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Abstract

This dissertation presents three essays in financial economics. Section 1
presents an empirical study on institutional investor activism. It shows that
firms with large public pension fund (PPF) shareholders engage in less merg-
ers and acquisitions activity and in smaller deals, while firms with large insur-
ance or investment company shareholders engage in more M&A activity and in
larger deals, after controlling for firm-level governance provisions, firm charac-
teristics, and ownership endogeneity. Although the presence of PPF ownership
is not significantly associated with bidder announcement abnormal returns, it
is significantly and positively associated with long-term M&A abnormal returns
including the announcement month, and with post-M&A improvement in asset
turnover rates. The findings in this study suggest that public pension funds are
the most likely monitors of corporate governance, whereas investment companies
are the least likely monitors.

Section 2 offers a mechanism different from Shleifer and Vishny (1986), by
which an external monitor can add value. In this two-period model with un-
certainty of managerial quality and noisy but informative private information,
limited improvement in investment efficiency is an equilibrium outcome, and the
monitor may give up monitoring due to the added cost of uncertainty. The
model highlights the limitation of external monitoring, and provides a theoret-
ical explanation for the empirical finding that only the activist institutions can
reduce corporate mergers and acquisitions activity. It also offers testable predic-

tion regarding managerial investment behavior and performance. It may offer an



explanation for the fact that there are very little overlapping in block holdings
among the activist institutions.

Section 3 presents new evidence that past industry conditions can predict
future IPO underpricing, long-term IPO performance, and IPO volume. More-
over, the impact of industry conditions is economically large. After controlling
for variables known to predict initial returns, we find that high underpricing in-
dustries are those with (1) lower leverage, (2) higher share turnover, (3) lower
book to market ratio, and (4) smaller size. Furthermore, we find that IPOs in
industries with (1) lower concentration and (2) lower leverage experience supe-
rior performance in the three years following their IPO. Industries with higher

concentration also experience higher future IPO volume.
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1 Which Institutional Investors Monitor?

Evidence from Acquisition Activity

Introduction

Institutional investors hold more than half of U.S. publicly traded equity (55.8% in
2001%). The fastest growing institutional investors are public pension funds and mutual
funds. Their assets grew at compound annual growth rates of 14% and 20% respectively
in the 1990s.2. As of 2001, U.S. public pension funds held 8.0% of the total U.S. equity
market.> These funds have become active in submitting shareholder proxy proposals
on corporate governance topics.? From 1987 to 1994, their members sponsored 284
proxy proposals, about 61% of the total proxy proposals sponsored by institutional

investors.?

Institutional investor activism has attracted both publicity in the press and substan-
tial interest in academic research. It has come to be regarded as the new corporate gov-
ernance mechanism® (Black (1992), Pound (1992), and Holmstrom and Kaplan (2001)).
However, prior studies on the effectiveness of institutional investor activism have found
only inconclusive results. Gillan and Starks (2000), Del Guercio and Hawkins (1999),
Karpoff, Malatesta, and Walkling (1996), and Wahal (1996) find that shareholder proxy
proposals have either insignificant effect or small negative effect on stock returns. On

the other hand, Wahal (1996) finds that nonproxy proposal targeting receives signifi-

nstitutional Investment Report, The Conference Board, Volume 5, Number 1, March 2003.

Davis and Steil (2001)

3The Conference Board.

4According to Gordon and Pound (1993), under SEC Rule 14A-8, established in 1942, shareholders
may make proposals on corporate governance issues of up to 500 words in length, and management
must include these proposals in their proxy materials and give shareholders an opportunity to vote.
In 1992 the SEC amended its proxy rule to relax prior restrictions on direct communication among
shareholders. This change allowed institutional investors to coordinate their voting activities with-
out public disclosure. It not only reduced the cost of shareholder activism, but also facilitated the
formation of shareholder coalitions.

5As recorded by the Investor Responsibility Research Center, Gillan and Starks (2000).

6Various antitakeover measures adopted by management had rendered the disciplinary takeover
market ineffective during the 90s. For example, Bebchuk, Coates IV, and Subramanian (2002) find
that “not a single hostile bid won a ballot box victory against an ‘effective’ staggered board.”
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cant and positive abnormal announcement returns. Smith (1996) finds that CalPERS
(California Public Employees Retirement System) gained an estimated $19 million from

its activism at a cost of $3.5 million from 1987 to 1993.

Most of these studies focus on the impact of shareholder proxy proposals targeting
governance issues. While this is the most visible governance activity by institutional
investors, there are several reasons to suspect that event responses to proxy proposals
do not fully represent the impact of shareholder activism. First, proxy proposals are
advisory rather than binding (Pound (1988), Gordon and Pound (1993)). Managers
are not obliged to adopt these proposals even if they receive a majority vote from
shareholders.” The data used in event studies which examine announcement stock re-
turns will inevitably include many shareholder proposals that are never implemented.®
Consequently, it is not surprising that stock price reactions to these events are modest
and difficult to detect. Second, proposals will be withdrawn and thus not disclosed if
management voluntarily adopts them. The inclusion of the proposal in the proxy ma-
terials may reflect management’s negative response to shareholder concerns, and may

thus be associated with negative stock market reactions (Prevost and Rao (2000)).

There are also other studies examining institutional investor activism other than
their proxy proposal targeting activity.® Despite the common theoretical argument that
external shareholders can monitor, no existing study has documented any economy-

wide evidence that any external shareholder can influence firms’ real decisions.

This study is the first to document a real effect by any class of shareholders. Taking
a different approach, this study examines whether public pension ownership and other

types of institutional ownership reduce corporate M&A activity, especially that which

"For example, in 1988, USAIR did not adopt CalPERS’ anti-poison pill proxy resolution although
the proposal received a majority of votes (Del Guercio and Hawkins (1999)).

8Wahal (1996) documents that 40 percent of proxy proposals on governance structures changes
initiated by public pension funds were adopted by target firms.

9Hotchkiss and Strickland (2003) find evidence supporting the idea that the composition of institu-
tional shareholders affects the market response to corporate events. Song and Szewczyk (2003) study
the impact of Focus List by the Council of Institutional Investors and find very little evidence of the
efficacy of shareholder activism. Parrino, Sias, and Starks (2003) find that changes in institutional
owership are negatively related to the likelihood of forced CEO turnover.

1



leads to value reduction for bidder shareholders. The study finds that public pension
funds are the only institutional investors whose presence is associated with reductions
in the likelihood that a firm will acquire other firms, and that reduction is greater for

potentially harmful M&A activity.

Studies on corporate M&A activity provide inconclusive results on bidder announce-
ment returns. Jensen and Ruback (1983) find positive and significant bidder abnormal
returns in successful tender offers, but approximately zero bidder abnormal returns in
mergers. In their more recent summary paper, Andrade, Mitchell, and Stafford (2001)
find on average insignificant bidder announcement abnormal returns, and negative an-
nouncement abnormal returns for bidders that financed the merger with stock. Many
studies on acquirers’ post-announcement performance reveal either negative abnormal
returns or insignificant abnormal returns. For example, Agrawal, Jaffe, and Mandelker
(1992), and Loughran and Vijh (1997) find evidence of poor bidder long-term perfor-
mance. Mitchell and Stafford (2000) find no significant abnormal performance after
accounting for the positive correlations among event-firm abnormal returns. Raven-
scraft and Scherer (1987) and Healy, Palepu, and Ruback (1992) study post-M&A
operating performance and reach different conclusions about whether mergers improve

operating profitability.

There are many theories for why mergers occur: capturing synergy gains, creat-
ing market power, disciplining incompetent managers of the targets, responding to
industry-level shocks (technology shocks or deregulation), and finally agency costs.
Insignificant announcement and post-announcement bidder performance may support
the argument that some M&A activity is driven by managerial private incentives rather
than shareholder value maximization. Morck, Shleifer, and Vishny (1990) suggest that
managerial objectives drive value-reducing acquisitions. Shleifer and Vishny (1989)’s
model suggests that managers could overpay for acquisitions aimed at managerial-
entrenchment. Amihud and Lev (1981), Agrawal and Mandelker (1987), as well as

Morck, Shleifer, and Vishny (1990) point out that diversification of personal risk serves

12



as strong incentive for managers to seek out acquisitions. Avery, Chevalier, and Schae-
fer (1998) find that CEOs who completed acquisitions are more likely to gain outside
directorships. Their results support the argument that the prestige associated with
acquisitions may encourage M&A activity. Apart from being driven by managerial
incentives, M&A activity may also be plagued by managerial overconfidence. Roll
(1986) points out that “bidding firms infected by hubris simply pay too much for their

targets.”

If M&A activity can be motivated by managerial private incentives, and reduce
shareholder value for the acquirer, and if institutional investors are effective moni-
tors, then the presence of institutional investors should reduce the frequency of M&A,
ceteris paribus. If institutional investors have the capacity to judge the quality of
individual transactions and effectively intervene, or if their presence signals credible
promise of punishing value-reducing actions motivated by managerial incentives, then
their presence should reduce the frequency of negative bidder NPV M&A. My analysis
thus proceeds in two stages. First, I examine the relationship between institutional
ownership and M&A activity in the whole sample. Second, I examine the relationship

between institutional ownership and value-reducing/value-creating M&A activity.

In the first-stage analysis on overall M&A activity, I find that firms with higher
public pension fund (PPF) ownership are less likely acquirers, while firms with higher
insurance and investment company!® ownership are more likely acquirers. For example,
I find that a 1% increase in the top individual PPF ownership from the sample mean of
1.42% is associated with a 0.92% reduction in the estimated likelihood of M&A in the
following year, while a 1% increase in the top insurance/investment company holdings
from the sample mean of 2.54%/5.53% is associated with a 0.67%/0.57% increase in
the estimated likelihood of M&A. PPF ownership is also negatively associated with
the frequency of M&A activity in the long-run (in the span of eight years covered by
this study).

®Mostly mutual funds. I follow the terminology used by Thomson Financial.
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A natural concern for this study is the possible existence of endogeneity between in-
stitutional ownership and institutions’ preference for less/more acquisitive firms. This
concern is alleviated by the finding that firms’ M&A activity in the previous year has no
effect on PPF holdings, a negative effect on individual investment company holdings,
and a marginally positive effect on insurance company holdings (the specification con-
trols for firm characteristics and shareholder rights provisions). To address the concern
that other endogeneity may exist, the study uses both an IV panel data methodology
and a standard panel data methodology in the analysis. Both specifications yield

similar and significant results.

Firm characteristics such as firm size, ¢ ratio, and firm prior performance may be
correlated with both M&A likelihood and institutional ownership. These variables
are included in my specifications as controls. The relations between various types of
institutional ownership and firms’ M&A activity remain economically and statistically

significant.

Another potential concern is the possible presence of confounding omitted variables.
Gompers, Ishii, and Metrick (2003) find that firms with stronger shareholder rights
make fewer acquisitions. My specifications control for firm-level shareholder rights
provisions using their index measure. Institutions (except investment companies in
aggregate) do not exhibit a preference for firms with better governance provisions. The
observed relation between institutional ownership and M&A likelihood is independent

of firm-level shareholder rights provisions.

Moeller, Schlingemann, and Stulz (2003) find in their sample of acquisitions from
1980 to 2001 a positive equal-weighted bidder announcement abnormal return of 1.1%,
but a negative value-weighted bidder announcement abnormal return of —1.18%. Sim-
ilarly, in my sample, I find the equal-weighted bidder announcement abnormal return

to be 0.22%,!! and the value-weighted bidder announcement abnormal return to be

1The equal-weighted bidder announcement abnormal return is —0.99% for deals with public targets,
and 0.55% for deals with private targets.
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—0.28%.12 Moeller, Schlingemann, and Stulz (2003) also find that small acquirers re-
ceive higher announcement returns. Firm size is correlated with deal size. It is possible
that smaller deals are ex ante better. In my sample, conditional on deal size greater
than zero, a 1% increase of the top individual PPF ownership from the sample mean
of 1.42% is associated with a $25.73 million reduction in the size of a deal, while a
1% increase of top individual investment company ownership from its sample mean of

5.53% is associated with a $4.07 million increase in M&A deal size.

My findings from the second stage analysis explore the value-relevance of institu-
tional investor monitoring of M&A activity. M&A stock performance and operating
performance provide the grounds to judge whether a particular M&A deal is value-
reducing or not. I can not observe the possible performance of the M&A activity
reduced by PPF ownership. On the other hand, not all value-reducing M&A activity
is driven by managerial private incentives. However, given the hypothesis that an ef-
fective monitor prevents the value-reducing managerial-incentive-driven M&A, I would
expect a positive relation between PPF ownership and M&A performance in general if
PPF monitoring is effective, and the proportion of managerial-incentive-driven M&A is
not negligible. M&A stock performance is measured by both the announcement abnor-
mal return during a 3-day window (-1, 1) and long-term abnormal return with a window
(-1, 365). Although PPF ownership does not appear to have a significant relation with
bidder announcement abnormal return, individual PPF ownership is positively asso-
ciated with bidder long-term stock abnormal return and post-M&A improvement in

asset turnover rate.

Theory also suggests that the presence of institutional ownership should reduce
more ex-ante value-reducing M&A if their monitoring is effective. Previous research
suggests several scenarios in which bad M&A is more likely. In Jensen (1986), agency

costs are the highest for cash rich firms facing fewer positive NPV investment projects.

12The value-weighted announcement abnormal return is calculated using bidder market capitaliza-
tion two days prior to announcement date as the weight.
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