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Abstract

The corporate governance literature generally assumes that shareholders’
incentives to monitor management depend on how much of the firm the shareholders
own. Specifically, large shareholders have a strong incentive to monitor management
while shareholders who own a small number of shares have proportionally little incentive
to monitor. This dissertation proposes that another determinant of monitoring incentive is
how long large shareholders hold their shares, which can be measured by the turnover
rate of their shares. I define large shareholders as outside blockholders with at least 5%
ownership stake in the firm, and I use the outside blockholder turnover rate as a measure
of the outside blockholders’ investment horizons.

Outside blockholders’ investment horizons for a firm in which they invest (an
investee firm) are likely to depend on the nature of the outside blockholders and the
investee firm’s characteristics that influence costs and benefits of monitoring
management. The outside blockholders’ investment horizons, in turn, influence their
cost-benefit trade-offs in monitoring management, and thus the extent to which the
outside blockholders monitor investee firm management.

To test this assertion, this dissertation addresses two primary issues. First, I
examine whether outside blockholders’ investment horizons vary across the firms in

which they invest, and if so, what determine their investment horizons. Prior studies
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measure investor horizons solely based on the investors’ average portfolio characteristics.
An implicit assumption of this approach is that investors’ horizons do not vary across
investee firms in their portfolio. My empirical results show that outside blockholders’
horizons, as measured by outside blockholder turnover, do vary across investee firms,
and that this variation depends on the characteristics of the investee firms. The systematic
association in the data further suggests that outside blockholders’ horizons vary in ways
that reflect outside blockholders’ rational responses to their monitoring cost-benefit trade-
offs due to investee firm characteristics.

Second, I examine how outside blockholders’ horizons are related to the design of
the investee firm’s CEO compensation. Prior studies on investor horizons argue that
shorter horizons of large investors result in limited monitoring by these investors and can
lead to higher agency costs in investee firms. The results of this study, however, suggest
that those firms do not necessarily suffer higher agency costs. Specifically, I find that
investee firms with greater outside blockholder turnover (i.e., shorter-horizon outside
blockholders) are likely to design CEO compensation with greater pay-performance
sensitivity and a higher level of CEO compensation. Further, the greater pay-performance
sensitivity is primarily due to option-based incentives but not due to cash-based
incentives. These results indicate that firms with shorter-horizon outside blockholders use
incentive contracting more extensively to counter the potentially weaker monitoring by
their outside blockholders.

To summarize, the findings in this dissertation imply first, that large shareholders’

monitoring incentives, as reflected by their investment horizons, are determined to a



significant extent by investee firm characteristics. Second, I find that investee firms use

CEO incentive contracting as an alternative to shareholder monitoring.
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CHAPTER 1
INTRODUCTION

The separation of ownership and control in a public corporation results in a
potential agency problem between the owner who provides capital (shareholder) and the
employee manager who runs the corporation on behalf of the owner. Specifically, in the
absence of other governance mechanisms, the employee manager can potentially seek to
further his self-interest at the expense of the owner’s interest (Jensen and Meckling
[1976]). Therefore, the effective monitoring of management to mitigate this potential
agency conflict in publicly held corporations has long interested various interest groups,
such as investors, market intermediaries, regulatory bodies, researchers and other
stakeholders.

Monitoring management takes various forms of shareholder activities that are
aimed at directly or indirectly influencing the management’s decisions. Examples include
gathering information about managerial performance, conducting private negotiations
with management, publicizing shareholder activism, soliciting shareholder proposals,
initiating litigation against the management, and in extreme situations, mounting a proxy
contests to replace current management (Del Guercio and Hawkins [1999)]; Shleifer and
Vishny [1986]; Bethel, Liebeskind and Opler [1998]).

While these monitoring activities mitigate the agency problem, they also impose
costs on the shareholders. Therefore, shareholders’ monitoring activities primarily hinge
on the cost-benefit trade-offs of these activities (e.g., Grossman and Hart [1980]; Shleifer

and Vishny [1986]). Specifically, because monitoring management is costly, shareholders



with small investments in a corporation are unlikely to have the necessary incentive to be
active monitors. On the other hand, shareholders with large investments (blockholders)
are more likely to find that investing time and effort in monitoring is cost-effective. This
implies that with a highly diffused ownership structure where no single owner has a
significant amount of ownership interest, shareholders do not have much incentive to
actively monitor the managers.

The less shareholders can monitor managers’ actions directly, agency theory
predicts that the shareholders provide greater motivation to the managers to maximize
firm value by tying the managers’ pay-off to firm value or to other performance measures
(Holmstrom [1979]; Prendergast [2002]). To understand the relation between shareholder
monitoring and firms’ use of incentives for managers, one stream of research examines
how ownership concentration by various types of large investors affects CEO incentives
(e.g., Mehran [1995]; Core, Holthausen and Larcker [1999]; Hartzell and Starks [2003]).

This dissertation introduces a measure of large shareholder' turnover as a
determinant of shareholders’ monitoring incentives above and beyond the size of
shareholders’ stakes in the firm. I then examine how large shareholder turnover helps to
explain firms’ design of CEO compensation contracts. I define large shareholder
turnover as the proportion of total outside block ownership that changes hands annually.
This measure reflects outside blockholders’ investment horizons that are specific to a
firm in which they invest (“investee firm” hereafter).

Outside blockholders’ investment horizons for a particular investee firm in their

portfolio is likely based on the nature of the outside blockholders and the investee firm’s

! Following the SEC filing criterion, I define a large shareholder as one who owns at least 5% of a firm’s
outstanding voting stock. I use the terms ‘large shareholders’ and ‘blockholders’ interchangeably.



characteristics. The outside blockholders’ investment horizons, in turn, influence their
cost-benefit trade-offs in monitoring management, and thus the extent of resources
devoted to monitoring the investee firm’s management.

To test the above assertion, this dissertation examines two main issues. First, |
examine the relation between outside blockholder horizons (as measured by outside
blockholder turnover) and investee firm characteristics. This is unlike previous studies
that relate investor horizons to the investors’ portfolio characteristics (e.g., Bushee
[1998]). Second, I examine the extent to which the investee firms’ outside blockholder
turnover explains their use of CEO incentive compensation, an alternative to shareholder
monitoring. When examining the relation between outside blockholder turnover and CEO
incentive compensation, I control for the effects of traditional measures of ownership
structure (i.e., the level and the concentration of outside block ownership).

Large shareholders (i.e., blockholders) have an information advantage2 compared
to general investors in the market via their better access to the management of investee
firms, greater expertise in monitoring and their ability to gather information more
efficiently (Shleifer and Vishny [1986]; Kahn and Winton [1998]; Heflin and Shaw
[2000]). Large shareholders can use this information advantage in two ways. They can
use it to improve the monitoring of managerial performance or to intervene in the

management of the investee firm for greater long-term firm value (control benefits).’

> When explaining the motivation of Regulation FD (Fair Disclosure) (17 CFR Parts 240, 243 and 249),
the SEC expresses its concern about “the selective disclosure of material information by issuers...to
securities analysts or selected institutional investors...” Effective October 23, 2000, Regulation FD
disallows public corporations’ selective disclosure of their material information in favor of a certain group
of investors. To the extent that Regulation FD limits block purchases motivated by information advantage,
Regulation FD works against my hypotheses that hinge on blockholders’ information advantage.

3 Shareholder intervention can take different forms, including carrying out informal negotiation with the
management (Shleifer and Vishny [1986]), soliciting shareholder proposals, initiating adverse publicity
(Del Guercio and Hawkins [1999]), mounting a proxy contest (Shleifer and Vishny [1989]), replacing



Alternatively, they can pursue short-term profits from share trading strategies that use
their information advantage (trading profits). Improving long-term firm value through
monitoring or intervention in management generally takes longer time than exploiting
profits through trading on private information. Therefore, investment strategies for
control benefits require large shareholders to have longer investment horizons than do
investment strategies for trading profits.

Large shareholders’ choices of how to exploit their information advantage depend
on the relative size of their net-control benefits and net-trading profits (Kahn and Winton
[1998]), and the net-control benefits and the net-trading profits are directly related to the
investee firm characteristics. For instance, high information asymmetry and high insider
ownership of an investee firm increase large shareholders’ costs of intervention in the
investee firm management and thus reduce their net-control benefits. On the other hand,
higher share liquidity and lower transaction costs of share trades are of greater benefit to
the large shareholders who seek trading profits. Therefore, these investee firm
characteristics will influence large shareholders’ decision on how to use their information
advantage and thus their investment horizons.

Consistent with this prediction, I find that investee firms with higher intervention
costs proxied by firm risk and information asymmetry have greater outside blockholder
turnover, reflecting the shorter horizons of outside blockholders in such firms. Similarly,
investee firms with greater share liquidity have greater outside blockholder turnover.
Outside blockholder turnover is also higher in high growth firms, possibly due to less

potential for control benefits in those firms. Finally, inside block ownership significantly

management (Bethel, Liebeskind and Opler [1998]), or ultimately, taking over the firm (Grossman and Hart
[19801]); Shleifer and Vishny [1986]).



deters outside blockholder turnover, reflecting lower share liquidity and higher
transaction costs of share trades in firms with higher inside ownership.

Greater outside blockholder turnover of a firm implies that there exist
counterbalancing agency mechanisms that will substitute for the reduction in shareholder
monitoring resulting from the greater outside blockholder turnover. One alternative
mechanism that is discussed extensively in the agency literature is executive
compensation. Therefore, I expect that firms with greater outside blockholder turnover
will rely more on outcome-based compensation as an alternative to shareholder
monitoring by the outside blockholders. To compensate for the additional risk associated
with greater outcome-based compensation, expected management compensation must
also be higher. This reasoning suggests that investee firms with higher outside
blockholder turnover are more likely to design CEO compensation with greater pay-
performance sensitivity and a higher level of compensation. Finally, following the agency
prediction that the relative weight on two performance measures is decreasing function of
the relative noisiness of the performance measures (Banker and Datar [1989]), I
hypothesize that the investee firms will achieve the greater CEO pay-performance
sensitivity by putting more weight on performance measures with relatively less noise.

My empirical results generally support these predictions. After controlling for all
other firm characteristics, firms with higher outside blockholder turnover show a
significantly greater reliance on incentives to induce desirable actions of their CEOs, and
pay larger total CEO compensation for the risk associated with the incentives.
Additionally, these firms tend to put more weight on stock returns than on accounting

earnings when determining CEO incentives. The data suggests that greater weight on



stock returns is associated with greater noise in accounting earnings in firms with higher
outside blockholder turnover.

Overall, the findings in this dissertation suggest that outside blockholders’
decisions concerning their investment horizons in an investee firm reflect the monitoring
cost-benefit trade-offs that they make in the investee firm. This decision, in turn, is
factored into the investee firm’s design of CEO compensation contracts in ways that are
consistent with the optimal mitigation of agency conflict in the investee firm.

This dissertation contributes to the literature on ownership structure and executive
compensation in several ways. First, [ provide evidence that in addition to the level and
the concentration of outside block ownership, horizons of outside blockholders are an
important determinant of their monitoring incentives. Prior research relates a higher level
of outside ownership to greater monitoring by the outside shareholders (Mehran [1995];
Core, Holthausen and Larcker [1999]; Talmor and Wallace [2000]; Hartzell and Starks
[2003]). Recent studies, however, have emphasized that not all large investors have the
same investment strategies and monitoring skills (Bethel, Liebeskind and Opler [1998];
Downes, Houminer and Hubbard [1999]; Del Guercio and Hawkins [1999]). Bethel,
Liebeskind and Opler (1998) find that blockholders’ monitoring styles vary with their
type”, and call for further research on the relation between shareholders’ investment
horizons and their monitoring activities. This dissertation directly addresses this issue
and provides evidence that investment horizons of outside blockholders (measured by

their turnover) are systematically associated with the way CEOs in the investee firms are

* Bethel, Liebeskind and Opler (1998) classify blockholders into activist individual blockholders, financial
blockholders and strategic blockholders. They then examine how each type of blockholders influences
investee firm governance, such as CEO turnover, restructuring and long-term performance.



compensated, and that the relation is consistent with firms’ effort to minimize agency
costs.

Second, most studies on investor horizons use the investors’ average portfolio
management characteristics as a proxy for shareholder horizons of investee firms in the
investors’ portfolio (Bushee[1998]; Gaspar, Massa and Matos [2004]); Dikolli, Kulp and
Sedatole [2004]; Shin[2005]). This approach implicitly assumes that investors apply the
same investment strategy to all investee firms in their portfolio. However, investors may
apply different investment strategies to different investee firms (I discuss this issue in
Chapter 3). Gaspar, Massa and Matos (2004) indeed share this view and cite the need for
research on investee firm characteristics that determine investors’ investment horizons.
This dissertation directly responds to this call by analyzing how investee firm
characteristics influence outside blockholders’ investment horizons. To my knowledge,
this is the first study that documents how outside blockholder turnover is systematically
associated with investee firm characteristics. This finding has an important implication
for studies on investor horizons. That is, studies examining the relation between investor
horizons and corporate governance characteristics need to account for the potential
endogeneity of investor horizons.

Third, prior studies (Potter [1992]; Bushee [1998]; Gaspar, Massa and Matos
[2004]) suggest that investors’ relatively short investment horizons can increase agency
costs by reducing the effectiveness of shareholder monitoring. In contrast, my study
suggests that variation in investors’ choice of horizons is rationally related to investee

firm characteristics, and that there exist counterbalancing agency mechanisms such as the



appropriate design of CEO compensation contracts. In other words, firms with short-
horizon shareholders do not necessarily suffer higher residual agency costs.

The rest of my dissertation proceeds as follow. Chapter 2 reviews prior research
and Chapter 3 discusses outside blockholder turnover. Chapter 4 describes the data
sources and provides descriptive statistics. Chapter 5 develops and estimates outside
blockholder turnover. Chapter 6 examines the association between outside blockholder
turnover and firms’ design of CEO compensation. Chapter 7 conducts robustness tests

and Chapter 8 provides conclusions.



CHAPTER 2

LITERATURE REVIEW

This literature review focuses on the heterogeneous monitoring incentives of large
shareholders and their influence on firms’ design of CEO incentives. The review broadly
consists of three sections. Section 2.1 reviews the literature on the variation in large
investors’ monitoring incentives. Section 2.2 discusses how ownership structure, as a
proxy for shareholder monitoring, influences CEO compensation. Section 2.3
summarizes the studies on firms’ use of earnings and stock returns as performance

measures to determine CEO incentives.

2.1 Heterogeneous Monitoring Incentives of Large Investors

The literature on ownership views the size of an investor’s ownership stake in an
investee firm as primary determinant of the investor’s incentives to monitor management
of the investee firm. More recent studies, however, have suggested that various other
factors also influence large investors’ monitoring incentives. In this section, I discuss
investors’ heterogeneous investment strategies and their monitoring styles based on their

type and their investment horizon.

2.1.1 Investment Strategies and Monitoring Styles by Investor Type

Agency problems due to diffused ownership structure stem from not only the
separation of ownership and control but also free-rider problems among shareholders.

While small atomistic shareholders generally do not benefit from costly monitoring, large



shareholders can benefit because they are able to capture a larger fraction of the wealth
gains from the monitoring. Further, small individual shareholders have little incentive to
monitor the managers because it is cost-beneficial to free ride on the efforts of large
shareholders. Therefore, when examining the relation between ownership structure and
shareholder monitoring, the prior literature has primarily focused on large shareholders
(e.g., Grossman and Hart [1980]; Shleifer and Vishny [1986]; Huddart [1993]).

The literature on large shareholders (investors) can be broadly classified into
studies on block ownership in general and studies focusing on institutional ownership.
The following sub-sections describe the large investors’ investment strategies and
monitoring styles documented in these two lines of literature.

Blockholders:

Following the SEC filing requirement, the literature defines blockholders as
shareholders who own at least 5% of voting stock. Due to their significant ownership
stake, studies on ownership structure generally view blockholders (particularly, outside
blockholders) as active monitors. This section discusses two studies that document
heterogeneity in blockholders’ monitoring activities. Bethel, Liebeskind and Opler
(1998) classify block purchasers into activists, financial block purchasers and strategic
block purchasers. Activists are primarily large, well known individual investors or
investor groups, such as Carl Icahn, Irwin Jacobs, Bass Brothers, Mario Gabelli, and
George Soros. Financial block purchasers are banks, pension funds, mutual funds or
insurance companies. Strategic block purchasers are non-financial investors who are
unopposed by management. Bethel, Liebeskind and Opler (1998) document that activists

differ from the other two types of block purchasers because they directly intervene in the

10



management of the investee firms. In contrast, financial block purchasers or strategic
block purchasers are generally passive in monitoring management. As evidence of the
significance of this distinction, within the two years following block trades by the
activists, sample firms experienced a significant increase in divestitures and spin-offs,
CEO turnover, and improvement in long-term operating performance. In contrast, no
such changes were observed after the block trades involving financial or strategic
blockholders.

Next, Barclay, Holderness and Sheehan (2001) distinguish blockholders based on
the nature of the block-share transactions: block trades versus private placements. They
define a block trade as the transfer of block-shares from one blockholder to another
blockholder. In contrast, private placement is the sale of block-shares by a target firm to a
block purchaser, typically through issuance of stock. Using 204 block trades and 594
private placements for the period 1978-1997, Barclay, Holderness and Sheehan (2001)
examine the variation in the activities of the block purchasers. They find that block trade
purchasers are more likely to become activists than are private placement block
purchasers. In the block trade sample firms, 20% of block trade purchasers or their
representatives subsequently became the CEO of the investee firm, but less than 1% of
private placement block purchasers did likewise. Further, 85% of block trade purchasers
become active in the management of investee firms, whereas only 12% of private
placement purchasers did.’

The empirical findings reported in these two papers demonstrate that

heterogeneous investment strategies and monitoring styles arise even after controlling for

> They search The Wall Street Journal and the Dow Jones News Service for evidence of interaction
between the investee firm and the two types of block purchasers during the two years following the trade or
placement.
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block size. These results suggest that share-holding size is not the only determinant of the
monitoring incentives of large shareholders.

Institutional Investors®:

Rule 13-F of the SEC defines institutional investors as entities such as bank trusts,
insurance companies, mutual funds and pension funds that manage and invest at least
$100 million on behalf of others. The SEC classifies institutional investors into five
groups:

banks

insurance companies

investment companies (mutual funds)

investment advisors

others (public pension funds or university endowments).

Institutional investors have attracted significant interest from researchers,
corporate managers and regulatory bodies due to their rapidly increasing investment size
in U.S. corporations. The mean institutional ownership per investee firm increased from
6.1% in 1950 to 50% in 2002 (Board of Governors of the Federal Reserve System
[2003]). As a result, institutional investors control more than $4 trillion of investment
(Chidambaran and John [2000]). Studies on institutional ownership generally rely on the
aggregate level of institutional ownership in an investee firm rather than on the
distribution of institutional ownership, such as the concentration of institutional
ownership or ownership per institutional investor (e.g., McConnell and Survaes [1990];
Rajgopal, Jiambalvo and Venkatachalam [2002]; Hartzell and Starks [2003]). This
approach effectively treats institutional investors as a homogeneous group. More recent

studies, however, document significant heterogeneity across institutional investors in

® Institutional investors discussed in this section are not necessarily blockholders. The literature on
institutional ownership generally focuses on aggregate ownership by all institutional investors in an
investee firm rather than individual institutional ownership.
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their investment strategy and monitoring styles (Borokhovich, Brunarski and Parrino
[2000]; Gillan and Starks [2004]; Almazan, Hartzell and Starks [2004]).

Based on in-depth interviews with top managers of large institutional investors,
Downes, Houminer and Hubbard (1999) document and compare the monitoring styles of
private mutual funds and pension funds and their positions concerning the corporate
governance of the firms in their portfolio. They find that private mutual-fund investors
monitor primarily investee firm performance as opposed to investee firm governance
procedures. Monitoring investee governance is considered unusual, and occurs primarily
in cases of gross mismanagement. In contrast, pension-fund investors routinely monitor
investee firms’ long-term performance and governance quality. Both pension-fund
investors and private mutual-fund investors view time and money as the most significant
direct monitoring costs. Whereas pension-fund investors believe that good governance of
investee firms results in better shareholder value in the long-run, mutual-fund investors
indicate skepticism concerning whether lobbying for governance change is worth the
costs. The following quotes (Downes, Houminer and Hubbard [1999]) sum up the
differences between private mutual-fund investors and pension-fund investors.

Private mutual-fund position

“...It is difficult to prove financial benefits of good governance structures...Ifa

company has a smart and strong CEO with appropriate compensation incentives,

it may do well for years without these structures. But these structures are
important safety valves when crises arise, when CEO succession is an issue or

when the business begins to go downhill...” Robert Pozen — President of Fidelity
Management & Research Company (FMR), Harvard Business Review (1994)

Pension-fund position

“...The major goal of our corporate assessment program is to review our portfolio
long-term performance and general corporate governance procedure. We are
interested in answering this central question: Does the company have a vital and
independent board performing a vigorous and challenging role in overseeing
management’s conduct of the business?...For companies where we cannot answer
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“yes”, we have an important role as a responsible owner.” John Biggs — CEO of
TIAA-CREF, Director’s Monthly (1996)

Targeting a narrower class of investors, Del Guercio and Hawkins (1999)
examine the impact and motivation of pension fund activism for corporate governance
issues for the period from 1987 through 1993. They find significant heterogeneity across
pension funds in their activism objectives and tactics. Specifically, different pension
funds have different ranges of their funds devoted to indexing. More highly indexed
funds have less opportunity to implement the “Wall Street Walk™ option of selling stock
when fund managers are displeased with the performance of a firm in their portfolio.
Thus, relative to actively managed funds (i.e., funds targeting more short-term
investment), indexed funds tend to rely more on the publicity of their activism. Publicity
not only affects the direct target of a funds’ activism but also potentially other companies
who observe the activism. The threat of publicity may give funds leverage with target
management and motivate other companies to proactively improve their corporate
governance structures without being explicitly targeted.

Researchers also classify institutional investors based on the extent of their
potential affiliation with the investee firms (Brickley, Lease, Smith [1988]; Borokhovich,
Brunarski and Parrino [2000]; Almazan, Hartzell and Starks [2004]). Specifically, they
argue that bank trust departments and insurance companies are more likely to have
business relationships with investee firms and, therefore, to be sensitive to pressure from
the investee firms. This tendency is weaker for investment advisers and investment
companies because they are less likely to have business relations with their investee

firms. Their results suggest that pressure-sensitive institutions (banks or insurance
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companies) are more likely to “go-along” with management decisions than pressure-
insensitive institutions.

Borokhovich, Brunarski, and Parrino (2000) examine the market reaction to
investee firms’ adoption of anti-takeover provisions conditioned on the identity of their
outside institutional blockholders. They report that when an investee firm has
blockholders who are pressure-insensitive institutions, the market reaction to the investee
firm’s anti-takeover adoption is positive. However, when the blockholders are pressure-
sensitive institutions, the market reaction is negative. One interpretation of these results is
that pressure-sensitive institutional blockholders allow managers of investee firms to
implement anti-takeover provisions to entrench themselves, whereas pressure-insensitive
institutional blockholders allows only anti-takeover provisions that maximize shareholder
value.

Researchers have analyzed differences among large investors and how these
differences influence investee firms’ performance or governance. The literature review so
far documents that large investors’ investment strategies and monitoring styles vary
significantly with investor type. Whereas these classification schemes are insightful, they
are still far from complete and raise several questions. For example, using the
institutional investor classification scheme, it is clear that pension funds are more active
in monitoring than are mutual funds (Downes, Houminer and Hubbard [1999]). However,
not all pension funds are active in monitoring. Del Guercio and Hawkins (1999) report
significant heterogeneity across pension funds in their activism objectives and tactics.

A potential reason for the difficulties in predicting investment strategies and

monitoring styles of investors based solely on their type is that an investor may vary its
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investment strategy and monitoring style in part based on investee firm characteristics. If
this is the case, one may, first, expect to see a large investor taking different investment
strategies for different investee firms in its portfolio. Second, to understand what
monitoring roles large investors play in investee firms, researchers need to examine the
large investors’ investment strategies and monitoring styles in conjunction with the
investee firm characteristics. In this dissertation, I take the view that investee firm
characteristics influence investment strategies of large investors. Therefore, I explore
whether investors’ horizons vary across investee firms in their portfolio (Chapter 3), and
examine what firm characteristics explain the variation in investor horizons as measured

by outside blockholder turnover (Chapter 5).

2.1.2 Investment Horizons

In addition to the distinctions noted in subsection 2.1.1, researchers have also
characterized investors according to their investment horizons. Froot, Perold and Stein
(1992) compare the investment horizons of different institutional investors. They find that
based on 1989 trading volume, mutual-fund investors and insurance companies had
average investment horizons of 1.9 years and 2.5 years, respectively. Foundations and
endowments had an average horizon of 4.5 years. Pension funds’ horizons differ
depending on their investment style. Actively trading pension funds had an average
horizon of 1.9 years, while passively trading pension funds had an average horizon of 7.1
years.

Based on institutional investors’ average portfolio management characteristics
(portfolio diversification, portfolio turnover and sensitivity to earnings news), Bushee

(1998) classifies the institutional investors into three investment strategy groups: transient
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institutional investors, quasi-indexers and dedicated institutional investors. Transient
investors have well diversified portfolios and higher portfolio turnover (shorter
investment horizon). They are also more likely to use momentum strategies.” Quasi-
indexers also have highly diversified portfolios but demonstrate lower portfolio turnover
(intermediate investment horizons). They tend to rely more on a buy-and-hold investment
strategy and demonstrate contrarian-trading tendencies. Dedicated investors tend to have
highly concentrated portfolios with lower portfolio turnover (longer investment horizon).
They demonstrate almost no trading sensitivity to current earnings.

Bushee (1998) uses the fraction of an investee firm’s shares held by each type of
institutional investor as a proxy for the investee firm’s overall shareholder horizon.
Specifically, he examines how the total ownership held by each of the three types of
investors affects the likelihood that the investee firms will cut R&D expenses when their
operating performance is below market expectations. He finds that firms with a higher
concentration of ownership by transient institutional investors are more likely to cut their
R&D expenses when their operating performance is slightly below market expectations.
He interprets this result as managers attempting to increase short-term profit at the
expense of long-term firm value in response to the pressure from the shorter-horizon
investors.

Similar to Bushee (1998), Gaspar, Massa, and Matos (2004) estimate the average

investment horizon of each institutional investor based on the institution’s portfolio

" Momentum is defined as the rate of acceleration of a security’s price or volume. Investors using a
momentum strategy rely on the idea that short-term future stock returns move in the same direction as the
movement of recent past returns. Momentum traders often take a long or short position in the stock based
on acceleration in a stock’s price (or earnings) with the hope that its momentum will continue. This strategy
relies more on short-term movements in price rather than fundamental particulars of companies
(Investopedia © www.answers.com).
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turnover (referred to as the investor’s “churn rate”). They use the investors’ churn rates to
construct a proxy for shareholder horizons of investee firms. Specifically, they measure
an investee firm’s overall shareholder horizon by summing each institutional investor’s
portfolio churn rate weighted by the investor’s percentage shareholdings in the investee
firm. They then hypothesize that weaker monitoring by shareholders with shorter
horizons leads managers of takeover target firms to pursue their self-interest at the
expense of shareholders’ interest in the takeover bargaining between acquirers and the
target firm. Consistent with their hypothesis, they find that target firms with shorter-
horizon investors receive lower takeover premiums

Outside blockholder turnover, the turnover measure that I use in this dissertation,
is conceptually similar to the measures used by Bushee (1998) and Gaspar, Massa, and
Matos (2004) in that it is designed to reflect shareholder monitoring of investee firms.
However, unlike their measures which use the investors’ average portfolio characteristics,
my measure of outside blockholder turnover uses actual block ownership data in each
investee firm. Table A provides an example that compares Bushee’s classification with
my measure of outside blockholder turnover.

XYZ Corporation is a hypothetical company with the ownership structure shown
in Table A. All investors listed in Table A are outside shareholders. Based on Bushee’s
(1998) classification, the institutional investors who own XYZ Corporation’s shares are
made up of one dedicated institutional investor (Blockholder C) and 40 transient
institutional investors. This classification is not specific to XYZ Corporation, but rather

reflects the investors’ overall trading pattern. For example, Blockholder C would be
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classified as a dedicated institutional investor whether it has block ownership in XYZ

Corporation or in some other investee firm.

Table A Ownership Structure - Example

Company Name: XYZ Corporation
Fiscal Investor Number of Percentage of
year Investor Class Type investors voting stock
1998 | Blockholder A Individual 1 10%
Blockholder B Corporation 1 5%
Blockholder C - Dedicated Institution 1 15%
Transient investors Institution 40 20%
1999 | Blockholder D Individual 1 10%
Blockholder C - Dedicated Institution 1 15%
Transient investors Institution 40 20%

Following Bushee’s classification, XYZ Corporation has 15% of its ownership
reflecting long-term horizons (dedicated institutional ownership) and 20% of its
ownership reflecting short-term horizons (transient institutional) in both 1998 and 1999.
Block ownership by Blockholders A, B and D would not be considered because they are
not institutional investors.

XYZ Corporation’s outside blockholder turnover in 1999 is the percentage of
outside block ownership that changed hands in the period from the end of 1998 to the end
of 1999. Specifically, Blockholders A (10%) and B (5%) exited XYZ Corporation, and
Blockholder D (10%) entered XYZ Corporation during this period. The total outside
block ownership in 1998 and 1999 is 30% and 25%, respectively. Therefore, outside
blockholder turnover of XYZ Corporation is measured as (10% + 5% + 10%) / (30% +
25%) = 0.5455 (54.55%). The ratio shows that 54.55% of XYZ Corporation’s outside
block ownership changed hands.

The above difference has significant implications in research design. For example,

Bushee’s (1998) classification is a composite index of institutional investors’ investment
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characteristics (i.e., portfolio diversification, portfolio turnover and the extent to which
they employ momentum strategy). In contrast, outside blockholder turnover reflects
changes in outside blockholders specific to the investee firm on hand and aims to
examine how horizons of outside blockholders differ from size of outside block
ownership in shareholder monitoring of investee firms. I provide more detailed
discussions about the implications of the difference in Section 4.3.

The general conclusion in the literature on shareholder horizons is that firms with
shorter-horizon investors monitor management less effectively and suffer higher agency
costs. However, this conclusion raises the question of why we observe short-horizon
investors playing such a significant role in corporate ownership if their short investment
horizons increase agency costs and reduce long-term firm value. A possible explanation
is that investee firms rely on other governance mechanisms to counterbalance the effect
of shareholders’ shorter-horizons.

Consistent with the preceding point, two recent studies suggest that institutional
investors’ average investment horizons can influence the pay-performance sensitivity of
CEO compensation (Dikolli, Kulp and Sedatole [2004]; Shin [2005]). Using Bushee’s
(1998) classification, Dikolli, Kulp and Sedatole (2004) document that the greater the
ownership by transient institutional investors, the weaker is the pay-performance
sensitivity of CEO cash compensation. However, their study does not capture other ways
in which blockholders’ investment horizons can influence the design of CEO
compensation contracts. For example, it is not clear from their study whether the lower
pay-performance sensitivity of CEO cash compensation (lower risk) is accompanied by

lower total CEO compensation (lower risk premium), or alternatively, whether the lower
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pay-performance sensitivity is offset by an increase in pay-performance sensitivity of
CEO equity compensation (higher risk).

In a similar study, Shin (2005) also uses Bushee’s [1998] classification scheme
and shows that institutional ownership is positively associated with CEO equity
compensation the investee firm regardless of the institutional investors’ horizons. His
results are consistent with Hartzell and Starks (2003) who find a positive association
between the level of institutional ownership and pay-performance sensitivity of CEO
option compensation. As will be seen later, the insignificant effect of institutional
investors’ horizons on CEO equity-based compensation (Shin [2005]) is inconsistent with
the findings of this dissertation. This is potentially due to the differences between
Bushee’s classification and my measure of outside blockholder turnover.

In summary, the studies referenced in this section suggest that how long investors
intend to hold their shares influences how they monitor management of the investee firm
and the design of CEO incentives in investee firms. However, research in this area
remains very limited, and the relation between investor horizons and corporate
governance still provides interesting unanswered questions. This dissertation aims to

provide some additional insights in this area.

2.2 Ownership structure and CEO incentive compensation

The agency problem in a diffused ownership structure stems from the separation
of ownership and control. Specifically, in the absence of other governance mechanisms,
managers tend to seek to further their self-interest even when that is not the best interest
of the shareholders. An extensive literature on ownership structure and executive

compensation suggests that firms use monitoring and incentives to align the managers’
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interests with those of shareholders (e.g., Mayers and Smith [1992]; Ke, Petroni and
Safieddine [1999]; Hartzell and Starks [2003]).

The literature on ownership generally describes shareholder monitoring as the set
of shareholder activities that aim to directly or indirectly influence management’s
decisions, such as gathering information about managerial performance, conducting
private negotiations with management, publicizing shareholder activism, soliciting
shareholder proposals, initiating litigation, and in extreme situations, mounting a proxy
contest (Del Guercio and Hawkins [1999)]; Shleifer and Vishny [1986]; Bethel,
Liebeskind and Opler [1998]). Although managerial incentives can take various forms,
the agency theory literature primarily focuses on periodic financial compensation.8 While
shareholder monitoring and incentives mitigate agency problem, however, they are also
costly to the owners. Therefore, firms are expected to use some mix of monitoring and
incentives based on various cost-benefit trade-offs.

In the agency literature, monitoring and incentives are typically viewed as
alternative mechanisms to mitigate the agency problem.’ For example, assuming
complete observation is possible, Holmstrom (1979) demonstrates that the costs of
relying on imperfect performance measures can be avoided, and the first-best solution to
the agency problem can be achieved by employing a forcing contract that penalizes

behavior inconsistent with the principal’s directives. However, when managers’ effort

¥ Other researchers argue that CEQ’s existing equity portfolio (options and stock) should also be considered
when examining CEO incentives. That is, they argue that total firm-specific CEO incentives reflect not
only current CEO compensation but also changes in the value of the CEO’s existing equity portfolio
(Jensen and Murphy [1990]; Hall and Liebman [1998]; Core, Guay and Verrecchia [2003]).

? Alternatively, some researchers view shareholder monitoring and incentive as complementary
mechanisms to align managers’ interest with shareholders (Huddart [1993]; Hartzell and Starks [2003];
Almazan, Hartzell and Starks [2004]). These researchers define ‘monitoring’ as an activity to acquire more
accurate signals of managerial effort, and argue that monitoring allows shareholders to make CEO
compensation more sensitive without imposing additional compensation risk. In my dissertation, however, I
take the view that monitoring and incentives are substitutes, following the conventional agency literature.
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level is not observable, the owner must rely on imperfect performance measures, and
thereby incur the cost of the risk premium to compensate the manager for bearing risk.
Several executive compensation researchers report empirical evidence that is
consistent with the argument that monitoring and incentives are substitutes. Mehran
(1995) uses blockholding as a proxy for shareholder monitoring and provides empirical
evidence that such holdings act as a substitute for incentive compensation. Specifically,
he finds that firms with a larger percentage of their shares held by outside blockholders,
and hence with greater monitoring by the outside blockholders, use less equity-based
compensation than do firms with fewer outside blockholders. In their study on the
ownership characteristics of insurance companies, Ke, Petroni and Safieddine (1999) also
provide the support for monitoring and incentives acting as substitutes. Unlike publicly-
held firms, privately-held firms are typically owned by a few large shareholders.
Therefore, relative to the shareholders of publicly-held firms with dispersed ownership
structure, shareholders of privately-held firms are likely to have a stronger incentive to
monitor management, as well as better access to management. Thus, the authors argue
that privately-held companies will rely more on monitoring and less on incentive
compensation contracting. Consistent with their argument, they find stronger pay-
performance sensitivity, i.e. a larger positive association between return on assets (ROA)
and the level of compensation for publicly-held firms than for privately owned firms.
Similarly, Mayers and Smith (1992) predict and find that CEO compensation in mutual
insurance companies with more concentrated ownership is less sensitive to firm
performance than is CEO compensation in stock insurance companies which have more

diffused ownership. This result suggests that greater shareholder monitoring reflected in
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more concentrated ownership reduces the mutual insurance companies’ reliance on
incentive compensation.

Beatty and Zajac (1994) examine the trade-off between incentives and monitoring
in IPO firms. They document that firms with stronger monitoring of management, as
proxied by the existence of outside owner-directors or outside blockholders have lower
equity-based CEO compensation and lower CEO equity ownership.

Overall, the studies of executive compensation relying on agency theory generally
conclude that shareholder monitoring substitutes for incentive compensation in aligning
the manager’s interest with those of shareholders. In addition, the studies discussed in
Section 2.1.2 suggest that firms with shorter-horizons investors tend to have weaker
shareholder monitoring. These two lines of literature together predict that firms with
shorter-horizon shareholders are more likely to rely on incentive compensation than are
firms with longer-horizon shareholders. Using outside blockholder turnover as a measure
of the investment horizon of the outside blockholders, this dissertation examines whether
firms with higher outside blockholder turnover are more likely to show greater reliance

on incentive compensation than firms with lower outside blockholder turnover.

2.3 Earnings and Stock Returns as Performance Measures

To tie CEO compensation to firm performance, firms must choose how much
weight to put on alternative performance measures. The most commonly used
performance measures in CEO compensation are accounting earnings and the firm’s
stock returns. In a study of 177 large U.S. firms, Murphy (2000) documents that while
firms use a variety of financial and non-financial measures for executive compensation,

almost all firms rely on some measures of accounting performance. Equity-based CEO
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compensation explicitly ties CEO compensation to the firm’s stock performance. Core
and Guay (2003) report that during the period from 1993 to 2000, the majority of CEO
compensation in their sample took the form of equity incentives. Further, Hall and
Liebman (1998) report that 70% of the CEOs in their sample received option grants in
1994 with median option value of $1.2 million.

Agency theory suggests that the weight on a given performance measure is
decreasing in the noisiness of the performance measure, and the relative weight on two
performance measures is a decreasing function of the relative noisiness of the
performance measures (Banker and Datar [1989]; Lambert [2001]; Bushman and Smith
[2001]). That is, if A and B are both noisy signals of managerial performance, as measure
A becomes noisier relative to measure B, the optimal incentive contract will reduce the
weight on measure A relative to that on measure B.

Consistent with this theory, prior studies find that the weight on stock price in a
CEO'’s total compensation varies inversely with the noise in the stock price (Garen
[1994]; Aggarwal and Samwick [1999]; Core and Guay [2002b]). Additionally, Lambert
and Larcker (1987) and Sloan (1993) examine cash compensation and find that the
weight on accounting earnings relative to the weight on stock returns in determining cash
compensation is a decreasing function of variance of accounting earnings relative to stock
return variance. Specifically, as the variance of accounting earnings relative to stock
return variance increases, firms put less weight on accounting earnings than on stock
returns in determining cash compensation. Consistent with this view, Yermack (1995)
reports that CEO compensation is more sensitive to stock returns in companies with noisy

accounting data.
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A natural extension of the above studies is to examine any systematic associations
between governance characteristics and noise in different performance measures. For
example, Dikolli, Kulp and Sedatole (2004) document that CEO cash compensation is not
sensitive to either earnings or stock returns in firms with greater concentration of
transient institutional investors (shorter-horizon investors). They argue that transient
investors’ frequent trading and their limited monitoring of investee firms increase the
noise in both earnings and stock returns of the investee firms. Therefore, these investee
firms reduce the weight on both earnings and stock returns when determining CEO cash
compensation.

Dikolli, Kulp and Sedatole’s (2004) argument can be applied to the horizons of
outside blockholders. Outside blockholders with shorter-horizons will turn over their
block shares more frequently than outside blockholders with longer-horizons. Further, as
suggested by the studies discussed in Section 2.2, outside blockholders with shorter
horizons tend to have less monitoring incentives than those with longer-horizons.
Therefore, to the extent that higher outside blockholders turnover is associated with
greater noise in earnings and stock returns, firms with higher outside blockholder
turnover will put less weight on the two performances than do firms with lower outside

blockholder turnover.
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CHAPTER 3

INVESTMENT HORIZONS OF OUTSIDE BLOCKHOLDERS

Chapter 2 discussed the literature that demonstrates the significant effects of
investor types and investor horizons on investee firm governance. For example, the
literature finds that individual activist blockholders are more likely to intervene in the
management of investee firms than are financial blockholders (Bethel, Liebeskind and
Opler [1998]). Pension funds are more active in monitoring investee firms’ governance
than are mutual funds (Downes, Houminer and Hubbard [1999]). Due to the nature of
their business, investment advisors and investment companies tend to be more vigilant in
monitoring management of investee firms than banks and insurance companies
(Almazan, Hartzell and Starks [2004]). Gaspar, Massa and Matos (2004) argue and
document that shorter-horizon institutional investors are less effective monitors than are
longer-horizon institutional investors in takeover target firms.

While each of these classification schemes provides insights into the monitoring
styles of investors, the various classification schemes do not capture how an investor’s
monitoring can vary with the characteristics of the investee firm. That is, each
classification scheme imposes a specific investing and monitoring style on an investor
irrespective of the investee firms in question. However, it is very likely that investors
determine their investment strategies and monitoring styles in part based on investee firm

characteristics. If this is the case, an investor will demonstrate variation in its investment
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strategies across different investee firms in its portfolio, and the variation will be
systematically associated with investee firm characteristics.

In this chapter, I explore how large investors’ investment horizons vary, using a
sub-sample of outside blockholders from my overall sample. Specifically, I first examine
the variation in investment horizons across the sub-sample of outside blockholders. This
test will provide information about whether outside blockholders are different from each
other in terms of their investment horizons. I then examine whether investment horizons
of each outside blockholder also vary across investee firms within the outside
blockholder’s portfolio. If the outside blockholders’ investment horizons are determined
primarily based on their own characteristics, the outside blockholders will hold a
predominant proportion of their portfolio for a particular holding period. In other words,
there will be very little variation in each outside blockholder’s block holding periods.
These two examinations together will provide preliminary information about what
determine large shareholders’ investment horizons.

For this analysis, I pull outside blockholders with at least 10 investee firms in
their portfolio from my overall sample, and measure their block holding periods in their
investee firms. The overall sample investee firms, taken together, have a total of 1,102
unique blockholders over the four-year sample period. The 1,102 unique blockholders
consist of 527 unique inside blockholders (managers, directors, ESOP or affiliated
entities who each own at least 5% of the firm’s voting shares) and 575 unique outside
blockholders (blockholders who are not insiders and own at least 5% of the firm’s voting
shares). Of the 575 outside blockholders, 61 own blocks in at least 10 of my sample

investee firms during the sample period. Appendix 1 lists these 61 blockholders, the
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portfolio size for each blockholder, the distribution of block holding periods across the
four-year horizon, and the mean portfolio holding period.

In measuring the distribution of block holding periods for each blockholder over
the sample period, I assume for simplicity that the blockholders who are present at the
end of the first year in the four-year sample period acquired their block ownership in the
firm during the first year. Based on this measurement convention, the minimum holding
period of block shares over the four-year sample period is less than 1 year (0-1 year), and
the maximum holding period is 3-4 years. For example, Appendix 1 shows that AXA
Financial Corp. owned blocks in 48 investee firms in its portfolio during the four-year
sample period. It held blocks in 35 investee firms (73% of the 48 investee firms) for 0-1
year, nine investee firms (19%) for 1-2 years, two investee firms (4%) for 2-3 years and
another two investee firms (4%) for 3-4 years. The weighted average holding period for
AXA, as shown in Appendix 1, is 1.40 years. Obviously, this measurement convention
understates the actual holding period for most sample firms because it assumes that no
blockholders held shares prior to the four-year sample period.'® Nevertheless, it still
captures the relative extent to which each blockholder tended to hold its blocks for
shorter or longer periods over the four-year sample period. Furthermore, because the
measurement reduces the extent of variation in the holding period by cutting short the
longer holding periods, it biases the study away from finding greater variation in the
holding periods.

The mean portfolio holding periods for the 61 outside blockholders in Appendix

1 range from 1.09 years for Nicholas Applegate Capital Management to 3.41 years for

' Instead of using the block holding period, I use turnover of outside blocks as a proxy for investment
horizons of the outside blockholders in my data analyses. I provide detailed discussions on the
measurement of outside blockholder turnover in Section 4.3.
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State Farm Mutual Auto Insurance Co. This range of holding periods across blockholders
demonstrates that some blockholders tend to hold their blocks for considerably longer
period than others. For example, AXA Financial’s average block holding period was 1.40
years, whereas FMR Corp’s average block holding period was 2.27 years.

To test the statistical significance of the variation in block holding periods across
the investors listed in Appendix 1, I ranked the 61 blockholders based on their mean
portfolio holding period and examine whether the distributions of the block holding
periods are different across the blockholders.'' The test result shows that the distributions
of the block holding periods are significantly different across blockholders (Chi-square
291.67, p<0.00). In other words, the outside blockholders are different from each other in
their pattern of block holding period.

Next, [ examine whether the outside blockholders’ block holding periods vary
across their investee firms. The distributions of block holding periods within each
blockholder’s portfolio support the prediction that investors’ investment horizons differ
across the investee firms in their portfolio. The 61 outside blockholders, on average, hold
51% of their portfolio for 0-1 year, 22% for 1-2 years, 13% for 2-3 years and 14% for 3-4
years of the four-year sample period. The large variation within each outside
blockholder’s portfolio suggests that the outside blockholders determine their block
holding period based on investee firm characteristics.

The overall results suggest that large shareholders’ investment horizons vary
based on both the large shareholders’ own investment characteristics and the investee
firm characteristics. For instance, FMR Corp.’s portfolio consists of 405 unique firms in

the sample during the four-year sample period. FMR Corp. held 39% of its portfolio for

T use Wilcoxon Rank-Sum Test.
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less than one year, 20% for 1-2 years, 17% for 2-3 years, and 24% for 3-4 years during
the four-year sample period. In other words, while FMR Corp demonstrated, on average,
a longer investment horizon over the sample period (mean of 2.27 years) than did AXA
Financial (mean of 1.40 years), FMR Corp. nevertheless held a larger proportion of its
portfolio over 0-1 year of the sample period than over any other interval in the sample
period.

An important implication of these results is that without taking into account
investee firm characteristics, studies that examine the relation between investor horizons
and governance of investee firms are likely to have a problem of omitted variables.
Specifically, investee firm characteristics that are not in the model can potentially affect
both investor horizons and the governance characteristics of investee firms, resulting in a
spurious relation between investor horizons and the governance characteristics of

investee firms.
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CHAPTER 4

DATA AND DESCRIPTIVE STATISTICS

4.1 Data Sources and Sample Formation

The overall sample consists of 874 publicly listed U.S. investee firms drawn from
the Investor Responsibility Research Center’s (IRRC) surveys in 1995, 1998 and 2000
(Rosenbaum 1995, 1998 and 2000). Block ownership data'? are from Dlugosz,
Fahlenbrach, Gompers and Metrick (2004) (DFGM hereafter), who obtained the
information from Compact Disclosure and proxy statements filed with the SEC. DFGM
(2004) use voting power when computing the block ownership of their sample firms.
Financial, stock price and CEO compensation data come from COMPUSTAT, CRSP and
EXECUCOMP, respectively. From DFGM’s sample of 1,913 unique firms during the
period from 1996 to 2001, I removed 767 firms that do not have at least four consecutive
years of ownership data. I further dropped 30 firms due to errors in the ownership data or
lack of proxy statements, and 185 firms due to missing data in COMPUSTAT, CRSP or

EXECUCOMP. Because my main variable of interest is turnover of outside blockholders,

12 The SEC requires that all beneficial owners of more than 5% of a company’s voting stock be listed in the
proxy statement. Therefore, jointly held shares are listed multiple times for each blockholder in the block.
For example, Warren Buffett and Berkshire Hathaway jointly own 8.1% of Coca Cola Co. Warren Buffett
is a director of Coca Cola. The Coca Cola proxy statement, therefore, lists the 8.1% held by Warren Buffett
under ‘Beneficial Ownership by Directors and Executive Officers’, and also reports the 8.1% block held by
Berkshire Hathaway under ‘Principal Share Owners’. Compact Disclosure frequently ignores the footnote
details of these jointly held blocks. Instead, they list each blockholder as it appears in the summary table,
resulting in multiple counts of the jointly held block ownership. DFGM segregate the shared block
ownership to correct the errors and create variables that identify the blockholders with shared ownership.
This process results in some blockholders with less than 5% ownership. Therefore, using the identifiers as
suggested by DFGM, I verify the segregated block ownership against the proxy statements and sum them
back to obtain the total corrected block ownership. For instance, I treat Warren Buffett and Berkshire
Hathaway as a single entity that owns 8.1% of Coca Cola Co.’s voting shares.
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I also removed 57 firms with zero outside block ownership over the four-year sample
period. The final sample includes 874 unique investee firms with starting year in 1996,
1997 or 1998. The sample firms are generally large due to IRRC’s focus on large firms in
their surveys and my data screening procedures that require sample firms to have data
available in COMPUSTAT, EXECUCOMP and CRSP. Of the 874 unique sample firms,
233 firms have data for the sample period 1996-1999, 208 firms have data for the sample
period 1997-2000, and 433 firms have data for the sample period 1998-2001.

When analyzing data, I use four-year averages of outside blockholder turnover,
block ownership and financial data for each firm in my sample for the following reasons.
An examination of correlations indicates that the outside blockholder turnover and other
block ownership variables are serially correlated during the four-year sample period, and
the autocorrelations are statistically significant.”> The autocorrelation of outside
blockholder turnover is problematic in the pooled time-series OLS estimation of outside
blockholder turnover. Specifically, the autocorrelation of outside blockholder turnover
can seriously understate the true standard deviation of the regression coefficients of
predictor variables in the OLS regression, making the t-test of the regression coefficients
not strictly applicable (Neter, Kutner, Nachtsheim and Wasserman [1996]). Further, the
high autocorrelation of the block ownership variables suggest that for this sample period,
any systematic associations between ownership characteristics and CEO compensation

are more likely coming from cross-sectional variation than from within firm variation.

" Four year average correlations of the annual block ownership of the sample firms are 0.79 for total block
ownership; 0.94 for manager block; 0.89 for director block ownership; 0.68 for outside block ownership;
0.91 for ESOP block ownership and 0.71 for affiliated (gray) block ownership. The correlation for annual
outside blockholder turnover is 0.23.
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Finally, using four-year averages minimizes the effect of temporary fluctuations in key

variables.

4.2 Reclassification of Block Types

DFGM classify blockholders into one of five categories: 1) officers, 2) directors,
3) affiliated entities, 4) Employee Stock Ownership Plans (ESOPs), and 5) outside
blockholders. DFGM categorize individual blockholders who are directors of the firm as
“dir