 0.073 0.067 0.023 0.040 0.204
Equity (in mil- 21844 1347.5 5706.7 36.2 77462.6
lions of dollars)
# of utilitics 35
# of financial institutions 51
# of media firms 12

has a positive (and significant in the FinlnstS
equation) effect. This suggests that changes in the
regulatory environment described carlier in-
creased the incentive of owners to control the
financial firms.

The notion that deregulation increased the in-
centive to control financial firms can be tested
further by isolating the financial firms that experi-
enccd the greatest regulatory changes. Fortunc
divides financial firms into four types: insurance
companies, savings and loans, banks and diversi-
fied financial institutions. While all these indus-
tries experienced some regulatory changes, banks
and S&Ls experienced the most radical changes.
Consequently, if financial institutions’ ownership
concentration varics according to the benefits of
policing, we should obscrve that the coefficient on
FIN is being driven by banks and S&Ls. When
Fininst5 is regressed on a dummy for banks and
S&Ls and a dummy for other financial firms
separately (along with the other explanatory vari-
ables included in the specifications in Table 5),
the dummy for banks and S&Ls is positive and
significant at the 1% level and the dummy on
other financial firms is insignificant.
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THE RELATIONSHIP BETWEEN
INSTITUTIONAL OWNERSHIP
CONCENTRATION AND THE
METHOD OF DISCIPLINING
MANAGEMENT

In this section I explore the hypothesis that the
institutional owners usc the market for corporate
control as a disciplinary device. This hypothesis
implies that firms characterized by concentrated
institutional ownership are more likely to use
takcovers as the disciplinary mechanism.

Two samples were developed to test the hy-
pothesis: a sample of firms that were acquired
from 1986 to 1990 and a sample of firms that
replaced management tcams internally during this
period. The 1986-90 issucs of Forbes Magazine's
annual list of CEOs of the largest corporations
were used to develop a list of firms with CEOs
who had been with the firm the same number of
years they had been CEO of the firm."”* The
replacement of a CEO with somcone from out-
side the firm is consistent with a board of direc-
tors that is dissatisficd with the management tcam
and acts to change it. The exact date and condi-
tions under which the previous CEO left the firm

Further reproduction prohibited without permission.



Estimates of the Determinants of Insti-
tutional Ownership Concentration Us-
ing 1980 Data

Regressions are run on the pereent of ewnership held by the top five
institutional sharcholders of any type (cither financial or industrial) in 1980,
The endogenous cxplanatory variable is the pereent held by the top five
individual shareholders. Individuals are cxpected to concentrate invest.
ments in media firms which have amenity potential (see Demsctz and Lehn,
1985). The media demmy is thercfore the identifying resttiction for the
institution cquations. Two-stage least squares is the cstimation method.
The cxplanatory variables are inteaded to capture the costs and benefits to
monitoting the firm, The absolute value of ¢-s1atistics arc in parenthescs.

Tablc 4.

Pcrcent of cquity held by the top
five institutions (Inst$)

Intercept 12.4°
(2.49)
UTILITY -91"
(3.9)
FINANCE -5.2"
2.9)
FIRMRISK 100.1
0.7
FIRMRISK® 276
(0.03)
EQUITY -26
(1.3)
Percent of equity held by the 0.10
top five individuals (Ind5) 0.5)
R 0.15
N 510

The equity coefficicnt should be divided by 10 billion.
*Significance at the 5% level of confidence
Significance at the 156 level of confidence

were found in the Wall Street Journal Index.
Observations were excluded if the previous CEO
left for health reasons (including death), was
forced out by the government, or retained an
acting position in the firm that was not a demo-
tion (c.g. became chairman or other board mem-
ber) because thesc obscrvations may not repre-
sent disciplinary action taken by the board. Re-
tirement was included because it could be a cu-
phemism for a firing.

The acquisition sample is found in the Arrivals
and Departures scction of the Fortune 500 lists
(Industrial and Service) for the years 1986-90."
The Wall Street Journal Index was used to find the
date of the initial offer for the acquired firm.

Ownership concentration measures of financial
institutions (Fin/nst5), management (MGT), and
5% holders that are ncither financial institutions
nor management (NonFinlnst5) arc derived from
Spectrum 3, Spectrum 5 and Spectrum 6. Con-
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centration is mecasured as the top five share-
holders in the case of financial institutions and
5% owners, whereas the holdings of all of man-
agement are included. In light of the growing
evidence regarding the distinct function of em-
ployece ownership plans, I also include a measure
of employce ownership plans (see, for example
Bruner and Brownlee, 1990, or Gordon and
Pound, 1989). Observations were excluded if one
owner held over 50% of the company or the
necessary ownership data were not available.'®

Finally, firms that outperlormed their industry
were excluded. If a firm outperforms its industry,
it is unlikely that the change in management
reflects a disciplinary act. Value Line lists the net
profits both as a percent of sales and as a percent
of nct worth.!” Using these two measures, the
average performance over the previous three years
was calculated for each firm and for the firm’s
industry.'®

The final data set has 85 observations in it. This
includes 60 acquisitions and 25 internal changes.
Table 6 shows descriptive statistics of the sample
and a comparison of the means of the two sub-
samples. There is a statistically significant differ-
ence between the institutional ownership concen-
tration variables of the two samples as predicted.
Nonc of the other ownership measures shows any
statistically significant difference. The results in-
dicate that, among firms in which management is
disciplined, takcovers are the mechanism cm-
ployed by those with higher levels of institutional
ownership concentration. The other types of own-
ers do not exhibit a preference for one method
over another."

CONCLUSIONS

The regulatory costs that institutions incurred by
taking on a direct role within portfolio firms
through the firm’s board of directors did not
change during thc 1980s; but the increased
takeover activity indicates the takecover market
became a more cost-effective disciplining mecha-
nism. The increase in takcover activity experi-
enced in the 1980s, which was in part facilitated
by institutional investors’ dominant role as pur-
chasers of junk bonds, may have allowed instititu-
tional sharcholders to takc on a much more ac-
tive role in corporate governance.

In this paper, I have prescated evidence consis-
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Table 5. Estimates of the Determinants of Institutional Ownership Concentra-
tion Using 1988 Data

Regressions are run on the percent of ownership held by the top five financial institutions and the pereent held by the top five
institutional shareholders of any type (cither financial or industrial —a measure comparable to that used in 1980) in 1988.
The endogenous explanatory variable is the percent held by the top five sharcholders thay are not financial institutions (cither
individuals or corporations) and the top five individual sharcholders tespectively. Individuals are expected to concenirate
investments in media fizms which have amcmly potential (sec Demsctz and Lehn, 1985). The media dummy is therefore the
identifying restriction for the instituti q Twa-stage lcast squares is the estimation method. The explanatory
variables are intended to capture the costs and benefits to monitoring the firm. The absolute value of f-statistics are in
parentheses.

Percent of cquity held by:

Top five financial Top five
institutions { Finlns$) institutions (/nst$)
Intercept 6.9 58
(1.6) (1.2)
UTILITY -30 -4.2°
1.7) 2
FINANCE 24 1.9
(1.9 (1.3)
FIRMRISK 239.0° 273.2°
(2.3) (2.4)
FIRMRISK —1125.6° - 10183
(2.4) (1.8)
EQUITY -33 -34"
4.0 (E¥))
Percent of equity held by -0.11
the top five individuals (0.8
Percent of equity held by top five
sharcholders that are not finan- -0.03
cial institutions (0.2
R 0.12 0.13
N 376 376

AII cquity coefficients should be divided by 10 billion.
Slgmﬁcmcc at the 5% level of confidence
®Significance at the 1% level of confidence

Table 6. Ownership Structure of Firms in which Management was Displaced
through Acquisition Compared to Ownership Structure of Firms

in which Management was Displaced by Internal Mechanisms
This table includes descriptive statistics of 85 firms with CEOs that left and were not replaced internally duting the 1986-90
period. The change was internally motivated in 25 cases, and in 60 cases the firm was acquired. The middle columns show the
mean values for the two subsamples. The test statistic for the diffcrence in means is in the far-right column,

Percent of cquity Mcan Mcan of acquisition Mcan of subsample z-value
held by (standard deviation) subsample with internally {p-value)
displaced
m:nagcmcnl

Top five financial 17.9% 19.1 15.0 230
institutions 9.3) (0.02)
Management 4.6 5.5 2.5 1.57

9.0 0.12)
Top five sharcholders 9.2 9.8 73 0.56
that.are.neither (14.9) (0.58)

financial institutions
nor management

Employce ownership 1.4 1.3 1.6 0.28
plans 3.9) (0.78)
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tent with this conclusion. Data from 1988 indicate
that institutions were frequently the largest
shareholders in large US corporations with hold-
ings that represented a significant percent of the
portfolio firm’s equity. These institutions with
larger sharcholdings have a greater incentive to
police management teams than diffuse share-
holders since a larger portion of the returns of
that policing will accrue to them. These large
sharcholdings are also significant because (1) they
give the institution an increased ability to affect
management, and (2) they indicate that institu-
tions have effectively circumvented legislation
which, on its face, appears to limit shareholdings
to 5%. The evidence on institutional ownership
concentration patterns across firms suggests that
institutional ownership concentration varies ac-
cording to the costs and benefits of policing firms
in 1988. The relationship is much less pronounced
in 1980. Finally, evidence from the late 1980s
suggests firms which choose to discipline manage-
ment using the takcover market are characterized
by higher levels of institutional ownership con-
centration.
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NOTES

1. Pension funds account for the majority of institu-
tional holdings but these funds are typically in-
vested through investment funds, or mutual funds.
See Roe (1990) for a more complete discussion of
the laws affecting the other major types of institu-
tions: trusts and insurance companies.

2. There are substantial tax advantages to being clas-
sified as a diversified fund.

3. A fund that is represented on the board of a firm is
an affiliate of an affiliated person. Parts of the 1940
Act speak dircctly to this and discussions with the
General Counsel’s office at the SEC indicate that
considering that fund as an affiliated person of the
firm would be consistent with the spirit of the act.

10.

1L

Discussions with funds indicate this is their under-
standing as well.

. Some have suggested that if an equity investment is

a small portion of the total assets of the investor,
the investor will not have an incentive to monitor
the management of the firm (see, for example,
Schranz, 1993). This is not consistent with profit
maximization which dictates that the incentive to
monitor the management will be a function of the
dollar valuc of the investment—not the percent of
the portfolio the investment represents.

. The natural gas industry was progressively deregu-

lated through the 1980s. By 1988 the move from
cost based to competitive ratemaking was well un-
derway (see Drcyfus, 1989). In addition, the
commissioner of the Federal Energy Regulatory
Commission was considering rule changes for the
clectric utilitics that would expand the class of
unregulated generators at the beginning of 1988.
Regarding the proposed rule changes, a merchant
banker said: *The electric industry in the late 1980s
is characterized by a witch’s brew of market risk
and rate-of-return regulation ... an environment
which is substantially diffcrent and more dangerous
than any the industry has faced since the Dcpres-
sion of the 1930s’ (Public Utilities Fortnightly, 14
April, 44; 1988).

. One individual’s holdings is defined as shares held

by that individual plus shares held by any related
individuals.

. The results Demsetz and Lehn (1985) found for the

1980 data set also hold for the 1988 data set with
two exceptions. As expected, the magnitude of the
coefficient on the utility dummy was much smaller
(about half what it was in 1980), and the finance
dummy became positive (though insignificant). The
hypothesis of stability on the finance dummy can-
not be rejected (F = 1.25); however, a Chow test
indicates that the utility dummy cocfficient is not
stable (F =~ 2.06).

. If a firm is in the process of merging, concentrated

levels of ownership may simply reflect the mechan-
ics of the merger as opposed to a firm that requires

policing.

. ESOPs are excluded from the 1988 data set be-

cause they arc frequently under management’s
control and are therefore unlikely to mitigate the
agency problem of management. Unfortunately, I
am unable to identify them in the 1980 data set.
However, results from the 1988 data sct suggest the
inclusion of ESOPs does not qualitatively change
the results,

Where there were discrepancics or if Spectrum was
missing values for individual holdings, Compact
Disclosurec and Moody’s Industrial Manual and
proxy statements were consulied.

The endogenous explanatory variables are the per-
cent of equity held by the top five shareholders that
are not financial institutions and the percent of
cquity held by the top five individuals, respectively.
Since the percent held by the top five owners is a
bounded variable, the errors may not be normally
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distributed. To adjust for this, the following logistic
transformation was applied: LX = log{x/(100 — X)
where X is the percent being used as the depen-
dent variable. The results are qualitatively the same.
To facilitate interpretation of the cocfficients, only
the non-transformed results are reported.

These results do not include an observation that
had a SE more than twice that of the next highest.
The outlier is Mattel which was involved in a legal
battle during the period in question. When it is
included, the SE is positive and significant as cx-
pected. While concentrated ownership is warranted
in this case to assure the case is pursued, it scems
inappropriate to interpret the results with this
observation since without it, the data do not display
any systematic relationship.

If a corporation made any of the Forbes 500 lists,
that corporation’s CEO is included in the survey.

14. Both friendly and hostile acquisitions were in-

cluded. For our purposes the relevant distinction is
between the CEOs that require disciplinary action
and those that do not (this issue is addressed later).
A hostile takeover only implies that the cxisting
management would like to retain control—it re-
veals nothing about the competence of the man-
agement team.

. Spectnom 3 and Spectrum 5 are published quarterly
and Spectrum 6 is published semi-annually. The
Spectrum publication immediately before the date
of the action (cither acquisition or replacement of
management) is used. There were five Spectrum
books that were not available. In those cases the
next available carlier volume was uscd.

16. If there were data in onc of Spectrum 5 or Spec-

trum 6 (the two individual ownership sources) the
observation was retained.

17. Two measures were used because of the inherent

problems of using accounting data to measure per-
formance. Sharcholders should not care if the sales
for a firm are large or small, only what the profits
are relative to the capital, Thus, in one sense, the
net profits as a percent of sales is not important.
However, nct profits as a percent of net worth
could be very high just because years of poor
performance had led to a very low net worth. If a
firm outperformed its industry by both measures,
the probability that it is a poorly run firm is much
lower. Stock return data were not used because the
stock price reflects expectations. Conscquently a
firm’s stock could outperform its industry by still be
poorly managed if expectations were that the man-
agement would be even worse than it actually was.

18. The decision rule was a firm was excluded if the

performance measures unambiguously indicated
that the firm had outperformed its industry. Thus,
if Value Linc only reported one of the perfor-
mance measures, the decision was based on that
one performance measure, If there was no data on
the performance of the firm, the firm remained in
the sample.

19. A logit regression was run to see if controlling for

other ownership variables had an cffect on the

Reproduced with permission of the copyright owner

institutional ownership variable. The results are
consistent with those reported in Table 6 and arc
not reported here.
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