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Abstract

In Chapter 1, I document a negative (positive) relationship between changes
in large (small) blockholders’ ownership and abnormal returns. The evidence in
this paper suggests that an increase in the relatively large blockholders’ ownership
raises the consumption of private benefits while an increase in the relatively small
blockholders’ ownership constrains large blockholders from expropriating minor-
ity shareholders. Moreover, I find an inversely U-shaped relationship between
changes in the largest blockholders’ ownership and firm value. As large block-
holders’ ownership and control increase, the negative effect of firm value driven
by expropriating minority shareholders starts to exceed the incentive benefits of
monitoring by the largest blockholder. I also show that the negative relationship
between changes in institutional investors’ control and abnormal returns declines
as analysts’ following increases.

In Chapter 2, I study the role of trading as a governance mechanism. I hy-
pothesize that governance through trading plays a significant monitoring role in
practice and that engaging in “voice” and “exit” can be substitutes. I show that
abnormal turnover following earnings announcements is significantly higher for
firms with large institutional blockholders than for those with small individual
shareholders. For firms with majority institutional ownership, I demonstrate that
abnormal trading is higher for firms with multiple blockholders than for those with
a single large blockholder and that abnormal trading increases with the number
of institutional investors and declines with the percent of stocks owned by the
largest institutional investor. Moreover, this excess trading is driven by mutual
fund investors, which are non-interventionist and thus are more likely to engage
in “exit” than “voice”. I also show that for firms with large institutional block-

holders, abnormal trading following public announcements increases with liquidity.
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1
Monitoring the Monitor! Private Benefits of

Control and Firm Value

1.1 Introduction

Large blockholders can extract private benefits of control from companies they
run and thus expropriate minority shareholders (Williamson (1985), Jensen (1986),
Grossman and Hart (1988), Barclay and Holderness (1989, 1992), Boycko, Shleifer,
and Vishny (1993), Zingales (1994, 1995), among many others). This effect should
reduce firm value. From a corporate governance perspective, however, concentra-
tion of ownership is optimal because it provides an incentive to monitor. In Shleifer
and Vishny (1986), Admati, Pfleiderer, and Zechner (1994), Maug(1998), Kahn
and Winton (1998) and Mello and Repullo (2004), a larger block is unambiguously
more desirable as it reduces the free-rider problem and maximizes incentives to

intervene. Strengthening corporate governance enhances firm value since it re-



duces agency problems (Coase (1937); Jensen and Meckling (1976); and Fama
and Jensen (1983a,b)). The effect of ownership concentration on firm value is
therefore unclear. Understanding the relationship between the concentration of
institutional ownership and firm value is the main goal of this paper.

I show that changes in the one or two largest institutional investors’ ownership
(relatively large blockholders) are negatively correlated with contemporaneous ab-
normal returns. Keeping the initial ownership constant, an increase in ownership
of the relatively large blockholders is associated with negative abnormal returns,
while a decline in ownership is associated with positive abnormal returns. I also
show that changes in ownership of the bottom eight of the largest ten institutional
investors as well as all institutional investors excluding the largest two (relatively
small blockholders) are positively correlated with abnormal returns.

The extraction of private benefits by large blockholders predicts that increases
in the relatively large blockholders’ ownership should lead to a decline in firm
value. On the other hand, an increase in the large blockhodlers’ ownership should
raise incentives to monitor, thus, increasing firm value. The first main result
of this paper indicates a negative relationship between changes in the relatively
large blockholders’ ownership and abnormal returns. This suggests that the neg-
ative effect of the expropriation of minority shareholders dominated the benefits

associated with higher monitoring. The second result shows that an increase (de-



crease) in the relatively small blockholders’ ownership is associated with positive
(negative) abnormal returns. This suggests that relatively small blockholders can
monitor larger blockholders by constraining them from extracting private benefits,
thus “Monitoring the Monitors.”

Furthermore, I illustrate that an increase in large blockholders’ ownership as
compared to an increase in small blockholders’” ownership in year t is associated
with lower sales growth, lower capital expenditure, lower R&D, lower advertising
expenditure, and higher income before extraordinary items in year t+1. Capital
flow has been shows to be sensitive to short-term performance. Hence, institu-
tional investors, who are concerned about their capital flow, could pressure the
firms they control to focus on short-term profits by reducing long-term invest-
ments and expenditures. The results are consistent with the idea that changes in
control affect firm operations and value.

The various results in this paper are all consistent with the claim that large
blockholders consume private benefits of control, which reduce firm value. How-
ever, the results are all indirect since private benefits of control are difficult if
not impossible to measure. Dyck and Zingales (2002) state "By their very nature
private benefits of control are difficult to observe and even more difficult to quan-
tify in a reliable way. A controlling party can appropriate value for himself only

when this value is not verifiable (i.e., provable in court). If it were, it would be



relatively easy for non-controlling shareholders to stop him from appropriating it.
Thus, private benefits of control are intrinsically difficult to measure.”

An alternative explanation is that concentration of ownership is optimal when
firms under-perform in order to facilitate restructuring. Large blockholders might
buy more shares when the firm performs poorly in order to protect their already
large stakes and provide the right environment for restructuring. While ownership
concentration could be optimal for restructuring, it is still costly. One example
of such costs is the fact that ownership concentration reduces liquidity. Thus,
when restructuring is done, large blockholders would reduce their holdings back
to normal. I show that there is no return reversal during the two years following
the increase in ownership concentration. If ownership concentration is optimal for
restructuring, then we should observe an improvement in firm performance dur-
ing the years that follow the increase in concentration. An argument that could
be made is that restructuring takes time, thus considering the two years after
the change in ownership is not sufficient. I show that the increase in the largest
two blockholders’ ownership is short-lived. The large blockholders start reversing
their ownerships’ increase within one year. If restructuring requires more than two
years, then we should not observe this ownership concentration reversal within one
year from the initial change. Furthermore, I document that returns explain the

difference in the following year’s sales growth, capex growth, and R&D growth



between firms with a current increase and a current decrease in ownership concen-
tration. The results are inconsistent with the idea that ownership concentration
is optimal for restructuring. However, if ownership concentration, as an optimal
mechanism to facilitate restructuring, is driving the results, the findings would
still be very interesting.

Consistent with the claim that too much control by the largest blockholders
reduces firm value due to the extraction of private benefits of control, I show that
an increase (decrease) in the relatively large institutional blockhodlers” ownership
is associated with negative (positive) abnormal returns, when the initial owner-
ship by these large institutional blockholders is already large. On the other hand,
when the initial ownership for the relatively large blockholders is low, a change in
their ownership is positively correlated with abnormal returns. Therefore, another
finding of this paper is that the relative size of the relatively large blockholders
matters. They need to have enough control to extract private benefits of con-
trol, which drives down firm value. At low levels of control, an increase in large
blockholders ownership improves the incentives to monitor and thus improves firm
value. However, as control increases, the costs associated with the extraction of
private benefits of control dominate the benefits associated with more monitoring,

driving firm value down.

Morck, Shleifer, and Vishny (1988) find an inverse U-shaped relationship be-



tween managerial equity ownership and firm valuation for a sample of U.S. firms.
Stulz (1988) formalizes this relationship by developing a model that predicts a
concave relationship between managerial ownership and firm value. As manage-
rial ownership and control increases, the negative effect on firm value associated
with the entrenchment of manager-owners starts to exceed the incentive bene-
fits of managerial ownership. Considering large blockholders’ ownership rather
than managerial ownership, I find a similar inverse U-shaped relationship between
large blockholders ownership and firm valuation. I argue that as large blockhold-
ers’ ownership and control increase, the negative effect of firm value driven by the
extraction of private benefits of control and expropriating minority shareholders
starts to exceed the incentive benefits of monitoring by large blockholders.

As new simple measures of outside control, I consider the ratio of the largest
two institutional blockholders’ ownership to the bottom eight of the top ten block-
holders’ ownership as well as the ratio of the largest two blockholders’ ownership
to the ownership of all other institutional investors. I find that changes in con-
trol are negatively correlated with abnormal return. For firms with an increase in
control that falls in the highest decile, average abnormal returns are -15% (-23%),
while it is 14% (28%) for firms with the highest decline in control (lowest decile),
using the two measures of control respectively.

Doidge, Karolyi, Lins, Miller, and Stulz (2009) and Stulz (1999) argue that list-



ing on a U.S. exchange can impose indirect constraints on the extraction of private
benefits by increasing the scrutiny of “gatekeepers” such as Analysts and the me-
dia. Baker, Nofsinger, and Weaver (2002) and Lang, Lings, and Miller (2003) show
that firms have more analyst and media coverage and forecast accuracy improves
after cross-listing on a U.S. exchange. Consistent with the claim that analysts’
following imposes restrictions on expropriating minority shareholders, I show that
the negative relationship between changes in the institutional investors’ control
measures and abnormal returns declines as analysts’ following increases. The re-
lationship between changes in control and abnormal returns, however, continues
to be negative even for high levels of analysts’ following.

The paper is organized as follows: I briefly review the relevant literature in Sec-
tion 2. Section 3 describes the data, examines the effect of changes in ownership on
firm value by size of institutional investors, shows the effect of ownership changes
on future operations, and finds an inverse U-shaped relationship between large
blockholders” ownership and firm valuation. section 4 provides two new simple
measures of outside control, analyzes the relationship between change in control
and firm value, and examines how analysts’ scrutiny reduces the effect of change
in control on firm value by constraining the consumption of private benefits. The

last section summarizes the findings.



1.2 Literature Review

Shleifer and Vishny (1997) provide an excellent survey of various corporate gover-
nance issues discussed in this paper. I select a few papers from the survey as well
as some recent papers to describe in this section.

Many papers document considerable amount of evidence that show the preva-
lence of managerial behavior, which does not serve the interests of investors, es-
pecially shareholders. Jensen (1986) argues that managers overinvest rather than
return free cash-flows to investors. Several studies show that bidder returns on the
announcement of acquisitions are often negative (Roll (1986) survey the evidence).
Lewellen, Loderer, and Rosenfeld (1985) find that bidder returns are more likely
to be negative when managers hold little equity, suggesting that agency problems
can be reduced with incentives. Other studies focus directly on managers threat-
ened by the loss of private benefits of control and thus resisting value-increasing
takeovers (DeAngelo and Rice (1983), Walkling and Long (1984), and Jarrell and
Poulsen (1988)).

There is also evidence that control affects firm value. Barclay and Holderness
(1989, 1992) find that, in the United States, large blocks of equity trade at a
substantial premium to the posttrade price of minority shares. Their evidence

suggests that owners of such large equity blocks receive special benefits. Other



studies find that the price of shares with identical cash-flow rights but higher vot-
ing rights trade at a premium (Lease, McConnell, and Mikkelson (1983, 1984),
DeAngelo and DeAngelo (1985), and Zingales (1995)).

Other evidence of the cost associated with the extraction of private benefits of
control comes for international studies. Many studies show that the voting pre-
mium is higher in countries with poor protection of minority shareholders (Levy
(1982), Rydqvist (1987), Boycko, Shleifer, and Vishny (1993), Zingales (1994), and
Barca (1995)). Some studies find evidence of higher valuation of firms in coun-
tries with better protection of minority shareholders and lower valuation when
managers have high levels of control rights (La Porta, Lopez-De-Silanes, Shleifer,
and Vishny (2002), Lemmon and Lins (2003)). Other studies consider the cross-
listing decision on a U.S. stock exchange. Doidge (2004) find that non-U.S. firms
that cross-list on U.S. exchanges have voting premiums that are 43% lower than
non-U.S. firms that do not cross-list. Doidge argues that the evidence supports
the bonding hypothesis that cross-listing in the U.S. improves the protection of
minority shareholders and decrease the private benefits of control. Doide, Karolyi,
Lins, Miller, and Stulz (2009) study a sample of 4,000 firms from 31 countries and
find support for the hypothesis that when private benefits are high, controlling
shareholders are less likely to choose to cross-list in the United States because

such listing would constrain them from the consumption of private benefits.



The evidence in the literature supports the idea that large blockholders such
as managers do extract private benefits of control and that the expropriation of
minority shareholders is costly and negatively affects firm valuation. I contribute
to this literature by showing that in a sample of U.S. firms, an increase in owner-
ship of relatively large institutional blockholders reduces firm value. Furthermore,
I show that an increase in the ownership of smaller institutional blockholders is
beneficial, which suggests that smaller blockholders can play a monitoring role
by constraining larger blockholders from consuming private benefits. I also cre-
ate simple measures of outside control and show a negative relationship between
changes in outside control and firm value.

A different literature argues that a single outside blockholder is optimal for
governance since such ownership structure reduces the free-rider problem and,
hence, maximizes incentives to intervene. Porter (1992) argues that push toward
diversification has hurt U.S. firms because investors who own tiny position in
many companies have little incentives to monitor and pressure management when
improvements can be made. Admati, Pfleiderer, and Zechner (1994) develop a
model to analyze the effect of large shareholders’ activism on securities market
equilibrium. In their setting, a free-rider problem arises because passive investors
benefit from the large shareholder’s monitoring activities without incurring the

costs associated with monitoring. Shleifer and Vishny (1986) develop a model in
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which the presence of a large shareholder provides a partial solution to this free-
rider problem and thus leads to interventions that improve firm value. I show that
at low levels of control, an increase in large blockholders ownership improves the
incentives to monitor and thus improves firm value. However, as control increases,
the costs associated with the extraction of private benefits of control dominate
the benefits associated with more monitoring, driving firm value down. Thus, the
relationship between a large blockholders ownership and firm value is inversely

U-shaped.

1.3 Changes in Ownership and Firm Value

1.3.1 Data Description

The data consists of institutional investors’ holdings from Thomson Reuters Mu-
tual Fund and Investment Company Common Stock Holdings Databases. The
Thomson holdings data covers entire investment companies, starting in 1980. The
investment companies, which include banks, insurance companies, parents of mu-
tual funds, pension funds, university endowments, and numerous other groups
of professional investment advisors, are often called 13f institutions, referring to
the form that they are required to file with the SEC every quarter. Institutional
ownership is defined as the ratio of the number of shares held by institutional

investors to the number of shares outstanding. The largest blockholders’ owner-
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ship is the percentage of shares held by the largest institutional investor for the
particular firm. Similarly, the largest 2 blockholders’ ownership, the bottom 8 of
the top 10 blockholders’ ownership, and all institutional investors excluding the
top 2 blockholders’ ownership are defined. Changes in ownership for each group
of institutional investors are measured as the ratio of their ownership in the end
of the current calendar year and their ownership in the end of the previous cal-
endar year. The institutional ownership data is then merged with monthly stock
returns and market capitalization from the Center for Research in Security Prices
(CRSP). Annual Book-to-market data are gathered from Compustat Industrial
Annual data, where the book-to-market ratio is the natural logarithm of the ratio
of the book-value of assets to the market-value of assets. The market value of
assets is defined as book value of assets plus market capitalization minus total
common equity minus deferred taxes. The sample of firms with complete data
(institutional ownership at the beginning and end of January through December
year, returns for January through December, market capitalization at the begin-
ning of January, book-to-market ratio at the end of the fiscal year before January,
and at least five institutional investors) covers the 1981-2007 period and ranges
from a minimum of 690 in 1981 to a maximum of 3,156 in 1998, for a total of

57,837 firm-years.
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1.3.2  Effect of changes in OQwnership by Blockholders’ Size

I use the same methodology as in Nofsinger and Sias (1999). I start by using a
sorting procedure designed to create 10 portfolios that have similar institutional
ownership at the beginning of each year and large differences in the change in in-
stitutional ownership over the year. This sorting procedure is repeated for various
groups of institutional investors: all institutional investors, the largest blockholder,
the largest two blockholders, the bottom 8 of the top 10 blockholders, and all in-
stitutional investors excluding the top 2 blockholders. At the beginning of each
January, all firms are sorted into 10 portfolios based on the fraction of shares
held by the particular group of institutional investor. Firms within each initial
group-ownership-sorted portfolio are further sorted into 10 portfolios based on the
change in the fraction of shares held by the group of institutional investors over
the following year (for the first year, the change in ownership for the largest block-
holder, as an example, is measured as the fraction of shares held by the largest
institutional investor on December 31, 1981 divided by the fraction on December
31, 1980), resulting in 100 initial group ownership, change in group-ownership-
sorted portfolios each year. Firms in the decile of stocks experiencing the largest
increase in group ownership within each initial group-ownership decile are then
reaggregated across the initial-group-ownership-sorted deciles to form an initial

group ownership stratified portfolio that exhibits a large increase in group own-
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ership. Similarly, stocks within each of the other group-ownership change deciles
are reaggregated over the initial group-ownership deciles to form a total of 10
initial group-ownership stratified, change in group ownership portfolios. For the
remainder of this subsection, I focus my attention on firm years with at least 10%
institutional ownership. This restriction reduces the sample from a total of 57,837
to 49,384 firm-years. I will remove this restriction when I consider the relative size
of the largest blockholders.

Table 1 describes the distributions of initial group ownership and changes in
ownership during the following year. For the full sample of 49,384 firm-years, the
average initial institutional ownership is approximately 47%. The largest block-
holder owns 8% of the firm on average, while the second largest blockholder owns
4.7%. The bottom 8 of the top 10 investors hold 17%, while all institutional in-
vestors excluding the largest two blockholders hold 32.7% of the firm. Changes
in ownership has a wide range. Institutional investors sell as much as 27% of the
firm (1% percentile of the distribution), while they buy as much as 34% of the firm
(99" percentile of the distribution). Table 1 shows various percentiles for both
initial ownership and changes in ownership for the various groups of institutional
investors. The initial institutional ownership and changes in institutional owner-
ship vary significantly across and within groups. Understanding the effect of this

heterogeneity on firm value is the main goal of this paper.
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Table 2, panel A shows characteristics of the institutional ownership change
portfolios for the full sample. Reported are the time-series average of the an-
nual cross-sectional mean characteristics and associated Fama-MacBeth (1973) t-
statistics in parentheses for each portfolio. The initial ownership is similar across
the various portfolios, which indicates that the sorting procedure described above
works. The F-statistic, which is based on the null hypothesis that the time-series
averages of the cross-sectional means do not differ across the ownership change
portfolios is 0.02. The change in ownership varies significantly across the various
deciles. Institutional investors of firms that fall in the largest decrease decile sell
an average of 14.4% of the firm while institutional investors of firms in the largest
increase decile buy 19.6% of the firm. Beginning of year capitalizations are slightly
different between portfolios, however, the change in capitalization is not monotonic
from the lowest to the highest ownership change portfolio. On the other hand,
beginning of year book-to-market are statistically equal for the various portfolios.
Abnormal returns are computed by compounding monthly capitalization decile
and book-to-market decile adjusted returns for the 12 months contemporaneous
to the ownership changes. The last row of Table 2, panel A, shows that there is
a strong positive relationship between changes in ownership and firm value. The
highest ownership decrease (increase) portfolio has an average abnormal return of

-23.5% (30.3%). The annual difference in abnormal returns between the highest
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decrease and the highest increase portfolio is more than 53%, which is both eco-
nomically enormous and statistically significant.

Table 2, panel A is a replication of Nofsinger and Sias (1999) table I for a dif-
ferent sample period and using a different source of ownership data. I find similar
results. They argue that the positive relationship between changes in institutional
ownership and abnormal returns captures institutional investors’ herding behav-
ior. I defer from Nofsinger and Sias (1999) in that I consider how changes of
ownership of various groups of institutional investors affect returns. As described
below, there is a negative (positive) correlation between the changes in ownership
of relatively large (small) blockholders and firm value. This difference between
large and small blockholders reveals interesting findings and implications.

Table 2, panel B shows a significant negative relationship between changes
in ownership of the largest blockholder and abnormal returns. For the largest
blockholder, abnormal returns of the largest decrease portfolio are a statistically
significant 5.4%. On the other hand, abnormal returns are -3.1% for the highest
ownership increase portfolio. Similarly, Panel C reveals that abnormal returns are
negatively associated with changes in ownership of the largest two blockholders.
Abnormal returns are 5.1% (3.8%) for the highest ownership decrease (increase)
portfolios. Panel D, on the other hand, shows a positive relationship between

changes in the bottom 8 of the top 10 blockholders’ ownership and abnormal re-

16



turns. Abnormal returns for the highest ownership decrease (increase) portfolios
are -18.2% (13.2%). Furthermore, Panel E shows a strong positive relationship
between changes in all institutional investors excluding the top 2 blockholders’
ownership and firm value. Abnormal returns are -28.4% for the highest ownership
decrease portfolio, while it is 36.7% for the highest ownership increase portfolio.
Table 2 shows a significant negative (positive) relationship between changes in the
relatively large (small) blockholders’ ownership and firm value.

Table 3 shows the average coefficients across 27 annual regressions with Fama-
MacBeth (1973) t-statistics in parentheses. The following regression is estimated

annually

AR; = ;1 + 0 2AT O, vank=j to k + @i 3AIO; vank=k+1 to N + € (1.1)

where abnormal returns, AR;, are computed by compounding monthly capitaliza-
tion decile and book-to-market decile adjusted returns for the 12 months during
the year, and the change in institutional group ownership, AlO; yank=;jto k, iS the
ratio of the end of year and beginning of year percentage of shares held by the
particular group of institutional investors, for firm i. The group of institutional
shareholders is based on the rank of their holdings (for example, rank=3 to 8
implies the bottom 8 of the largest 10 shareholders). Table 3 shows that the

coefficients on AIO; .y is positive an statistically significant. The coefficients on
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AIO;, rank=1 and AIO; ;ank=1 to 2 are -0.542 and -0.420 with t-statistics of -5.55 and
-4.69, respectively. On the other hand, the coefficients on AIO; yank=3+0 s and
AlO;, rank=3 to N are significantly positive. Table 3, column (6) and (7) show that
even when I include both AIO; yank=11to2 and AlO; rank=3t0o 8 Or AlO; rank=1 to 2
and AIO;, rank=3 to N, the coefficients remain negative for the relatively large block-
holders’ ownership change and positive for the relatively small institutional in-
vestors’ ownership change.

An increase in control of the relatively large blockholders is associated with
negative abnormal returns, which is consistent with the hypothesis that large insti-
tutional blockholders consume private benefits of control and expropriate minority
shareholders. However, an increase in ownership of the relatively small institu-
tional investors is associated with positive abnormal returns. Since an increase
in the relatively small blockholders’ ownership reduces the relative control of the
relatively large blockholders, the results suggest that small blockholders constraint

large blockholders from the consumption of private benefits.

1.3.8  Changes in Ownership and Future Operations

In this subsection, I study the effect of changes in the large (small) blockhold-

ers’ ownership on future sales, expenses, and income. The following regression is
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estimated annually,

Y; = a1 AIO 1k—1 to 2 t T2 AIO L 11 —3 1o 10, ¢ +asSize; +Industry +e¢ (1.2)

ASales, Acapex,. or AR&D, ., aAdvertising Expense, ,
Sales, Sales, Sales, Sales, ’

where Y; =

aincome before extraordinary items
Sales,

=5 100ank=1 to 2t is the percentage change
in the largest two blockholders’ ownership during year t; 10,4113 t¢ 10, t is the
percentage change in the following largest eight blockholders’ ownership during
year t; Size; is the natural logarithm of total assets at the beginning of year t;
and Industry is a 3-digit SIC code (industry dummy). It is more difficult for large
firms to increase their already larger sales by the same percentage as small firms.
To control for this difference between large and small firms, I include size as a
regressor. An industry dummy takes into account any other differences between
industries. I repeat the same regressions where changes in sales, capex, R&D,
Adv-expense, and income take places during year t+2. Average coefficients across
annual regressions with Fama-MacBeth (1973) t-statistics in parentheses are pro-
vided.

Table 4, column 1 shows that smaller firms have significantly higher sales
growth. The coefficient in the changes in the largest 2 blockholders’ ownership is
-0.008 with a t-statistic of -2.77, while the coefficient in the change of the follow-

ing 8 blockholders’ ownership is a positive 0.018 with a t-statistic of 3.74. Thus,
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changes in the relatively large (small) blockholders’ ownership is associated with
negative (positive) sales growth. Columns 2 through 5 show that an increase in
the relatively large blockholders’ ownership as compared to an increase in small
blockholders’ ownership during year t is associated with higher growth in capital
expenditure, R&D expenditure, and advertising expenditure, and a lower income
growth during year t41. Table 4 shows that changes in current ownership is sig-
nificantly associated with changes in operations one year later. However, these
relationships are no longer significant when I consider current changes in owner-
ship and changes in the same accounting measures two years later. The evidence
is consistent with the idea that changes in ownership affect firm operations and

its value.

1.3.4 Restructuring as an Alternative Explanation

An alternative explanation is that concentration of ownership is optimal when
firms under-perform in order to facilitate restructuring. Large blockholders might
buy more shares when the firm performs poorly in order to protect their already
large steaks and provide the right environment for restructuring. While owner-
ship concentration could be optimal for restructuring, it is still costly (for exam-
ple, ownership concentration reduces liquidity). Thus, when restructuring is done,

large blockholders would reduce their holdings back to normal. I show that there
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is no return reversal during the two years following the increase in ownership con-
centration. Table 2 shows that abnormal returns are similar across the 10 initial
group-ownership stratified, change in group ownership portfolios during the one
year and two years following the ownership change. If ownership concentration is
optimal for restructuring, then we should observe an improvement in firm perfor-
mance during the years that follow the increase in concentration.

An argument that could be made is that restructuring takes time, thus consid-
ering the two years after the change in ownership is not sufficient. I show that the
increase in the largest two blockholders’ ownership is short-lived. The large block-
holders start reversing their ownerships’ increase within one year. If restructuring
requires more than two years, then we should not observe this ownership concen-
tration reversal within one year from the initial change. Table 5 considers the
effect of current ownership-changes on future ownership-changes. For each year t,
I find the largest two blockholders for each firm and regress future changes in the
large blockholders ownership on lag ownership changes as well as lag returns, size,
and industry dummies. First, I follow the largest 2 blockholders each year allowing
for the identity of the blockholders to change. Then, I select the largest 2 block-
holders at time t and follow their ownership changes even if they are no longer
the largest 2 blockholders at times t+i. Table 5 shows that ownership-changes

begin to reverse the following year and continue the reversal for at least the next
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3 years, when we allow the largest 2 blockholders to change. Following the same
initially largest 2 blockholders shows that they do start reversing their ownership-
change the following year and that this reversal continues for at most two-years.
The evidence suggests that increases in the largest 2 blockholders’” ownership is
short-lived. These blockholders would only increase their holdings for one year
and then start selling their shares.

Furthermore, I document that current returns explain the difference in fu-
ture sales growth, capex growth, and R&D growth between firms with a current
increase and a current decrease in ownership concentration. Table 6 shows the esti-
mated coefficients of regressions similar to the ones estimated in Table 4. The only
difference is the addition of annual returns as a regressor. Table 4 illustrates that
year t returns’ coefficients are positive and significant when year t+1 sales growth,
capex growth, R&D growth, and growth in advertising expenditures are the left-
hand side variables. Thus, prices do reflect future changes in these measures of
firm performance. Table 4 shows that changes in large blockholders’ ownership
as compared to small investors’ ownership is associated with lower sales growth,
lower capex growth, and lower R&D growth. When returns are included as a
regressor, the changes in ownership coefficients become both insignificant, which
suggests that returns capture any difference in performance between firms with

an increase in large blockholders’” ownership and firms with an increase in small
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blockholders” ownership. The coefficients on changes in ownerships remain similar
to table 4 when growth in advertising expenditure or income before extraordinary

items are the left-hand side variables.

1.3.5 Relative Size of Large Blockholders

In this section, I study the effect of the initial level of the relatively large block-
holders’ ownership on the relationship between changes in their ownership and
firm value. I remove the earlier restriction that institutional ownership has to
be larger than 10% and consider the full sample of 57,837 firm-years. I begin
by sorting firms based on the initial ownership of each group of institutional in-
vestors: largest blockholder, largest 2 blockholders, the bottom 8 of the top 10
blockholders, and all institutional investors excluding the top 2 blockholders. Low
(high) group-ownership represents firms for which the particular group of institu-
tional investors’ ownership fall in the lowest (highest) three deciles for each year.
Medium group-ownership represents firms for which the group ownership falls in
the middle four deciles for each year. For each initial ownership category, I use the
same sorting procedure described above to create 5 portfolios that have similar
group ownership at the beginning of each year and large differences in the change
in group ownership over the year. For each institutional investors group and each

initial group ownership category, I end up with 5 initial group-ownership strati-
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fied, change in group ownership portfolios.

Table 7, panel A indicates that when the largest blockholder has low initial
ownership, changes in her ownership during the following year is positively corre-
lated to firm value. Abnormal returns are -5.0% for low initial ownership and the
largest ownership decrease quintile, while abnormal returns are 5.9% for low initial
ownership and the largest ownership increase portfolio. The relationship between
changes in ownership and firm value becomes significantly negative when initial
ownership is medium or high. The results imply an inverse U-shaped relationship
between changes in the largest blockholders’ ownership and firm value. The ev-
idence suggests that as large blockholders’ ownership and control increases, the
negative effect on firm value driven by the extraction of private benefits of control
and expropriating minority shareholders starts to exceed the incentive benefits
of monitoring by the largest blockholder. A similar relationship between man-
agerial equity ownership and firm valuation has been found by Morck, Shleifer,
and Vishny (1988). Stulz (1988) formalizes this relationship by developing a model
that predicts a concave relationship between managerial ownership and firm value.
As managerial ownership and control increases, the negative effect on firm value
associated with the entrenchment of manager-owners starts to exceed the incentive
benefits of managerial ownership.

Table 7, panel B repeats the same analysis for the largest 2 blockholders’ owner-
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ship. The same inverse U-shaped relationship between changes in their ownership
and firm valuation is predicted. However, when I consider the bottom 8 of the
top 10 blockholders or all institutional investors excluding the top 2 blockholders
(relatively small blockholders) as shown in panel C and panel D, the relationship
between changes in these groups ownership and firm value is always positive for
all levels of initial ownership. However, this positive relationship is strongest when
the relatively small blockholders’ initial ownership is low. At low levels of initial
ownership, relatively small blockholders are less capable of monitoring and con-
straining large blockholders from consuming private benefits. Thus, the marginal
benefit of an increase in the relatively small blockholders’ ownership is higher at
lower levels of initial ownership.

I estimate the following annual regression for the three initial group ownership

categories (low, medium, and high)

AR; = a1 + 0 9AT O, rank=j to k + €. (1.3)

Table 8 shows that for low initial ownership of the largest one or two blockholders,
the change in ownership’s coefficients are significantly positively. On the other
hand, such coefficients become significantly negative when initial ownership is
medium and even more negative when initial ownership is high. The regression

results support the claim that the relationship between changes in the relatively
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large blockholders’ ownership and firm valuation is inversely U-shaped.

1.4 Control Ratios

1.4.1 Control Change and Firm Value

To better capture the relationship between changes in outsiders’ control and firm
value, I create two simple measures of control: the initial percentage of shares
owned by the largest two blockholders divided by the initial percentage of shares
owned by the bottom eight of the top ten institutional investors (CR;) and the
initial percentage of shares owned by the largest two blockholders divided by the
initial percentage of shares owned by all other institutional investors (CRy), for
each firm-year. Consider a situation where the largest two blockholders only own
2% of a firm while all other institutional investors own a small fraction of a per-
cent. In this case, the control ratio would be very large despite the fact that there
is no real control. To avoid such situations, I eliminate firm-years in which either
the denominator or the nominator of the control ratios is below 5% of firm value.

Table 9 describes the distribution of the initial control ratios and the changes
in control during the following year. Panel A provides various percentiles, the
mean, and the standard deviation of the first initial control ratio (CR;) and the
change in CR; during the year. CR; has a mean of 0.90 and a standard deviation

of 0.66. Its 1% percentile is 0.37, which means that the percentage of shares held

26



by the largest 2 blockholders is approximately one third the percentage of shares
owned by the bottom 8 of the top 10 blockholders. On the other hand, the 99"
percentile is 3.40, which implies that the largest 2 blockholders own more than
3 times the shares owned by the next 8 largest blockholders. Change in control
is the difference between the control ratio in the end of the year and the control
ratio in the beginning of the year. There are clearly large differences between
control-changes across firms. Panel B, provides the same statistics for CRy and
changes in CRj.

I use the same sorting procedure described above to create 10 initial control
stratified, change in control portfolios. The idea is to create 10 portfolios that have
similar control at the beginning of each year and large differences in the change
in control over the year. Table 10 provides various characteristics of these change
in control portfolios. It shows that CR; and CRs remain similar while large dif-
ferences in control change across portfolios are achieved. Initial capitalization and
book-to-market are similar for the various portfolios. Abnormal returns are com-
puted by compounding monthly capitalization decile and book-to-market decile
adjusted returns for the 12 months during the year in which control changes.
Panel A illustrates a strong negative relationship between change in control and
firm value. Abnormal returns are 15.0% for the largest control-decrease portfolio,

while abnormal returns are -14.7% for the largest control-increase portfolio. Using
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CR5 as a measure of control, panel B indicates that abnormal returns are 28.2%
(-23.1%) for the large decrease (increase) portfolio. The evidence suggests that
an increase (decrease) in outsiders’ control is received as negative (positive) news,
which is consistent with the claim that an increase (decrease) in control leads to
higher (lower) consumption of private benefits.

My two measures of control capture the relative ownership or the relative con-
trol of the largest two blockholders to relatively smaller institutional investors.
However, true control of the firm should also capture total institutional owner-
ship. Even if the control ratio is high but total institutional ownership is low,
then true control is low. I tried to reduce this effect by restricting both the nom-
inator and the denominator of my ratios to more than 5% of firm value. True
control has two dimensions: aggregate institutional control and relative control.
Aggregate control increases with institutional investors’ aggregate ownership and
relative control increases with the largest blockholders’ ownership. To farther cap-
ture true control, I analyze the relationship between changes in the control ratio
and firm value, based on both the level of institutional ownership as well as the
level of initial control.

Table 11 shows the relationship between changes in control and firm value,
based on the initial level of institutional ownership and control. Each Decem-

ber (1981-2006), firms are sorted based on initial institutional investors ownership
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(top 10 institutional investors for panel A and all institutional investors for panel
B) and the corresponding initial Control ratio. Low (high) initial group owner-
ship represents the lowest (highest) three group ownership deciles. Low (high)
initial control are defined the same way, while medium initial control represents
the middle four control deciles. Firms are sorted into 5 initial control stratified,
control change portfolios. Panel A shows that when the largest 10 institutional
investors’ ownership is low, thus institutional investors’ control is low, the nega-
tive relationship between changes in relative control and firm value strengthens
with the level of initial relative control. On the other hand, when the largest 10
institutional investors’ ownership is high (high control), the negative relationship
between changes in the control ratio and firm value is the same across the various
levels of initial control. Panel B shows a similar result when initial ownership is
defined as total institutional investors’ ownership and the control ratio is measured
as the top 2 blockholders’ ownership divided by all other institutional investors’
ownership. Overall, for all levels of initial ownership or control, an increase (de-
crease) in the control ratios is bad (good) news. However, the marginal cost of an
increase in relative control is highest when initial institutional ownership is low or
aggregate institutional control is low. When aggregate control is low, the marginal
cost of a change in relative control increases with the initial level of relative con-

trol. However, when aggregate control is high, the marginal cost of a change in
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relative control is similar no matter what is the initial level of relative control.
Table 12 shows the average estimated coefficients of the following annual re-

gression

AR; = ;g + i o AC; + i 310 + 0y IC; + 0 s AC; ¥ 10 + 0  AC; ¥ ICi +-¢; (1.4)

where AC; is the control ratio at the end of the year divided by the control ratio
at the beginning of the year; the initial ownership variable, 10;, is the percentage
of shares held by the particular group of institutional investors (the largest 10
investors in panel A and all institutional investors in panel B); and IC; is the be-
ginning of year control ratio (initial control). Table 12 shows that when the change
in control coefficient is always negative and statistically significant, implying a neg-
ative relationship between change in control and firm value. Without including
the interaction variables, the initial ownership and initial control coefficients are
significantly negative. Ounce the interaction variables are included as regressors,
the initial ownership coefficients becomes insignificant. The AC; * IO;’s coefficient
is also insignificant. The initial control coefficient becomes positively significant
, while the change in control - initial control interaction variable is negative and
statistically significant, implying that the negative relationship between changes

in control and abnormal returns is stronger for higher levels of initial control.
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1.4.2  Analysts’ Following

Doidge, Karolyi, Lins, Miller, and Stulz (2009) and Stulz (1999) argue that listing
on a U.S. exchange can impose indirect constraints on the extraction of private
benefits by increasing the scrutiny of ”gatekeepers” such as Analysts’ and the
media. Baker, Nofsinger, and Weaver (2002) and Lang, Lings, and Miller (2003)
show that firms have more analyst and media coverage and forecast accuracy im-
proves after cross-listing on a U.S. exchange. In this section, I hypothesis that
Analysts’ following does indeed constrain the consumption of private benefits and
as a result reduces the negative relationship between changes in outside control
and firm value.

I gather analysts’ data from IBES. I proxy for analysts’ scrutiny by the total
number of analysts’ earnings estimates during the year. Each year, I sort firms
into 5 quintiles based on analysts’ following. For each Analysts’ following quintile,
I form five initial control stratified, change in control portfolios. Table 13, panel
A provides the results for the 5x5 analysts’ following-change in control portfolios,
where control is measured as the initial percentage of shares owned by the largest
two blockholders divided by the initial percentage of shares owned by the bottom
8 of the top 10 institutional investors (CR;). The last column shows abnormal re-
turns’ difference between the highest control-increase and highest control-decrease,

for a given analysts’ following category. For low analysts’ following, abnormal re-
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turns for the largest increase (decrease) in control portfolio are -12.6% (20.1%).
The largest control-decrease portfolio has 33.3% higher returns than the largest
control-increase portfolio. As analysts’ following increases, the abnormal returns’
difference between the two changes in control portfolios declines monotonically.
When analysts’ following is higher, the relationship between changes in control
and firm value continue to be negative. However, the difference in returns be-
tween the highest control-decrease and highest control-increase drops to 8.1%.
Panel B demonstrates that using the second measure of control provides similar
results. The evidence suggests that analysts’ following does constrain controlling
shareholders from consuming private benefits. However, analysts’ scrutiny is not
sufficient to eliminate all consumption of private benefits of control.

I also estimate the following regression annually

ARz = Q51 + Oé@QACi + 062'73107; + ai’4ICi + Oéi’5AFi -+ ai,GACi * AE + € (15)

where AF; is the number of analysts’ earnings estimates during the year for each
firm i and all other variables are as described above. Table 14 shows the estimated
coefficients. The coefficients on the interaction of both changes in control measures
and analysts’ following are positive and statistically significant. The regression
results indicate that the negative relationship between changes in control and

abnormal returns is weakened as analysts’ following increases.
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1.5 Conclusion

In chapter 1, I study how changes in relatively large and relatively small insti-
tutional blockholders’ ownerships affect firm value. I find a negative (positive)
relationship between changes in large (small) blockholders’ ownership and abnor-
mal returns. Furthermore, I illustrate that an increase in large blockholders’ own-
ership as compared to an increase in small blockholders’ ownership during year
t is associated with lower sales growth, lower capital expenditure, lower R&D,
lower advertising expenditure, and higher income before extraordinary items dur-
ing year t+1. The results are consistent with the idea that changes in control
affect firm operations and value. Large blockholders have been shown to extract
private benefits of control from companies they run and thus expropriate minority
shareholders (Williamson (1985), Jensen (1986), Grossman and Hart (1988), Bar-
clay and Holderness (1989, 1992), Boycko, Shleifer, and Vishny (1993), Zingales
(1994, 1995), among many others). Consistent with this literature, the evidence in
this paper suggests that an increase in the relatively large blockholders’ ownership
raises the consumption of private benefits while an increase in the relatively small
blockholders” ownership constrains large blockholders from expropriating minority
shareholders.

A large block has been argued to be optimal as it reduces the free-rider prob-
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lem and maximizes incentives to intervene (Shleifer and Vishny (1986), Admati,
Pfleiderer, and Zechner (1994), Maug(1998), Kahn and Winton (1998) and Mello
and Repullo (2004)). I find an inversely U-shaped relationship between changes in
the largest blockholders’” ownership and firm value. As large blockholders’ owner-
ship and control increase, the negative effect of firm value driven by the extraction
of private benefits of control and expropriating minority shareholders starts to ex-
ceed the incentive benefits of monitoring by the largest blockholder.

I develop simple measures of outside control and find a strong negative rela-
tionship between changes in control and firm value. Moreover, analysts’ scrutiny
has been argued to impose indirect constraints on the extraction of private bene-
fits (Stulz (1999), Baker, Nofsinger, and Weaver (2002), Lang, Lings, and Miller
(2003) and Doidge, Karolyi, Lins, Miller, and Stulz (2009)). I find that the nega-
tive relationship between change in control and firm value declines monotonically
as analysts’ following increase. However, I show that even for the highest levels of
analysts’ scrutiny, this relationship continues to be negative, which suggests that
analysts’ scrutiny is not sufficient to eliminate the consumption of private benefits

of control.
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2

Governance through Trading: Evidence from
Trading Activity around Earnings

Announcements

2.1 Introduction

Corporate governance plays a significant role in reducing agency costs arising from
the separation of ownership and control and enhancing firm value by insuring that
managers exert effort and act in shareholder’s interest. Traditional theories argue
that large institutional blockholders have strong incentives to monitor managers
while small individual investors are passive. Institutional investors can provide
active monitoring that is difficult for smaller, more passive or less-informed in-

vestors!. This view of monitoring is based on the idea of direct intervention, or

1 "Examples include Black (1992), Kaplan and Minton (1994), Wahal (1996), Kahn and Winton
(1998), Del Guercio and Hawkins (1998), Gillan and Starks (2000), Noe (2002), Woidtke (2002),
Almazan and Suarez (2003), Hartzell and Starks (2003), and Cremers and Nair (2005).
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engaging in “voice”.

In various models of governance (e.g. Shleifer and Vishny (1986), Admati,
Pfleiderer, and Zechner (1994), Maug (1998), Kahn and Winton (1998) and Mello
and Repullo (2004)), the presence of a single large blockholder is optimal for
governance since splitting ownership amongst multiple shareholders leads to a
free-rider problem. Edmans and Manso (2008) demonstrate that even though a
multiple blockholder structure might reduce the effectiveness of direct intervention
(“voice”), it strengthens governance through trading (“exit”). Since most firms
are held by multiple blockholders, I hypothesize that governance through trading
plays a significant monitoring role in practice and that engaging in “voice” and
“exit” can be substitutes.

Edmans and Manso (2008) argue that multiple blockholders act competitively
in their trading behavior, impounding more information into the price and thus
moving it toward its fundamental value. This induces higher managerial effort,
especially if the manager is concerned about higher prices. Prior papers focus
on the "Wall Street Rule”, rather than additional purchases. Through the ”Wall
Street Rule” of "voting with their feet”, institutional investors would sell to lig-
uidity traders to punish the manager for shirking. Edmans and Manso argue that
blockholders will both buy and sell, thus govern through trading, but continue to

use the term “exit” to describe the blockholder’s governance through her trading
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(in either direction), to be consistent with the literature. In this paper, I define
governance through trading as in Edmans and Manso (2008). By competing for
trading profits, institutional investors both buy and sell. Buying pushes prices up
and thus compensates the manager for high effort and selling pushes prices down
and thus punishes the manager for shirking. I use both the terms governance
through trading and engaging in “exit” interchangeably.

Consistent with the hypothesis that institutional investors do indeed govern
through trading, I show that large institutional blockholders trade abnormally
more and react more to firm performance than small individual investors follow-
ing public announcements. Abnormal trading following earnings announcements
is significantly higher for firms with majority institutional ownership and large in-
stitutional blockholders than for firms with minority institutional ownership and
small individual investors. Moreover, abnormal trading is a positive function of
the magnitude of earnings surprises for stocks with majority institutional own-
ership; while there is no such relationship for stocks with minority institutional
ownership.

I test the hypothesis that institutional investors substitute between governance
through “voice” and governance through trading. Traditional theories argue that
governance through “voice” is strongest under a single large blockholder. Edmans

and Manso (2008) demonstrate analytically that multiple blockholders reduce the
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effectiveness of “voice”, but strengthen governance through trading since multiple
blockholders trade aggressively to compete for profits, as in a Cournot oligopoly. I
show that for firms with majority institutional ownership, abnormal trading is sig-
nificantly higher for those firms with multiple blockholders than for those with one
dominant blockholder. Furthermore, I show that the higher the number of block-
holders for a firm with majority institutional ownership, the larger its abnormal
trading around earnings announcements. In addition, the higher the percentage
of shares owned by the largest blockholder, the lower the firm’s abnormal trading.

Qiu (2006) shows that the presence of large public pension fund shareholders
reduces M&A activities that lower firm values, while mutual fund ownership is
positively associated with future bad M&A activity. Cremers and Nair (2006)
argue that public pension funds are known to be aggressive shareholder activists,
and are generally more free from conflicts of interest and corporate pressure than
other institutional shareholders. Del Guercio and Hawkins (1999) find that com-
panies receiving public pension fund proposals subsequently experience a higher
frequency of governance events such as shareholder lawsuits as well as responsive
corporate policies such as asset sales, restructurings, and layoffs. On the other
hand, Palmiter (2002) explains that mutual funds face many structural and legal
impediments to activism and as a result they are less vocal than pension funds.

Ellerman (1998) argues that mutual funds are passive shareholders. He states
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that “Mutual funds hold a diversified portfolio of shares with only a small per-
centage from any given publicly traded company. Mutual funds exercise no direct
corporate governance over companies. They are the model of the passive institu-
tional owner that lives by the “Wall Street Rule” of voting with one’s feet. Exit
is preferred to voice.” Edmands and Manso (2008) argue that “if blockholders
are passive and non-interventionist, as is the case for most mutual funds, a large
number is optimal” for governance.

Assuming that institutional investors substitute between “exit” and “voice”
and that mutual funds are more passive when it comes to governance through
“voice” compared to other institutional investors such as pension funds, I hy-
pothesize that mutual funds govern more through trading than other institutional
investors. 1 show that this is exactly the case. As in the Thomson Financial
Spectrum 13F Institutional Holdings Database, I categorize institution holding
into 5 categories: 1) Banks and bank trust departments, 2) Insurance companies,
3) Investment companies (mutual fund families), 4) Investment advisors, and 5)
Endowments, public and corporate pension funds, and philanthropic foundations.
I find that firms with mutual fund families as the largest investor group have
the highest abnormal trading following public announcements. Abnormal trading
is second highest for firms with independent advisors, who invest a significant

portion of their assets in mutual funds, as the largest investor group. Firms with
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Banks, insurance companies, endowments, and public and corporate pension funds
as the largest investor groups have significantly lower abnormal trading following
public announcements. The evidence suggests that mutual funds, who are non-
interventionist, seem to prefer governance through trading than “voice”. On the
other hand, other types of institutional investors such as pension funds, who have
been shown to govern through ”voice” seem not to govern much through trading.
The results support the hypothesis that governance through “voice” and through
“exit” or trading are substitutes.

Many papers argue that market liquidity impairs corporate governance (“voice”)
by reducing the cost of “exit” (e.g., Bhide (1993), and Coffee (1993)). On the other
hand, Maug (1998) concludes that institutional investors’ governance through
“voice” strengthens with liquidity since a more liquid stock market makes it easier
to camouflage share purchases and therefore increases the benefits from monitor-
ing. Other papers demonstrate that shareholders threat of exit is more effective
in liquid markets (e.g., Edmans (2008), Admati and Pfleiderer (2008), Palmiter
(2002)). Consistent with these papers, I hypothesize that governance through
trading increases with liquidity. The large blockholders’ threat of disciplinary exit
is more credible when markets are liquid since large trades are easier to execute.
I show that for firms with large institutional blockholders, abnormal trading fol-

lowing public announcements increases with liquidity.
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The rest of the paper is organized as follows. Section 2 describes the data. In
section 3, I show that institutional investors govern significantly more though trad-
ing than individual investors. Section 4 shows that multiple blockholders engage
in governance through trading more than a single large blockholder and that gov-
ernance through trading increases with the number of institutional investors and
decreases with the percentage of shares owned by the largest institutional share-
holder. Section 5 demonstrates that mutual funds, who are non-interventionists,
govern more through trading than other types of institutional investors. Section
6 illustrates that governance through trading increases with liquidity. In section

7, various robustness checks are performed. Finally, section 8 concludes.

2.2 Data Description

The main sample period consists of quarterly earnings announcements from 1984
through 2006. For each earnings announcement, an event window extents from
day -10 through +10 relative to the earnings report date (day 0). Each quarter
consists of 63 (252/4) business days. I use 21 days to get the average daily turnover
during the event window and 42 business days to calculate the average daily non-
report period turnover for each firm ¢, where turnover is defined as the ratio of
trading volume to shares outstanding. Then for each day in the [-10,10] window,

abnormal turnover for firm 7 is measured as the difference between turnover and
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the average daily non-report period turnover.

Consensus earnings forecasts, realized earnings, and earnings report dates are
collected from IBES. These earnings data are subsequently matched with trading
volume, price, and number of shares outstanding from the Center for Research
in Security Prices (CRSP). I define the earnings surprise as (actual earnings-
consensus forecast earnings)/price(-11), where price(-11) is the share price eleven
days before the earnings announcement (day 0) and consensus forecast is the
median analyst forecast during the last month before announcement. As in Con-
rad, Cornell, and Landsman (2002), I reduce the impact of outliers by deleting
observations for which the earnings shock is greater than (less than) 0.5 (-0.5).
To minimize the effect of market frictions (see, e.g., Ball, Kothari, and Shanken
(1993)), observations with price (-11) in the pre-announcement window of less
than $5.00 are deleted. To remove the impact of stock splits or stock dividends in
the event window, I delete observations where the number of shares outstanding
11 days prior to the earnings announcement differs from shares outstanding on
the announcement date.

The data is then merged with measures of predisclosure information asymme-
try, institutional ownership, and liquidity as described below. After introducing

these measures, the sample consists of 72,679 firm-quarterly events.
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2.3 Institutional Ownership and Governance through Trading

Institutional investors can provide active monitoring that is difficult for smaller,
more passive or less-informed investors. I first hypothesize that institutional in-
vestors govern more through trading than individual investors. I study how insti-
tutional investors and individual investors trade following public announcement,
when earnings are realized and thus managers’ performance is revealed.

From Thomson Reuters Financial Database, I calculate the percentage of in-
stitutional investors holdings of each stock in each quarter. Majority (minority)
institutional ownership is defined as those firms with more (less) than 50% of in-
stitutional ownership. Figure 1 shows the cumulative abnormal turnover around
the [-10,10] announcement window for firms with majority institutional owner-
ship and those with minority institutional ownership. The graph illustrates that
firms with majority institutional ownership have much higher abnormal turnover
around earnings announcements.

Institutional ownership has been shown to have a time trend. To insure that
this time trend is not driving my results, I consider firms in the highest versus the
lowest three-deciles of institutional ownership in each quarter. The left handside
graph in figure 2 shows that abnormal turnover is much higher for firms that fall

in the largest three deciles than lowest three deciles of institutional ownership in
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each quarter. Figure 2 is very similar to figure 1. Moreover, to support the claim
that institutional owners are typically large blockholders, I consider companies
with the largest five institutional investors holding more than 20% of shares ver-
sus those firms with the largest five institutional investors holding less than 20%
of shares. The right handside graph in figure 2 shows that abnormal trading is
much higher for those firms with the largest five institutional investors holding
more than 20% of equity.

Table 1 provides mean daily turnovers during the non-report period and mean
daily abnormal turnovers for various announcement periods for the entire sample,
and for high and low institutional ownership stocks. The full sample row finds
that turnover almost doubles during the [0,1] announcement period, and increases
by 40% and 22% during the [0,5] and [0,10] periods relative to the non-report
period. This result is consistent with previous work. For example, Beaver (1968)
finds that trading increases by 33% during the week following announcements.

Table 1 also shows that outside event windows (non-report periods), firms with
majority institutional ownership have more turnover than firms with minority in-
stitutional ownership. Abnormal turnover is defined as the difference in turnover
during the announcement window and turnover during the non-report periods.
Even after controlling for the higher turnover during the non-report periods, firms

with majority institutional ownership have much higher abnormal turnover. For
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example, during the [0,1] announcement period, abnormal turnover is 84.1% higher
for majority than minority institutional ownership stocks.

To control for other factors, I estimate the following regressions for the [0,1]
announcement period (regressions are clustered by months to correct for cross

correlation and t-statistics are Huber/White robust t-stats),

ATy = ag + ay 104 + ayU By + asUE2 + ayRangey, + assizey + ey, (2.1)

where AT}, is the daily abnormal turnover for firm ¢ in day t (¢ € [0, 1] event win-
dow); the institutional ownership indicator, 10;, equals one when institutional
investors own more than 50% of firm ¢ during the previous quarter, and zero oth-
erwise; the unexpected earnings, U Ej, is calculated as (actual earnings-consensus
forecast earnings)/price(-11), where price(-11) is the share price eleven days be-
fore the earnings announcement (day 0) and consensus forecast is the median
analyst forecast during the last month before announcement; U E2 is the square of
unexpected earnings. I proxy for predisclosure information asymmetry with two
different variables. As in Atiase and Bamber (1994), I use the average monthly
range across the most optimistic analyst EPS forecast and the most pessimistic
analyst EPS forecast for each sample firm ¢, scaled by the absolute value of the
mean forecast (Range;;) during quarter t. Several papers argue that small firms

have higher predisclosure information asymmetry than large firms (e.g, Bamber
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(1986), Kim and Verrecchia (1991)). I use size as a second measure of predisclosure
information asymmetry. The variable size is measured as the natural logarithm of
total assets.

Table 2 illustrates that abnormal trading is significantly higher for firm with
majority institutional ownership than for those with minority institutional own-
ership. The coefficient on 10;; is 0.41 with a significant robust t-statistic. This
implies that firms with majority institutional ownership have 0.41% higher daily
turnover around the [0,1] announcement period, which is equivalent to 103% an-
nual abnormal turnover.

I also estimate the following regression for both firms with majority and mi-

nority institutional ownership

ATy = ag + aUE;; + aQUEiQlt + azRangey + agsize; + €, (2.2)

Column (2) and (3) in table 2 show equation (2)’s estimated coefficients for ma-
jority and minority institutional ownership stocks, respectively. Column (2) shows
that the magnitude of the earnings surprise’s coefficient is 8.82 with a t-statistic
of 2.80 for firms with majority institutional investors. On the other hand, column
(3) illustrates that the magnitude of the earnings surprise’s coefficient is only 1.19
with a t-statistic of 1.18 for firms with minority institutional investors. Thinking

of earnings surprises are a measure of firm performance, the results suggests that
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institutional investors react more to performance than individual investors. This
is consistent with the idea that institutional investors are more likely to govern
through trading.

The Range and size coefficients are significantly positive and negative, respec-
tively, which is consistent with previous work. Higher predisclosure information
asymmetry leads to more abnormal trading around earnings announcements.

The evidence so far is consistent with traditional theories which suggest that
large institutional blockholders have strong incentives to monitor managers while
small individual investors are passive. The results are consistent with the hypoth-
esis that institutional investors engage in governance through trading. The next
two sections provide evidence that institutional investors do substitute between

governance through “voice” and governance through “exit”.

2.4 One Large vs. Multiple Blockholders

Traditional theories argue that governance through “voice” is strongest under a
single large blockholder since this ownership structure reduces the free rider prob-
lem. Edmans and Manso (2008) demonstrate analytically that multiple block-
holders reduce the effectiveness of “voice”, but strengthen governance through
trading since multiple blockholders trade aggressively to compete for profits, as in

a Cournot oligopoly.
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First T consider firms with significant institutional ownership and categorize
them into firms with one large blockholder and firms with multiple blockholders.
If a single blockholder owns more than half the total shares owned by institutional
investors, than the firms is considered to have one large blockholder, otherwise it
is considered to have multiple blockholders.

The left handside graph in Figure 3 requires a firm to have at least 50% in-
stitutional ownership during the particular quarter. The graph shows that firms
with multiple blockholders have significantly higher cumulative abnormal turnover
during the [-10,10] earnings announcement window than firms with one large block-
holder. Cumulative abnormal turnover is more than 2% for firms with multiple
blockholders, while it is only 0.7% for firms with one large blockholder. The right
handside graph require a firm to have less institutional ownership (at least 30%
institutional ownership) and shows similar results.

The evidence from the figure is consistent with the hypothesis that multiple
blockholders are more likely to engage in governance through trading than one
large blockholder. Furthermore, since governance through “voice” is strongest un-
der a single large blockholder, the evidence suggests that institutional investors
substitute between engaging in “voice” and engaging in “exit”.

To further support the hypothesis that multiple blockholders govern through

trading rather than engage in “voice”, I estimate the following regression for firms
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with majority institutional ownership (at least 50% and at least 30% institutional

ownership) around the [0,1] announcement period

AT, = ag+alMBl-t+a2NIit+a3MOit+a4UEit+a5UEZ-2t—l—aGRangeit—i—aﬁizeit—l—eit,

(2.3)
where AT;; is abnormal turnover; the multiple blockholders’ indicator, B;; equals
one when no single blockholder owns more than half the total institutional own-
ership and zero otherwise; NI; is the number of institutional investors during the
previous quarter for firm i; MO;; is the percentage owned by the largest institu-
tional investor (maximum ownership); U Ej; is the earnings surprise, Range;; is the
range across the most optimistic analyst EPS forecast and the most pessimistic
analyst EPS forecast, scaled by the absolute value of the mean forecast; size; is
the natural logarithm of total assets.

Table 3, column (1) shows that for firms with at least 50% institutional owner-
ship, the coefficient for the multiple blockholders indicator is positive and highly
significant. It implies that abnormal turnover following announcements is signif-
icantly higher for firms with multiple blockholders than for those with a single
large blockholder. The magnitude of the higher trading is economically significant
(0.60% daily or equivalently 151% annually). Column (2) shows that the larger

the number of institutional investors the more trading takes place. The number
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of institutional investors’ coefficient is positive and highly significant. Column (3)
demonstrate that abnormal trading is a negative function of the percentage of
shares owned by the largest institutional investor. Again, this suggests that the
presence of multiple blockholders is preferred for governance through trading or
‘exit’. The remainder of the table repeats the analysis for firms with at least 30%
rather than 50% institutional ownerships. The results are robust to how we define
firms with majority institutional ownership.

In the next section, I study how various types of institutional investors vary in

the extend to which they engage in governance through trading.

2.5 Types of Institutional Investors

Previous papers have argued that mutual funds are less likely to intervene (en-
gage in “voice”) due to structural and legal impediments (e.g. Ellerman (1998),
Palmiter (2002), and Edmands and Manso (2008)). Other papers show that insti-
tutional investors such as public pension funds are more likely to engage in activism
(e.g. Del Guercio and Hawkins (1999), Qiu (2006), and Cremers and Nair (2006)).
I test the hypothesis that mutual funds, who seem to be non-interventionists, are
more likely to engage in governance through trading than other types of institu-
tional investors, who are more likely to engage in “voice”.

As in the Thomson Financial Spectrum 13F Institutional Holdings Database,
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[ categorize institution holding into 5 categories: 1) Banks and bank trust depart-
ments, 2) Insurance companies, 3) Investment companies (mutual fund families),
4) Investment advisors, and 5) Endowments, public and corporate pension funds,
and philanthropic foundations. According to the 13F Database classification, if
a fund management company invests more than 50% of client assets in mutual
subsidiaries, it is classified as an investment company. Fund management compa-
nies directly managing clients assets with less than 50% invested in mutual funds
are categorized as investment advisors. Binay (2005), appendix A includes a clear
description of the 13F Database classification.

If mutual funds are more likely to engage in governance through trading, in-
vestment companies should be ranked first in terms of how much they engage in
“exit”, then investment advisors, then other categories. I classify a firm event
into a particular category if the institution type owns more than 10% of the firm’s
shares and owns more than half of the shares owned by all institutional investors.

Figure 4 illustrates that cumulative abnormal trading around the [-10,10] an-
nouncement period is the highest for firms with investment companies as the
largest category of investors. Cumulative abnormal turnover reaches as much as
2.5%. It is the second highest for firms with independent advisors as the largest
category of investors. Cumulative abnormal turnover around the [-10,10] window

is around 1.4%. For all other types of institutions (banks, insurance companies,
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endowments, public and corporate pension funds, and philanthropic foundations),
cumulative abnormal turnover is at most 0.6%. The evidence support the claim
that institutional investor who are less likely to engage in “voice” are more likely
to engage in governance through trading. Governance through “voice” and gover-
nance through “exit” seem to be substitutes.

In the next section, I study how market liquidity affects governance through

trading.

2.6 Liquidity

Market liquidity impairs corporate governance (voice) by reducing the cost of exit
(e.g., Bhide (1993), and Coffee (1993)). On the other hand, shareholders threat of
exit is more effective in liquid markets (e.g., Edmans (2008), Admati and Pfleiderer
(2008), Palmiter (2002)). I hypothesize that governance through trading increases
with liquidity. The large blockholders threat of disciplinary exit is more credible
when markets are liquid since large trades are easier to execute. I show that
for firms with large institutional blockholders, abnormal trading following public
announcements increases with liquidity.

I proxy for liquidity using the bid-ask spread, which is defined as the difference

between the closing ask-price and closing bid-price divided by the closing bid-price

_ask price,,-bid price,,
BAi = bid price,, '
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For each event, I calculate the average daily bid-ask spread for the corresponding
company during its non-report period. A firm belongs to high (low) bid-ask spread
if its average non-report period bid-ask spread is above (below) the cross sectional
mean of every firm’s bid-ask spread during the particular quarter.

Figure 5 shows that abnormal trading is much higher for stocks with majority
institutional ownership and high liquidity than stocks with majority institutional
ownership and low liquidity. The cumulative abnormal turnover around the event
period is more than double for such stocks. For stocks with minority institutional
ownership, the difference between abnormal turnover for stocks with high liquid-
ity and those with low liquidity is much smaller. Table 4 shows the estimated

coefficients for the following regression

ATy = ag+ay 10y+as LI+as(104% L1y +asU Ey+asU B2 4-ag Rangey +arsizey+ei,
(2.4)
where 10;; is the institutional ownership indicator; LI;, is a liquidity indicator
that equals one for high liquidity stocks and zero otherwise; 1O, x LI; is an in-
teraction variable; and all other variables are as defined above.
Column (1) in Table 4 illustrates that high liquidity increases abnormal trading
significantly more for stocks with majority institutional ownership than for those

with minority institutional ownership. The interaction variable, 10; * LI;,’s co-
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efficient is 0.26 with a robust t-statistic of 9.79. This result also indicates that in-
stitutional investors’ governance through trading increases with liquidity. Column
(2) and (3) show the same thing by estimating separately the liquidity indicator
coefficient for firms with majority and minority institutional ownership. The lig-
uidity indicator coefficient is much higher for majority than minority institutional
ownership.

The evidence in this section is consistent with the hypothesis that governance
through trading increases with liquidity. Large blockholders’ threat of disciplinary
exit is more credible when markets are liquid since large trades are easier to exe-

cute. The next section provides some robustness checks.

2.7 Robustness Checks

The differences in trading between firms with majority institutional ownership and
those with minority institutional ownership might be driven by some firm charac-
teristics that is missing in the above regressions. Assuming that firm characteris-
tics remain stable over time, institutional ownership affects abnormal trading if the
same firm’s abnormal trading changes as its institutional ownership changes. For
each firm in my sample, I find the two quarters in which that firm had the highest
(maximum) and lowest (minimum) institutional ownership during the entire sam-

ple period and drop all other quarters. Then, I compare abnormal trading around
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earnings announcements during quarters with maximum institutional ownership
versus those quarters with minimum institutional ownership. Both subsamples in-
clude the same firms; all what changes is institutional ownership. Figure 6 shows
that abnormal trading significantly increases as we go from quarters with mini-
mum firm-specific institutional ownership to quarters with maximum firm-specific
institutional ownership. In results I do not report in this paper, this difference in
abnormal trading is statistically significant. One possible critique of this reasoning
is that firm characteristics might change as its institutional ownership changes. To
deal with this issue, I add various other firm characteristics to the main regres-
sions.

Size have been shown to have a time-trend. To control for the time-trend, I
measure relative size as total assets for firm ¢ divided by average total assets of all
firms during the quarter. I also control for relative market capitalization, which
is equal to the ratio of firm’s market value of equity and the average market value
of equity for all firms during the event day. Tkac (1999) suggests that the market
value of equity reflects ongoing levels of firm-specific portfolio rebalancing.

Firms with majority institutional investors have on average more than double
the number of analysts following than firms with majority individual ownership.
It is therefore possible that the higher analysts following is driving my results.

Dempsey (1989) argues that analysts focus their investigation efforts on the set
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of securities with the highest expected net payoffs to private information search.
Dempsey concludes that analysts following proxy for predisclosure information
asymmetry and carries explanatory power beyond that associated with firm size.
I control for any analysts following effect on abnormal trading. Analysts following
is measured as the number of analysts forecasting earnings for firm 7 divided by
the average number of analysts following all firms in the particular quarter.

Lee and Swaminathan (2000) find that firms with high (low) past turnover
ratios exhibit many glamour (value) characteristics, and have consistently more
negative (positive) earnings surprises over the next eight quarters. I control for the
previous end of quarter book-to-market to account for any differences in abnormal
trading between value and growth firms.

The last characteristic I control for is the direction of the price change as-
sociated with the earnings announcements. Empirical research documents that
trading volume is higher following upticks than downticks. Karpoff (1987) argues
that this relationship is due to institutional short sales constraints.

Table 5 shows the estimated coefficients on a regression of abnormal trading
around earnings announcements on the institutional ownership indicator, earnings
surprises, the magnitude of earnings surprises, analysts forecasts’ range, and the
control variables discussed above.

Table 5, column (1) shows that the coefficient on the relative size variable
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is negative and highly significant. Controlling for any time trend associated with
size, the coefficient on the institutional ownership indicator (I0) remains the same.
The correlation between relative size and relative market capitalization is 0.79 in
my sample. To avoid biases associated with multicollinearity, I drop relative size
when including relative market capitalization as a regressor. Column (2) shows
that the coefficient on market capitalization is negative and significant, while the
IO coefficient remains positive and highly significant.

The correlation between analysts following and size is 0.57, which might cause
some level of multicollinearity. Column (3) shows the estimated coefficient when
size is dropped and the analysts’ following regressor is included. The coefficient
on analyst’s following is 0.07 with a significant t-statistic of 9.44. The evidence
suggests that firms with higher analysts’ following have higher abnormal trading
around announcements. Ounce I control for analysts following, the 10’s coeffi-
cient drops from 0.35 to 0.25, but remains highly significant with a t-statistic of
11.58. Column (4) includes both size and analysts following. This leads to much
higher coefficients on both variables, while the 1O coefficient remains similar. The
significant increase in the size and to the analysts following coefficients suggests
some level of multicollinearity.

Table 5, column (5) includes size, book-to-market and a return indicator that

equals one for upticks and zero otherwise. Column (6) drops size and includes the
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analysts’ following variable. In both estimated regressions, the book-to-market
coefficient is negative and significant, which suggests that abnormal trading is
higher for growth than value stocks. The returns indicator variable is positive and
significant, which is consistent with previous findings.

The coefficient on the institutional ownership indicator remains statistically
and economically significant after controlling for all the effects described above.

This evidence suggests that my previous findings are robust.

2.8 Conclusion

In this paper, I show that institutional investors govern through trading. Following
earnings announcement, they trade abnormally more than individual investors. In
addition, institutional trading is a positive function of the magnitude of the earn-
ing surprise, which suggests that they trade more when they learn something new
about managers’ performance. On the other hand, individual investors do not
react to such signal.

I discuss two types of governance mechanism: engaging in “voice” and engag-
ing in “exit”. Asin Edmans and Manso (2008), I argue that blockholders will both
buy and sell, thus govern through trading, but continue to use the term “exit” to
describe the blockholder’s governance through her trading (in either direction), to

be consistent with the literature. Prior work has argued that a single blockholder
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is more effective than multiple blockholders in engaging in “voice” since such struc-
ture reduces the free rider problem. I show that firms with multiple blockholders
are governed more through trading than firms with one single blockholder. The
evidence suggests that governance through “voice” and through trading can be
substitutes.

Previous work has argued that mutual funds are non-interventionist, while
some types of institutional investors such as public pensions funds are more in-
volved in activism. I illustrate that mutual fund investors engage in governance
through trading much more than other types of institutional investors. The results
again support the claim that governance through “voice” and “exit” are substi-
tutes.

Consistent with previous governance models, I hypothesize that the large block-
holders’ threat of disciplinary exit is more credible when markets are liquid since
large trades are easier to execute and I show that governance through trading

increases with liquidity.
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F1GURE 2.1: Institutional Ownership and Trading

The main sample period consists of quarterly earnings announcements from 1984
through 2006. For each earnings announcement, an event window extents from day
-10 through 410 relative to the earnings report date (day 0). Since each quarter con-
sists of 63 business day, I use 42 business days to calculate the average daily non-report
period turnover for each firm ¢, where turnover is defined as the ratio of trading volume
to shares outstanding. Then for each day in the [-10,10] window, abnormal turnover for
firm 7 is measured as the difference between turnover and the non-report period turnover.
Majority (Minority) Institutional Ownership represents firms with more (less) than 50%
of institutional ownership during the previous calender quarter.
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FIGURE 2.2: Institutional Ownership, Block-Holders, and Trading

The main sample period consists of quarterly earnings announcements from 1984
through 2006. For each earnings announcement, an event window extents from day -10
through +10 relative to the earnings report date (day 0). Since each quarter consists
of 63 business day, I use 42 business days to calculate the average daily the non-report
period turnover for each firm ¢, where turnover is defined as the ratio of trading volume
to shares outstanding. Then for each day in the [-10,10] window, abnormal turnover for
firm 7 is measured as the difference between turnover and the non-report period turnover.
The left handside graph shows abnormal trading for firms in the highest versus the lowest
three-deciles of institutional ownership in each quarter. The right handside graph shows
abnormal trading for companies with the largest five institutional investors holding more
than 20% of shares versus those firms with the largest five institutional investors holding
less than 20% of shares.
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FI1GURE 2.3: Cumulative Abnormal Turnover for One Large vs. Multiple
Institutional Blockholders

The main sample period consists of quarterly earnings announcements from 1984
through 2006. Abnormal turnover is calculated as the difference between turnover dur-
ing each day in the event window and the average turnover during the non-event period.
Quarterly equity holdings of institutional investors are obtained from the Thomson Fi-
nancial Spectrum 13F Institutional Holdings Database. For the left handside graph, I
require a firm to have at least 50% institutional ownership during the particular quarter.
Then, a firm is considered to have one large blockholder if a single institutional investor
owns at least half of total institutional ownership; otherwise the firm is considered to
have multiple blockholders. For the right handside graph, I only require firms to have
30% total institutional ownership.
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FIGURE 2.4: Cumulative Abnormal Turnover by Type of Institutional
owners

The main sample period consists of quarterly earnings announcements from 1984
through 1997. Abnormal turnover is calculated as the difference between turnover
during each day in the event window and the average turnover during the non-event
period. Quarterly equity holdings of institutional investors are obtained from the Thom-
son Financial Spectrum 13F Institutional Holdings Database. The database classifies
institutional into 5 categories: 1) Banks and bank trust departments, 2) Insurance com-
panies, 3) Investment companies (mutual fund families), 4) Investment advisors, and 5)
Endowments, public and corporate pension funds, and philanthropic foundations. The
databases classification is not reliable from 1998 and beyond. A firm event is classified
into a particular category if the institution type owns more than 10% of the firm’s shares
and owns more than half of the shares owned by all institutional investors.
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FI1GURE 2.5: Institutional Ownership, Liquidity, and Trading

The main sample period consists of quarterly earnings announcements from 1984
through 2006. For each earnings announcement, an event window extents from day -10
through +10 relative to the earnings report date (day 0). Since each quarter consists
of 63 business day, I use 42 business days to calculate the average daily the non-report
period turnover for each firm ¢, where turnover is defined as the ratio of trading volume
to shares outstanding. Then for each day in the [-10,10] window, abnormal turnover
for firm 4 is measured as the difference between turnover and the non-report period
turnover. High (Low) Institutional Ownership represents firms with majority (minor-
ity) institutional ownership during the previous calender quarter. For each event, I
calculate the average daily bid-ask spread for the corresponding company during its
non-report period. A firm belongs to high (low) bid-ask spread if its average non-report
period bid-ask spread is above (below) the cross sectional mean of every firm’s bid-ask
spread during the particular quarter.
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FIGURE 2.6: Change in individual firm’s Institutional Ownership and
Trading

The main sample period consists of quarterly earnings announcements from 1984
through 2006. For each earnings announcement, an event window extents from day
-10 through 410 relative to the earnings report date (day 0). Since each quarter con-
sists of 63 business day, I use 42 business days to calculate the average daily non-report
period turnover for each firm ¢, where turnover is defined as the ratio of trading volume
to shares outstanding. Then for each day in the [-10,10] window, abnormal turnover
for firm ¢ is measured as the difference between turnover and the non-report period
turnover. For each individual firm, maximum (minimum) institutional ownership is de-
fined as the quarter with the highest (lowest) institutional ownership during the firm’s
time series.
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