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Chapter 1 

 

 

Introduction 

The agency literature identifies two critical principal-agent problems in the context of the 

firm. On one hand, the separation of ownership and control may lead management to seek 

private benefits rather than maximize shareholder value (Murphy, 1985; Jensen, 1986). On the 

other, shareholders may themselves expropriate creditors by increasing risk, which reduces 

the value of debt but simultaneously increases the value of equity (Black and Scholes, 1973; 

Jensen and Meckling, 1976). The effectiveness of the tools available to the principals in 

mitigating each of these conflicts remains the central question of corporate governance 

research. In this thesis, I address issues that have been largely overlooked by previous studies, 

and thereby pose a critical challenge to the interpretation of much of the existing empirical 

evidence. 

The first half of the thesis focuses on the shareholder-creditor conflict in the context of 

corporate restructuring. Chapter 2 provides a comprehensive review of existing research on 

how bondholders respond to major restructuring events, which in the presence of agency 

concerns should induce significant wealth redistributions, through their risk effects, between 

shareholders and bondholders. Restructuring is defined as any transaction that affects the 

firm‟s underlying capital structure, thus the chapter‟s scope reaches well beyond asset 

restructuring, and includes transactions such as leveraged buyouts, security issues and 

exchanges, and the issuance of stock options. Overall, the results show strong evidence for the 

existence of the agency problem between shareholders and bondholders, but the literature is 

clearly incomplete. The most important issue is that previous studies do not examine 

restructuring events in countries other than the US, even though the position and bargaining 

power of creditors vis-à-vis the firm are heavily influenced by country characteristics from a 

governance and legal perspective. 
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Chapter 3 is the very first study in the academic literature to examine how cross-country 

differences in governance and legal standards affect bondholder response to restructuring 

events. The chapter investigates bond performance around both domestic and cross-border 

merger and acquisition (M&A) announcements, using a sample of Eurobonds issued by 

European bidding firms. The results confirm that bond performance across countries is indeed 

extremely sensitive to governance and legal considerations. Firstly, stakeholder-oriented 

corporate governance ensures that Continental European bonds fare better in and respond less 

to the risk effects of M&As. Secondly, bonds fare worse in cross-border M&As ceteris 

paribus, but perform better when they become exposed to a stakeholder-oriented governance 

regime or a more creditor-friendly jurisdiction. What this shows is that the severity of the 

shareholder-creditor conflict is deeply influenced by the level of influence creditors have over 

corporate decision making, and the extent to which they are protected against the firm by their 

national jurisdictions. The most remarkable result of this chapter is that the creditor protection 

spillovers M&As induce across countries are much greater in scope than has been previously 

assumed, and are intensified by the ability of creditors to arbitrage across legal systems. 

The second half of the thesis reexamines the effectiveness of two critical agency 

mechanisms available to shareholders to contain managerial discretion. Chapter 4 first 

reopens the debate on the substitutability of dividends and shareholder control in mitigating 

free cash flow concerns. Previous studies observe that dividend payouts are generally low in 

Continental Europe, and infer that the concentrated ownership structures typical of these 

stakeholder-oriented governance systems make dividends redundant as a managerial control 

or monitoring device. This argument however is clearly incomplete. It is a well-known fact 

that firms in these regimes often adopt anti-shareholder devices which divert from the 

maximization of shareholder value, and this may very well explain their relaxed dividend 

behaviour. I address this problem by considering the case of the Netherlands, where 

shareholder rights tend to be severely restricted by a legally imposed governance regime and 

anti-shareholder devices such as Dutch-style poison pills. I find that the dividend payouts of 

Dutch firms are generally low, unresponsive to earnings changes and show little relationship 

with size, leverage, or investment opportunities. The various anti-shareholder devices used by 

these firms affect dividend behavior to varying degrees, but those that do are used by the vast 

majority of Dutch listed firms. Overall, I find no evidence at all that concentrated 

shareholders would allow firms to relax their dividend policy. On the contrary, they demand 

higher rather than lower dividends, in order to prevent being expropriated and ensure greater 

focus on shareholder value. Moreover, I show evidence that firms controlled by corporate 
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insiders, along with institutional investors with superior monitoring skills and incentives, also 

pay higher dividends. These findings challenge much of the evidence presented in the prior 

literature, and suggest that dividends and shareholder control act as complementary rather 

than substitute devices in mitigating agency concerns. This result is unlikely to be specific to 

the Netherlands and could possibly be extended to other stakeholder-oriented regimes. 

The final Chapter 5 examines the US proxy process to investigate the much-debated 

effectiveness of shareholder activism in mitigating agency problems. Previous studies show a 

continual increase in the voting support shareholder proposals achieve at annual meetings, but 

fail to match the voting successes with positive stock price effects. This study makes critical 

contributions to the literature. Firstly, I find that proposal submissions are indeed met with 

positive price reactions, especially when takeover-related or sponsored by public pension 

funds. This poses a clear challenge to the signalling hypothesis advocated in the literature, 

that the real effect of institutionally-sponsored proposals is counterbalanced by a negative 

signalling effect. Secondly, the voting results and stock price reactions are strongly driven by 

the quality of the target‟s governance structures, and especially by its use of anti-takeover 

provisions. Previous studies tend not to control for this, even though most submissions are in 

fact directed at what are perceived to be poor governance structures. And thirdly, this is the 

first study to jointly estimate the success and probability of proposal submissions in a sample 

selection framework to avoid endogeneity problems. The selection results show that activists 

do tend to single out underperforming firms with poor governance structures, which explains 

why the market perceives shareholder proposals to be a relevant control and signalling device. 

The work in this dissertation is co-authored by my esteemed supervisor Luc Renneboog. 



 

 



 

 

 

 

 

 

 

 

Chapter 2 

 

 

Corporate Restructuring and Bondholder Wealth 

 

 

 

2.1. Introduction 

The past decade has witnessed a spectacular surge in corporate restructuring around the 

world, driven by technological shocks, market deregulation, and the increasingly intense 

global competition for capital supply. The corporate sector‟s restructuring efforts have been 

particularly pronounced in the US, where consecutive merger waves have shown that sheer 

size is no longer a deterrent to takeover threat. As a result, and also motivated by other 

sources of managerial discipline, restructuring activity has largely focused on increasing 

corporate efficiency, through corporate refocusing and financial restructuring. In Europe, 

where market-based disciplinary mechanisms have historically been weaker, the 

reconfiguration of firms has been slower but accelerated in response to the on-going economic 

and financial integration of the European Union. In Japan, the restructuring process has been 

measured and painful, but most firms have now also undergone some form of reorganization 

in response to the burst of the asset bubble in the 1980s and the continued economic 

stagnation that followed. 

This paper provides a comprehensive overview of existing academic research on how 

restructuring affects the wealth of bondholders, a critical issue that has yet to be addressed 

adequately in the academic literature. Fixed creditor claims are affected not only by the firm‟s 

post-restructuring performance, but also by unexpected changes in its capital structure and 

cash flow volatility, which have a direct impact on default risk. The view that restructuring 
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decisions may induce substantial wealth redistributions between shareholders and creditors 

has been universal since Black and Scholes (1973). Their landmark paper views a leveraged 

firm‟s equity as a call option on the firm‟s assets, which implies that risk-increasing 

restructuring benefits shareholders to the detriment of creditors. The empirical literature 

provides several examples for such expropriations of bondholder wealth, such as the 1985 

leveraged buyout of Revlon, the 1988 establishment of Polaroid‟s executive stock option plan 

and the 1997 spin-off of Marriott‟s management businesses. 

It is important to note that the agency costs of the shareholder-creditor conflict are more 

pronounced in the market-oriented corporate governance systems of the common law Anglo-

American countries. These regimes basically view creditors and other stakeholders as 

independent parties that maintain arm‟s-length contractual arrangements with the firm (Jensen 

and Meckling, 1976). In the civil law-based, more stakeholder-oriented systems of 

Continental Europe and Japan, the dynamics of the firm-creditor relationship are very 

different. Banks act as concentrated lenders and delegated monitors, playing a key role in 

mitigating informational asymmetries and agency problems (Stiglitz, 1985; Diamond, 1991), 

and reducing the marginal utility of external market mechanisms. Other stakeholders also 

develop long-term relationships with the firm, and closely-held equity and pyramid-like group 

memberships are in place. The greater influence of banks and other risk-averse stakeholders 

on corporate decision making dictates that bondholders in stakeholder-oriented governance 

regimes could benefit relatively more from corporate restructuring. 

Existing studies on bondholder wealth preclude the impact of such institutional factors by 

generally confining their focus to US restructuring activity, the only exception being Chapter 

3 of this thesis on European mergers and acquisitions (M&As). Overall, evidence on how US 

bondholders are affected by corporate restructuring is often inconclusive or conflicting. This 

reflects bond price sensitivity to both wealth redistributions between shareholders and 

creditors induced by risk changes and the signal on future firm performance conveyed by 

restructuring transactions. The two can have the opposite effect on creditor wealth, to the 

extent that greater default risk imposes additional discipline on management and thus leads to 

improved firm performance (Grossman and Hart, 1983; Jensen, 1986). The empirical results 

presented in the literature can be summarized as follows. Of asset portfolio restructuring 

transactions which make disposals from or additions to a firm‟s businesses: 
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 spin-offs and asset sell-offs generally reduce bondholder wealth by expropriating 

collateral and increasing cash flow volatility, unless subsequent improvements in 

operating performance are large enough to compensate; while 

 M&As reduce or leave bondholder wealth unchanged except under specific conditions, 

even though they create larger, less risky firms ceteris paribus. 

Of financial restructuring transactions which change the firm‟s capital structure rather than 

its asset portfolio: 

 leverage-increasing debt issues do not reduce bondholder wealth unless motivated by cash 

flow shortfalls, but bondholders respond negatively to new bank loans; 

 leverage-reducing equity issues tend to increase bondholder wealth, though negative 

signalling effects can dominate; 

 the impact of security exchanges is unclear due to strong signalling implications; 

 executive stock options reduce bondholder wealth, reflecting the realignment of 

managerial and shareholder interests at the expense of bondholders; 

 leveraged buyouts reduce bondholder wealth, but there is conflicting evidence on the 

impact of leveraged recapitalizations; and 

 dividend changes and share repurchases have an ambiguous impact, which reflects more 

the signals they convey than the impact they have on capital structure. 

The analysis presented here identifies significant gaps in the literature, emphasizes the 

potential differences between bondholder wealth changes in market- and stakeholder-oriented 

governance systems, as well as provides valuable insights into the evolution of the 

methodology used. In stakeholder-oriented governance regimes, the potential for research 

remains constrained by the limited size and liquidity of corporate debt markets, which 

disclose information on shocks to bondholder wealth. But, on-going debt securitization should 

now allow for the investigation of at least some of the critical issues. Firstly, it has yet to be 

demonstrated conclusively whether the bondholder wealth effects of each restructuring 

transaction are affected by the greater influence of banks and other risk-averse stakeholders 

on corporate decision making. That this issue is of paramount importance is nicely captured 

by Chapter 3 of this thesis, which shows that M&As involving Continental European firms 

are systematically more bondholder-friendly than are US deals. Secondly, an important 

question is whether the types and conditions of restructuring transactions are different in 

stakeholder-oriented regimes, and to what extent this owes to powerful creditors blocking 

transactions that may be economically desirable but would otherwise hurt creditor interests. 
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Thirdly, the internationalized corporate environment has been shown to feed a gradual 

convergence of governance systems. In stakeholder-oriented regimes, this process implies a 

shift of priority from stakeholder consensus to shareholder value, and involves the promotion 

of debt securitization and the deterioration of creditor influence. Banks‟ incentives to invest in 

monitoring are reduced by these factors, which implies a qualitative change in their economic 

role. This comes at a time when market-based disciplinary devices are being increasingly 

questioned in their ability to control agency problems, not least due to the recent massive 

overinvestment in the US technology sector and some of the biggest corporate scandals in 

history. A key research question is whether these events change the way bondholder wealth is 

altered by corporate restructuring actions. 

The rest of this chapter is outlined as follows. Section 2.2 gives an overview of academic 

theory that explains the potential motivations and effects of restructuring transactions with 

special regard to the impact of these on creditor wealth. A detailed analysis of the empirical 

evidence on the bondholder wealth effects of corporate restructuring is provided in Section 

2.3. Section 2.4 allows for concluding remarks and raises some questions for future research. 

 

2.2. Theoretical background 

Restructuring activity is generally associated with three motivations in the academic 

literature, namely (i) to address poor performance; (ii) to exploit strategic opportunities and 

(iii) to correct valuation errors. The literature distinguishes three different types of 

transactions, encompassing multiple forms of change in firm organization (Stewart and 

Glassman, 1988; Bowman and Singh, 1993; Gibbs, 1993). Portfolio restructuring makes 

disposals from and additions to a firm‟s businesses, through asset sales, spin-offs, equity 

carve-outs or M&As. Financial restructuring changes the firm‟s capital structure rather than 

its asset portfolio e.g. through leveraged buy-outs (LBOs), recapitalizations (LRs), share 

repurchases, or employee stock ownership plans (ESOPs). Finally, organizational 

restructuring represents a change from a functional to a business-unit design. 

The empirical literature has given notable attention in recent years to the immediate 

reaction of equity and bond markets to asset portfolio and financial restructuring in the US.  

Security price reactions are complex and represent a net reaction to a number of factors that 

influence how restructuring affects shareholder and bondholder wealth. In this section, the 

main hypotheses that affect the size and direction of creditor wealth changes are presented. 
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Value creation. The classic motivation for corporate restructuring is to redeploy the firm‟s 

assets to higher valued uses. As long as the restructuring improves the firm‟s operating 

performance and increases its post-transaction cash flow and debt servicing ability, it creates 

value for both shareholders and creditors. 

Agency costs of outside equity. The principal-agent conflict between shareholders and 

managers arises from management trying to extract pecuniary and non-pecuniary benefits 

from the firm, while transferring some or all of the costs incurred to the outside shareholders. 

An important source of such benefits may be managerial empire building and entrenchment 

(Murphy, 1985; Jensen, 1986). Empire building is closely tied to the argument that managers 

prefer building less risky, diversified firms with lower leverage, so they can reduce the 

uncertainty of their human capital investment (Amihud and Lev, 1981), and lessen the 

probability of bankruptcy and employment risk (Jensen and Meckling, 1976; Ramakrishnan 

and Thakor, 1984). To that end, managerial interests are naturally aligned with those of 

creditors. 

The natural aim of managers and creditors to reduce firm riskiness is in direct conflict with 

shareholder interests. This relationship was first formalized by Black and Scholes (1973) who 

regard leveraged equity as a European call option on a firm‟s assets. In this classic view, the 

realignment of managerial and shareholder interests inevitably damages creditor interests. In 

market-oriented governance regimes, this realignment is largely done by making management 

a residual claimant in the firm through equity-based compensation plans. Managerial 

discretion is also controlled by a variety of disciplinary mechanisms such as independent 

boards and external pressures from competitive markets, including capital and product 

markets (Köke and Renneboog, 2005) and the markets for corporate control (Manne, 1965) 

and managerial labour (Fama, 1980). In stakeholder-oriented systems where ownership and 

credit supply are more concentrated, the active involvement of risk-averse stakeholders in the 

monitoring of management has historically provided a substitute for these devices. 

In market-oriented governance systems, greater default risk can also contribute to the 

disciplining of management, which directly damages creditor interests. Jensen (1986) 

describes the implicit incentive effect of increased leverage, which commits the firm‟s free 

cash flow to repaying debt. Grossman and Hart (1983) find that the increased threat of 

bankruptcy and loss of control may also induce managers to avoid policies they might prefer 

but which reduce firm value. Short-term borrowing is further shown to limit the tendency of 

borrowers to increase asset risk (Harris and Raviv, 1990; Calomiris and Kahn, 1991).  
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Agency costs of risky debt. Corporate decision making can be specifically motivated by the 

principal-agent conflict between creditors and shareholders. Shareholders may substitute 

high-risk assets for low-risk ones, thus reducing creditor value to the benefit of shareholders 

(Jensen and Meckling, 1976). Claims dilution by way of new borrowings may also damage 

the interests of existing creditors. These problems are anticipated by creditors, who price their 

debt accordingly and transfer the ensuing costs to the firm. Creditors may also mitigate 

outright expropriation by keeping the debt maturity short (Ozkan, 2000) and writing 

protective covenants into the debt contract, while private lenders can also have the capacity to 

step up monitoring and force contract renegotiations. Billett, King and Mauer (2007) show 

that the use of covenants is increasing in debt maturity and leverage, both proxies for the 

severity of agency costs associated with debt. 

The creditor-shareholder conflict is of course multidimensional and may have significant 

costs for shareholders as well, to the extent that it leads to investment distortions (Myers, 

1977; Lyandres and Zhdanov, 2005). Since shareholders ultimately bear the costs of 

inefficient investments in the form of lower equity values, they have strong economic 

incentives to resolve or ameliorate the shareholder-creditor conflict by accepting restrictive 

debt covenants, or through monitoring and auditing activities. John and Nachman (1985) 

show that shareholders may also want to mitigate these problems due to reputational 

concerns. 

Signalling effect of restructuring decisions. Several theoretical models show that under 

informational asymmetries, corporate restructuring has important signalling implications, as it 

may reflect management‟s private information about the value of the assets in place. Leland 

and Pyle (1977), Ross (1977) and DeAngelo and Masulis (1980) show that leverage-

increasing transactions that potentially exert discipline on management induce positive share 

prices reactions. The response of bond prices then depends on the tradeoff between the 

negative risk effect of increased leverage and the positive role of the same in controlling 

managerial discretion. Flannery (1986) argues that the choice of debt maturity also sends a 

signal about the firm‟s default probability. Other studies emphasize that new capital offerings 

inherently emit a negative signal. Additional security issues may suggest that the firm is 

overvalued (Myers and Majluf, 1984), or that its future cash flows are less than anticipated 

(Miller and Rock, 1985). Bhattacharya (1979), Kalay (1980), and Miller and Rock (1985) 

emphasize the signalling effects associated with corporate payout decisions. 
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Tax benefit of debt. Fama and Miller (1972) show that when a firm employs leverage in its 

capital structure, its value increases by the market value of the tax subsidy on the interest 

payments. These gains accrue entirely to the shareholders of the firm, but may indirectly 

benefit all other stakeholders including creditors through improved cash flows. The tax 

benefits of debt may not be present for firms that consistently alternate between new debt and 

equity issues, but may be of great economic significance for firms that undertake leveraged 

restructuring. Still, it is debated whether potential tax benefits constitute a true motive for 

undertaking leveraged corporate actions (Modigliani and Miller, 1963; Miller, 1977; 

DeAngelo and Masulis, 1980). Nevertheless, Bartholdy and Mateus (2003) find that tax 

advantages and provisions for tax loss carry-forwards do motivate capital structure decisions. 

They also note that tax benefits may be better exploited in stakeholder-oriented governance 

regimes where the amount of debt lent to a firm is not used as an incentive device and is 

therefore less sensitive to agency problems.  

Expected bankruptcy and reorganization costs. The theoretical literature shows that the 

expected costs of involuntary bankruptcy and reorganization have a significant effect on the 

value of leveraged firms. These costs include lawyer and accountant fees, legal costs and the 

costs of managerial time involved in bankruptcy and reorganization proceedings. Warner 

(1977) estimates however that the direct costs of bankruptcy are small relative to firm value. 

Masulis (1980) approximates capital structure changes by investigating exchange offers, but 

does not detect any such bankruptcy cost effect. 

 

2.3. Empirical evidence 

In this section, I consider each type of restructuring transaction in turn, recounting how they 

are predicted to affect creditors and what the existing evidence tells us. Empirically, the 

creditor wealth effects of corporate restructuring are approximated by bond price shocks in 

the literature. This is an imperfect measure, as it does not account for other creditors such as 

banks and other intermediaries. However, it is otherwise extremely difficult to quantify the 

impact of restructuring in an event study framework. 

 

2.3.1. Asset portfolio restructuring 

Portfolio restructuring changes the contracting relationship that exists between shareholders 

and creditors through altering the firm‟s underlying collateral and liquidation value. In 
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addition, changes in the volatility (or co-insurance) of cash flow streams can redistribute 

wealth between shareholders and bondholders, which immediately follows from Black and 

Scholes‟ (1973) view of a leveraged firm‟s equity as a European call option. 

 

2.3.1.1. Asset portfolio expansion: mergers and acquisitions 

The potential motives for M&A activity are discussed extensively in the academic literature 

(Martynova and Renneboog, 2005). The conventional argument is the existence of synergistic 

gains that would raise the value of the combined firm (Bradley, Desai and Kim, 1988). 

Operating synergies can be derived from economies of scale, greater market power or the 

elimination of duplicate activities. There is also scope for financial synergies such as lower 

cost of capital, reduced tax liability or better efficiency of the internal capital market. The 

latter prescribe that the cash flow streams of the merging firms be imperfectly correlated, 

which reduces bankruptcy risk through co-insurance (Levy and Sarnat, 1970; Lewellen, 1971; 

Higgins and Schall, 1975). 

Modern theory recounts that synergistic gains are often insufficient to justify M&As. Roll‟s 

(1986) hubris hypothesis argues that there may be no synergies in the first place, due to the 

susceptibility of managers to make mistakes. An equally undesirable explanation is that 

M&As simply occur because they enhance the welfare of the acquirer‟s management. Under 

informational asymmetries and inadequate monitoring, managers are afforded sufficient 

discretion to pursue such strategies. Accordingly, Morck, Shleifer and Vishny (1990) show 

that M&As that are potentially motivated by managerial private benefits trigger a reduction in 

shareholder wealth. 

The complexity of these issues makes it difficult to predict how bondholders are affected 

by M&As. Creditors fundamentally benefit from a reduction in default risk. Thus, if the deal 

induces sufficient co-insurance, or is motivated by managerial agency problems, it will tend to 

increase bondholder wealth. If the deal otherwise creates no value, this will occur through a 

wealth shift from shareholders. Galai and Masulis (1976) make this point for conglomerate 

M&As, which are typically penalized with a “conglomerate discount” as there is no 

discerning economic relationship between the parties (Rajan, Servaes and Zingales, 2000). In 

non-conglomerate M&As, operating synergies dominate, but bondholders may still share 

some of the ensuing wealth benefits. Strong shareholders may try to reverse any reduction in 

default risk, however, for example by financing the deal with leverage. 



Corporate Restructuring and Bondholder Wealth 

13 

 

Empirically, the literature provides ambiguous results but suggests that the bondholders of 

US acquiring firms do not gain from M&As (see Table 2.1). Billett, King and Mauer (2004) 

report significantly negative excess bond returns regardless of the acquirer‟s bond rating, the 

payment method, and whether the deal is conglomerate or not. Earlier, Kim and McConnell 

(1977), Asquith and Kim (1982), Walker (1994) and Dennis and McConnell (1986) find that 

bondholders neither gain nor lose following M&A announcements. Eger (1983) and 

Maquieira, Megginson and Nail (1998) focus on stock-for-stock M&As exclusively, omitting 

any effect the payment method may have. Eger finds positive excess returns, but Maquieira, 

Megginson and Nail only confirm these for non-conglomerate deals. 

Of the earlier studies, those that separately consider target firms unanimously report 

insignificant abnormal returns for target bondholders. To the extent that target firms tend to be 

smaller and lower rated, this goes against the expectation that target bondholders should 

benefit more from co-insurance. Billett, King and Mauer (2004) show strong evidence for this 

contention. The authors find positive excess returns, which however are not uniformly 

significant across all specifications. The positive gains are driven by junk-grade targets, which 

indeed should profit relatively more from lower credit risk in the combined firm. Excess 

returns in investment-grade targets are significantly negative, showing that the benefits of co-

insurance can be negligible in creditworthy firms. 

Chapter 3 of this thesis investigates European M&As using a large sample of investment-

grade Eurobonds, and is the first to provide non-US evidence on how bondholders are 

affected by corporate restructuring. I find that M&As involving European firms are generally 

more bondholder-friendly than are US domestic deals, thus capturing the different dynamics 

of the creditor-firm relationship in market- and stakeholder-oriented governance regimes. The 

key results contained in this chapter can be summarized as follows. Firstly, bondholders 

benefit systematically more from deals involving Continental European firms, where strong 

banks and other risk-averse stakeholders actively support creditor interests. Secondly, 

acquirer bondholders earn lower returns from cross-border deals, but the negative cross-

border effect is counterbalanced (i) if creditor protection is better in the target country; and (ii) 

if a UK acquirer approaches a target firm in Continental Europe. For example, the 

bondholders of the UK firm BPB incurred substantial wealth gains from acquisitions of the 

Swiss firm La Platriere in 2000 and the Dutch firm Gyproc Benelux in 2002. And thirdly, 

acquirer bondholders earn higher gains from acquisitions of unlisted targets, a result 

previously documented for shareholder returns by Faccio, McConnell and Stolin (2006) and 

Draper and Paudyal (2006). 
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Table 2.1. The bondholder wealth effects of mergers and acquisitions. 

Study 

Sample 

period / 

country 

Deal type Transaction party 
Event 

window 
N 

Abnormal 

bond 

return 

Benchmark 

Kim and 

McConnell 

(1976) 

1960-73 

US 

Completed 

conglomerate 
All 

Month 

[0] 
44 -1.48% Matching bonds 

Asquith and 

Kim (1982) 

1960-78 

US 

Completed 

conglomerate 

All 
Month 

[0] 

62 1.07% 

Matching bonds    Acquirer 38 1.08% 

   Target 24 1.05% 

Eger (1983) 1958-80 
Completed 

stock-for-stock 
Acquirer 

Days 

[-30,0] 
33 1.01%

***
 
Matching 

portfolios 

Dennis and 

McConnell 

(1986) 

1962-80 

US 
Completed 

Acquirer 

Days 

[-1,0] 

67 -0.17% 
Dow Jones 

Industrial Bond 

Index 

   BBB or below 31 -0.51%
*
 

Target 27 0.03% 

   BBB or below 19 0.35% 

Walker 

(1994) 

1980-88 

US 

Completed 
All 

Month 

[0] 

92 0.31% 

US Treasury 

bonds 

   Target 33 0.83% 

Cash-for-stock All 35 -0.73% 

Stock-for-stock  All 12 1.39% 

Maquieira, 

Megginson 

and Nail 

(1998) 

1963-96 

US 

Conglomerate, 

  completed, 

  stock-for-stock 

All 

Months 

[-2,2] 

253 0.44% 

US Treasury 

bonds 

   Acquirer 222 0.33% 

   Target 31 1.22% 

Nonconglomerate, 

  Completed, 

  stock-for-stock 

All 282 1.44%
***

 

   Acquirer 189 1.90%
***

 

   Target 93 0.50% 

Billett, King 

and Mauer 

(2004) 

1979-97 

US 
All 

Acquirer 

Months 

[-1,0] 

831 -0.17
***

 

Lehman 

Brothers 

corporate bond 

indices 

   BBB- or above 680 -0.09
*
 

   Below BBB- 151 -0.55
*
 

Target 265 1.09
**

 

   BBB- or above 167 -0.80
***

 

   Below BBB- 98 4.30
***

 

Chapter 3 of 

this thesis 

1995-

2004 

Europe 

All 

Acquirer 

Months 

[-1,0] 

225 0.56
***

 

Corporate 

Eurobond 

indices 

A. Continental European 146 0.48
***

 

     UK 79 0.71
***

 

B. Domestic target 79 0.84
***

 

    Cross-border target 146 0.41
**

 

        Worse creditor rights 

           in target country 
70 0.12 

        Better creditor rights 

           in target country 
37 0.88

***
 

C. Unlisted target 149 0.65
***

 

     Listed target 76 0.39
*
 

Note to Table 2.1. This table summarizes univariate analyses of abnormal bond price changes around merger 

and acquisition announcements. * ,**, and ***
  
indicate significance at the 10, 5 and 1% level, respectively. 

 

2.3.1.2. Asset portfolio reduction: corporate refocusing 

Since the early 1980s, a distinctive element of US corporate activity has been the prevalence 

of restructuring actions that increase a firm‟s business focus. Firms may choose one of three 
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main mechanisms to divest an operating unit: equity carve-outs, spin-offs and asset sell-offs
1
. 

Aside from the economic gains associated with asset restructuring, carve-outs and spin-offs 

may be particularly effective in reducing agency costs. These transactions take subsidiaries 

public, thus disclosure and external monitoring are improved, and managerial compensation 

can be tied closer to the subsidiary‟s market value. Carve-outs may also signal that the 

subsidiary is over-, while the parent firm is undervalued (Welch, 1989; Nanda, 1991). Spin-

offs have no signalling effect, as the shares of the subsidiary are distributed on a pro rata basis 

to the parent‟s existing shareholders. Spin-offs do not provide the parent firm with cash either, 

thus agency problems related to free cash flow are avoided. 

Shleifer and Vishny (1992) stress the importance of sell-offs as a means to resolve financial 

distress. These transactions are typically negotiated privately, thus bypass external monitoring 

and potentially generate free cash flow concerns (Alexandrou and Sudarsanam, 2001). Owing 

to these conditions, sell-offs tend to be perceived less favourably than are spin-offs and carve-

outs. The reverse side of sell-offs, partial acquisitions, induce agency problems similar to 

those seen in M&As. However, partial acquisitions are usually smaller relative to the size of 

the parties involved, and are typically friendly and synergistic. 

It is evident that all three forms of corporate refocusing can trigger wealth transfers 

between shareholders to creditors. Galai and Masulis (1976) describe how unexpected spin-

offs expropriate collateral and liquidation value available to creditors, and carve-outs and sell-

offs have a similar impact. The literature documents several cases where creditor interests are 

damaged by an uneven allocation of debt between the parent and the subsidiary. Corporate 

refocusing also leads to a loss of co-insurance, particularly in cross-industry transactions 

where the cash flows of the parent and subsidiary are not highly correlated (John, 1993). 

The empirical literature on the actual wealth effects of corporate refocusing remains 

relatively scarce (see Table 2.2). No evidence is available on how bondholders are affected by 

equity carve-outs. Schipper and Smith (1983) briefly examine the behaviour of bond prices 

and bond ratings around spin-off announcements, and find little evidence of bondholder 

expropriation.  Hite  and  Owers (1983)  find  insignificant  negative  abnormal  bond  returns, 

                                                 

1
 Equity carve-outs are initial public offerings of subsidiary equity, where the parent maintains a controlling 

interest. Spin-offs are pro rata stock dividends that distribute subsidiary ownership to the shareholders of the 

parent. In effect, the firm is divided into two (or more) firms with an identical set of shareholders. Asset sell-offs 

are sales of subsidiaries to third parties, typically via private negotiation. For a more detailed description see 

Slovin, Sushka and Ferraro (1995). 
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which may be due to the small sample used but implies that bondholders anticipate and 

contain wealth transfers. This latter argument is confirmed by Veld and Veld-Merkoulova 

(2007) who show insignificant or significant gains depending on the specification, suggesting 

that positive signalling effects can compensate for wealth redistributions. 

Contrasting evidence is presented by Maxwell and Rao (2003). The authors find that on 

average, parent bondholders suffer significant losses, the size of which depend on the change 

in leverage and the underlying collateral, but not on the loss of co-insurance. Their results 

coincide with Dittmar (2004) who finds that spin-offs tend to leave parent firms with more 

leverage than their spun-off subsidiaries. How parent firms may specifically undertake spin- 

Table 2.2. The bondholder wealth effects of corporate refocusing. 

Study 

Sample 

period / 

country 

Deal type Transaction party 
Event 

window 
N 

Abnormal 

bond return 
Benchmark 

Panel A: Spin-offs 

Hite and Owers 

(1983) 

1963-81 

US 
All Parent 

Days 

[-10,10] 
15 -0.30% US Treasury bonds 

Maxwell and 

Rao (2003) 

1974-97 

US 
All 

Parent 

Month 

[0] 

80 -0.89%
***

 

US Treasury bonds 

A. >20% of assets 41 -1.46%
***

 

   < 20% of assets 38 -0.24%
***

 

B. Cross-industry 64 -0.74%
***

 

    Same-industry 16 -1.43%
***

 

C. Investment-grade 64 -0.47%
***

 

    Junk-grade 16 -2.51%
***

 

Veld and Veld-

Merkoulova 

(2007) 

1995-

2002 

US 

All Parent 
Days 

[-1,1] 
77 0.80% 

Merrill Lynch 

corporate bond 

indices 

Panel B: Asset sales 

Datta and 

Iskandar-Datta 

(1995) 

1982-90 

US 
All Acquirer 

Days 

[-1,0] 
63 -0.66%

***
 US Treasury bonds 

Easterwood 

(1998) 

1982-90 

US 

Post-LBO 

asset sales 

Parent 

Month 

[0] 

134 -0.22% 

Blume and Keim 

(1988) corporate 

bond index and 

Merrill Lynch High 

Yield Index 

   Non-distressed 81 0.75%
***

 

   Distressed 53 -1.70%
*
 

      Core assets 30 -2.34%
***

 

      Non-core assets 23 -0.87% 

   Onset of distress 31 -2.55%
**

 

      Core assets 17 -2.48%
**

 

      Non-core assets 14 -2.62% 

Datta, Iskandar-

Datta and Raman 

(2003) 

1982-92 

US 
All 

Parent 
Days 

[-1,0] 

113 -0.54%
***

 
US Treasury bonds 

Acquirer 96 -0.40%
**

 

Note to Table 2.2. This table summarizes univariate analyses of abnormal bond price changes around corporate 

refocusing announcements. * ,**, and ***
  
indicate significance at the 10, 5 and 1% level, respectively. 
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offs to expropriate bondholders is illustrated by Parrino (1997). The author examines a single 

textbook case, the 1993 spin-off of Marriott‟s management businesses, which left the parent 

firm with the bulk of Marriott‟s long-term debt, but stripped it of most of its assets and cash 

flow. In the end, Marriott‟s bondholders were able to force the firm to alter its plans and won 

more favourable terms, but initially suffered huge wealth losses. 

The wealth effects of asset sell-offs are documented by Datta and Iskandar-Datta (1996) 

and Datta, Iskandar-Datta and Raman (2003). These papers find that sell-offs lead to 

substantial reductions in bondholder wealth, though the size of the losses depends on the 

underlying motive and the way the proceeds are distributed. Datta and Iskandar-Datta (1995) 

and Datta, Iskandar-Datta and Raman (2003) find that bondholders in the acquirers of the 

disposed assets also suffer wealth losses. This implies that the benefits of partial acquisitions 

in terms of co-insurance and increased collateral do not compensate for a simultaneous 

increase in leverage and deterioration of performance expectations. 

Easterwood (1998) examines the special case of divestments made by firms that underwent 

leveraged buyouts in the 1980s. He reports that divestments induce positive abnormal bond 

returns in firms that are not financially distressed, but negative ones in those firms that are. 

Furthermore, the bondholder losses in distressed firms are only significant when core assets 

are divested. These results, and Easterwood‟s (1998) finding that abnormal returns are 

negatively related to the firm‟s post-buyout capital structure, lend some support to the intra-

creditor wealth transfer hypothesis of Rajan (1992) and Diamond (1993). This hypothesis 

postulates that when a firm is in distress, secured private lenders (banks) may press for the 

early liquidation of assets at the expense of other, less senior creditors such as bondholders. 

Early liquidation may be most detrimental when it involves core assets, whereas the disposal 

of non-core assets may be beneficial, to the extent that the proceeds are used to pay off 

existing debt (Datta and Iskandar-Datta, 1995). 

 

2.3.2. Financial restructuring 

Transactions of financial restructuring are fundamentally different from portfolio 

restructuring, in that they alter the firm‟s capital structure rather its underlying asset portfolio. 

Creditors could be strongly affected by such capital structure changes, since these may entail 

a sizeable change in the firm‟s leverage ratio and ceteris paribus change the firm‟s default 

probability. Masulis (1980) takes account of the three effects that broadly define creditor 

wealth changes entailed by capital structure alterations: a wealth redistribution effect (Jensen 
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and Meckling, 1976) and an expected bankruptcy cost effect (Robichek and Myers, 1966; 

Kraus and Litzenberger, 1973), counterbalanced by a more modest corporate tax effect 

(Modigliani and Miller, 1963). The direction and size of creditor wealth changes should also 

be strongly affected by signalling considerations, reflecting expectations on managerial 

discipline and firm performance, and any ensuing investment effects. 

 

2.3.2.1. New security issues and security exchanges 

(i) Debt issues and bank loans 

The creditor wealth effects of capital structure changes can be most simply investigated 

through the response of bondholders to borrowing announcements. The empirical literature 

provides scarce and inconclusive direct evidence on the bondholder wealth effects of debt 

issuance (see Panel A of Table 3). Kolodny and Suhler (1988) report that the announcement 

of new debt issues has a positive effect on bond prices and the price gains actually increase in 

the borrowing firm‟s initial leverage and the size of the debt issue. This suggests that the 

positive signal conveyed by the new issue dominates the negative risk implications of 

increased leverage. To a large extent, this result is compatible with Akhigbe, Easterwood and 

Pettit (1997), who find that bondholders only respond negatively to new debt issues when 

these are motivated by cash flow shortfalls. In their recent paper, however, Ongena, Roscovan 

and Werker (2007) show that bank loan announcements are generally met with a negative 

bondholder response. 

 

(ii) Seasoned equity offerings 

Theory suggests that stock markets tend to react negatively to new equity issues (Myers and 

Majluf, 1984; Asquith and Mullins, 1986; Masulis and Korwar, 1986). The perception that 

seasoned equity offerings (SEOs) convey a negative signal about the issuing firm‟s prospects 

is supported by the general finding that on average, operating performance declines after such 

transactions (Loughran and Ritter, 1997; Jegadeesh, 2000). 

Creditors are also expected to respond negatively to adverse signals about the firm‟s future 

prospects. However, they should benefit ceteris paribus from the leverage-reducing effect on 

equity issuance. Kalay and Shimrat (1987) find that the former effect dominates, by showing 

that bond prices react negatively to new SEO announcements (see Panel B of Table 2.3). 

Elliott, Prevost and Rao (2004) find stronger evidence for a wealth redistribution from 

shareholders to bondholders;  the authors report considerable bondholder gains that increase 
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Table 2.3. The bondholder wealth effects of security issues and exchanges. 

Study 

Sample 

period /  

country 

Deal type 
Event 

window 
N 

Abnormal 

bond 

return 

benchmark 

Panel A: Debt issues and bank loans 

Kolodny and 

Suhler (1988) 

1973-81 

US 
Debt issues Month [0] 66 1.95%

**
 Matching bonds 

Akhigbe, 

Easterwood and 

Pettit (1997) 

1980-2000 

US 

Debt issues 

Week [0] 

466 0.04% 

US Treasury bonds 

  Due to cash flow shortfall 125 -0.40
** 

  Due to capital expenditure 141 0.19% 

  Due to leverage change 117 0.29% 

  Due to debt refinancing 155 0.29% 

Ongena, 

Roscovan and 

Werker (2007) 

1997-2003 

US 
Bank loans 

Days 

[-1,1] 
3589 -0.17

***1
 

Collin-Dufresne, 

Goldstein and 

Martin (2001) 

credit spread 

model 

Panel B: Equity issues 

Kalay and 

Shimrat (1987) 

1970-1982 

US 
Seasoned equity issues 

Days 

[-2,0], [-1,1] 

or [-1,0] 

58 -2.13
**

 Matching bonds 

Eberhart and 

Siddique (2002) 

1980-1992 

US 
Seasoned equity issues 

Month 

[1] 
140 0.90%

**
 

Matching 

portfolios 

Elliott, Prevost 

and Rao (2002) 

1980-2000 

US 

Seasoned equity issues 

Days 

[0,1] 

103 0.42%
***

 

US Treasury bonds 

A. Effect on long-term debt 69 0.69%
***

 

    Effect on short-term debt 49 -0.11% 

B. Moody‟s rating > median 57 0.43% 

    Moody‟s rating < median 50 0.87%
***

 

Panel C: Security exchanges 

Masulis (1980) 
1962-1976 

US 

Debt-for-equity exchanges 

   and recapitalizations Days 

[-1,0] 

49 -0.3%
***

 Matching 

portfolios 

   No covenant protection 18 -0.84%
***

 

Mikkelson 

(1981) 

1963-1978 

US 

 Forced conversion 

   of convertible debt 

Week 

[0] 
19 0.52% US Treasury bonds 

Cornett and 

Travlos (1989) 

1973-1983 

US 

Debt-for-equity exchanges Day 

[0] 

10 0.11% Matching 

portfolios Equity-for-debt exchanges 40 -0.48%
***

 

Panel D: Executive stock option plans 

DeFusco, 

Johnson and 

Zorn (1990) 

1978-1982 

US 
Executive stock option plans 

Day 

[-1] 
26 -0.40

**
 

Dow Jones 

Industrial Bond 

Index 

Note to Table 2.3. This table summarizes univariate analyses of abnormal bond price changes around 

announcements of security issues and exchanges. 
1
 Ongena, Roscovan and Werker (2007) analyze abnormal 

changes in credit spreads rather than bond prices. * ,**, and ***
  
indicate significance at the 10, 5 and 1% level, 

respectively. 
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with debt maturity and firm default risk, Eberhart and Siddique (2002) find similar results 

across a number of event windows spanning from one month to five years. 

 

(iii) Exchange offers and recapitalizations 

Security exchange offers and recapitalizations come closest to approximating pure capital 

structure changes in a firm, as they do not involve simultaneous asset structure changes (in the 

form of cash inflows or outflows). Both types of transactions entail the exchange of different 

classes of firm securities. However, while exchange offers are voluntary, recapitalizations 

generally require the participation of all security holders and thus have a more pronounced 

impact on capital structure. Masulis (1980) jointly examines the impact of debt-for-stock 

exchange offers and recapitalizations on bondholders (see Panel C of Table 2.3). Capital 

structure theory predicts that both should redistribute wealth from bondholders to 

shareholders by inducing an increase in leverage. Accordingly, the author reports significant 

bondholder losses and simultaneous shareholder gains, which are largest when bondholders 

are unprotected by covenants. Masulis (1983) later develops a linear model to estimate the 

firm valuation effects of these transactions and broadly finds the same results. 

Cornett and Travlos (1989) report different results that lend support to signalling theory. 

The authors show that bondholders do not lose from debt-for-equity exchanges, because the 

negative impact of increased leverage is offset by better performance expectations. The 

importance of signalling considerations is reinforced by their finding that leverage-reducing 

equity-for-debt exchanges induce a negative rather than positive bondholder response. 

Mikkelson (1981) examines how the forced conversion of convertible bonds affects 

security holders in the firm. Debt conversion reduces leverage much the same way as do 

equity-for-debt exchanges. There is no evidence that bondholders would reap considerable 

benefits from such transactions, which Mikkelson also attributes to negative signalling effects. 

 

(iv) Executive stock option plans 

ESOPs are an increasingly controversial device used to mitigate the manager-shareholder 

conflict. The issuance of stock options to the benefit of employees tends to have a relatively 

modest impact on capital structure due to their relatively low scale, and do not induce an 

immediate change in capital structure because they are out of the money at issue. Rather, 

ESOPs are predicted to induce significant bondholder losses by realigning managerial and 

shareholder interests at the expense of creditors. Accordingly, DeFusco, Johnson and Zorn 

(1990) show compelling evidence that the announcement of ESOPs lead to significant 
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reductions in bondholder wealth (Panel D of Table 2.3). Similar results are provided by 

Bruner and Brownlee (1990) who examine a single case study of Polaroid‟s 1988 leveraged 

ESOP. In June 1988, Polaroid announced the establishment of a leveraged ESOP amounting 

to about 5% of its outstanding common stock, but later increased the size of the plan to 14% 

due to an unsolicited acquisition offer. The authors show that over a six-month period, the 

bondholders of Polaroid suffered an abnormal loss of 10.97%, while shareholders gained 

15.97%. 

 

2.3.2.2. Highly leveraged transactions 

(i) Public-to-private transactions 

Public-to-private transactions are often referred to collectively as leveraged buyouts (LBOs), 

as they are almost exclusively financed with massive leverage. The majority of LBOs are 

management-led, but firms may be taken private by a variety of entities: the incumbent 

management (management buyout, MBO), outside management (management buyin, MBI), 

employees (employee buyout, EBO), or institutional investors and private equity firms 

(institutional buyout, IBO). Renneboog and Simons (2005) provide a detailed discussion of 

each of these transaction types. 

Jensen (1986) notes that LBO firms typically provide stronger incentives for management 

to maximize firm value. Accordingly, the literature observes that LBOs are often followed by 

disposals of non-core assets. LBOs fundamentally contain managerial agency problems by 

introducing high leverage and concentrating equity ownership. The control function of debt is 

particularly pronounced, since the restructured firm‟s post-transaction leverage ratio often 

approaches unity. At the margin, this mostly requires management to borrow from banks, 

which are often given an equity interest through strip financing. To the extent that managers 

become shareholders themselves, LBOs can also directly realign managerial and shareholder 

interests (Renneboog, Simons and Wright, 2007). 

In LBOs, better expectations of future firm performance tend not to compensate creditors for 

the huge wealth redistribution effect of the leverage increase. This is reflected in the finding 

of Marais, Schipper and Smith (1989) that the rating agency Moody‟s Investor Service 

regularly downgrades firms undergoing LBOs. The authors also cite a well-known example, 

the 1985 LBO of Revlon which induced a contraction of bond prices in excess of 12.1% over 

a two-day period. However, they find no evidence that the bondholder wealth losses would be 

systematic in LBO firms (see Panel A of Table 2.4). Asquith and Wizman (1990), Travlos and 
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Cornett (1993), Cook, Easterwood and Martin (1992) and Warga and Welch (1993) offer 

stronger evidence of bondholder expropriation by reporting substantial losses in bondholder 

wealth around LBO announcements. Warga and Welch (1993) show particularly severe 

bondholder losses in the LBOs of Midland Ross, Lear Siegler, Federated, Borg Warner and 

RJR Nabisco between 1985 and 1989. The existing studies show that the negative abnormal 

bond returns are sensitive to covenant protection (Asquith and Wizman, 1990; Walker, 1991; 

Cook, Easterwood and Martin, 1992); maturity (Walker, 1991; Warga and Welch, 1993; 

Cook, Easterwood and Martin, 1992) and prior bond ratings (Warga and Welch, 1993). 

 

Table 2.4. The bondholder wealth effects of leveraged transactions. 

Study 

Sample 

period / 

country 

Deal type Event window N 

Abnormal 

bond 

return 

Benchmark 

Panel A: Public-to-private transactions 

Marais, Schipper 

and Smith (1989) 

1974-1985 

US 
All 

Days [-69,0] 33 -0.00% Two-index model using 

Dow Jones Bond Index 

and CRSP equal-

weighted stock index 
Days [0, C] 30 -0.00% 

Asquith and 

Wizman (1990) 

1980-1988 

US 

All 

Month [0] 

199 -1.10%
***

 

Shearson-Lehman-Hutton 

corporate bond indices 

   Strong covenants 29 -0.10% 

   Weak covenants 60 -0.30% 

No covenants 70 -2.60%
***

 

Walker (1991) 
1982-1989 

US 
All Month [0] 24 -2.60%

**
 US Treasury bonds 

Cook, Easterwood 

and Martin (1992) 

1981-1989 

US 

MBOs 
Month [0] 

62 -2.56%
***

 Shearson-Lehman-Hutton 

Treasury indices    Completed 32 -3.35%
***

 

Warga and Welch 

(1993) 

1985-1989 

US 
All Months [-2,2] 36 -5.91%

***
 
Lehman Brothers 

corporate bond indices 

Panel B: Leveraged recapitalizations 

Handa and 

Radhakrishnan 

(1991) 

1984-1989 

US 
All 

Days [-1,0] 19 3.00%
**

 
Mean-adjusted returns 

Days [-15,15] 19 -6.15% 

Gupta and 

Rosenthal (1991) 

1984-1988 

US 

Firms in 

   takeover play 

Days [TS-1,-2] 18 -3.56%
***

 

Dow Jones Bond Index 

Days [-1,0] 18 0.17% 

Days [1, C-2] 18 2.51% 

Firms not in 

   takeover play 

Days [-1,0] 9 -0.26% 

Days [1, C-2] 8 -3.09% 

Note to Table 2.4. This table summarizes univariate analyses of abnormal bond price changes around 

announcements of leveraged transactions. C indicates the date of the transaction‟s completion. TS indicates the 

date of a takeover attempt against the restructuring firm. * ,**, and ***
  
indicate significance at the 10, 5 and 1% 

level, respectively. 
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(ii) Leveraged recapitalizations 

Leveraged recapitalizations (LRs) are often used to fend off hostile acquisition offers. Under 

this strategy, firms incur substantial additional debt to repurchase shares or distribute a large 

special dividend to the current shareholders. Like LBOs, LRs entail huge increases in 

leverage, and thus should induce significant wealth redistributions from bondholders to 

shareholders. In lieu of the cash payout, managers also tend to increase their own 

shareholdings (through stock options or retirement plans), which should instigate better 

performance but increases the realignment of managerial and shareholder interests at the 

expense of creditors. 

The massive leverage associated with LRs is expected to induce considerable bondholder 

wealth losses through increased risk. However, the empirical literature offers only limited 

evidence for such an effect (see Panel B of Table 2.4). Handa and Radhakrishnan (1991) find 

that on average, bondholders incur insignificant negative abnormal returns in the two weeks 

around an LR announcement, and significant positive gains immediate before the 

announcement date. Gupta and Rosenthal (1991) also report insignificant negative abnormal 

bond returns for longer time periods. A drawback of both these studies is that they work with 

small samples, which downward biases the detectability of any negative impact associated 

with LRs. Moreover, many of the firms undertaking LRs are under imminent takeover threat, 

which complicates the investigation of announcement returns. An indication of longer-term 

bondholder wealth losses is provided by frequent rating downgrades of post-LR firms by 

Moody‟s and Standard and Poor‟s. 

 

2.3.2.3. Corporate payout 

Many studies on how a firm can outright expropriate its creditors cite the classic case where 

the firm borrows cash to distribute dividends or repurchase shares. The creditor wealth 

implications of these transactions can also be driven by both wealth redistributions and 

signalling considerations. The signalling hypothesis (Bhattacharya, 1979; Kalay, 1980) 

suggests that redistributing cash flows to shareholders conveys positive information about the 

prospects of the firm. This holds for dividend increases in particular, which indicate a 

permanent commitment to higher payouts. However, these payout mechanisms also increase 

leverage, and in the absence of adequate protection, creditors may suffer losses as a result. 
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Table 2.5. The bondholder wealth effects of corporate payout. 

Study 

Sample 

period / 

country 

Deal type 
Event 

window 
N 

Abnormal 

bond 

return 

Benchmark 

Panel A: Dividends 

Woolridge (1983) 
1970-1977 

US 

Dividend increases Days 

[-10,10] 

248 0.10% 
Matching portfolios 

Dividend cuts 45 -0.55%
**

 

Handjinicolau and 

Kalay (1984) 

1975-1976 

US 

Dividend increases 
Days [-1,1] 

143 0.01% 
US Treasury bonds 

Dividend cuts 42 -0.48%
***

 

Jayaraman and 

Shastri (1988) 

1962-1982 

US 
Special dividends 

Days 

[-2,0], [-1,1] 

or [-1,0] 

65 0.02% US Treasury bonds 

Dhillon and 

Johnson (1994) 

1978-1987 

US 

Dividend increases 
Days [0,1] 

61 -0.37%
*
 

US Treasury bonds 
Dividend cuts 70 0.69%

***
 

Panel B: Share repurchases 

Dann (1981) 
1962-1976 

US 
All Days [0,1] 20 -0.33% Raw returns 

Maxwell and 

Stephens (2003) 

1980-1997 

US 

All 

Month [0] 

 

945 -0.19
***

 

US Treasury bonds 
Positive change 

  in firm value 
526 0.29

***
 

Negative change 

  in firm value 
397 -0.71

***
 

Notes to Table 2.5. This table summarizes univariate analyses of abnormal bond price changes around corporate 

payout announcements. * ,**, and ***
  
indicate significance at the 10, 5 and 1% level, respectively. 

 

There are numerous studies that examine the signalling versus wealth redistribution 

hypotheses of both dividend announcements and share repurchases. The evidence on the 

impact of dividends on bondholder wealth is mixed (see Panel A of Table 2.5). Dhillon and 

Johnson (1994) find that bond prices fall upon the announcement of dividend increases, which 

supports the wealth redistribution hypothesis. However, Jayaraman and Shastri (1988) find 

that the announcement of special dividends does not affect bondholders, which suggests that 

any wealth redistributions associated with increased leverage are offset by a positive 

signalling effect. Woolridge (1983) and Handjinicolau and Kalay (1984) provide further 

evidence for the signalling hypothesis by showing that unexpected dividend reductions reduce 

bondholder wealth, while dividend increases have no impact.  

Dann (1981) investigates the wealth effects of share repurchase announcements (see Panel 

B of Table 2.5). On the announcement day, he finds insignificantly negative abnormal bond 

returns and positive stock returns, which is indicative of both wealth redistribution and 

signalling effects. Maxwell and Stephens (2003) find much stronger evidence for both 

hypotheses, reporting significant bondholder losses on average, but sizeable gains in firms 

where shareholders respond favourably to the transaction. The authors also show that 
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bondholder losses are greater when the repurchase program is large, and when the firm‟s bond 

rating is non-investment grade. This suggests that share repurchase programs are still viewed 

by the market as a positive signal, but this is often insufficient to offset the bondholder losses 

that arise from increased default risk. Accordingly, Maxwell and Stephens (2003) report that 

rating agencies are twice as likely to downgrade as upgrade bond ratings after repurchase 

announcements. 

 

2.4. Concluding remarks and research agenda 

This chapter has provided a comprehensive overview of the empirical literature on how 

corporate restructuring affects bondholder wealth. As has been shown, evidence on 

restructuring and its consequences for the firm and its creditors remains patchy. This largely 

owes to the fact that restructuring is a complex and multidimensional event whose impact on 

creditor wealth is the net effect of a variety of factors. 

The validity of existing empirical results has come to be increasingly criticized for issues 

related to sample size, data quality and the methodologies employed. Kahle, Maxwell and Xu 

(2005) find that the various methodologies historically used to examine bondholder wealth 

changes, such as mean-adjusted models, value-weighted portfolio approaches and factor 

models may be subject to serious misspecification. The authors stop short of naming a single 

best methodology. Rather, they propose that bonds should be priced using matched equal-

weighted portfolios or individual bonds, and that these two methods are largely complements 

rather than substitutes. Some general guidelines are also drawn, which warn that much of the 

empirical evidence should be treated with caveats and call for future research in most areas. 

An equally important gap in the existing literature is the lack of related studies on the 

stakeholder-oriented governance systems of Continental Europe and Japan. Existing US 

studies unambiguously show that corporate restructuring can trigger significant wealth 

transfers between bondholders and shareholders, which suggests that creditors are not fully 

protected against deliberate wealth expropriation. In stakeholder-oriented systems, the greater 

power of banks and other risk-averse stakeholders dictates that corporate restructuring may be 

more creditor-friendly. This is captured by the European M&A study contained in Chapter 3 

of this thesis, the first non-US paper in this field. Until recently, the potential for research on 

stakeholder-oriented regimes was also constrained by the limited number of marketable debt 

issues by restructuring firms, which are the only instruments that allow for a direct 

investigation of this issue. On-going developments in the international corporate environment 
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now demand greater attention being paid to these countries. In Europe in particular, market 

deregulation, increased competition, economic and financial integration, new tax and 

accounting regulations, as well as recent struggles with pension reform have not only 

triggered frantic restructuring activity, but also set off a gradual convergence of stakeholder-

oriented governance regimes towards the market-oriented model. This comes at a time when 

market-oriented systems are being increasingly questioned in their ability to control agency 

problems themselves, not least due to the recent massive overinvestment in the US technology 

sector and some of the biggest corporate scandals in history. 

 



 

 



 

 



 

 

 

 

 

 

 

Chapter 3 

 

 

Bond Performance in Mergers and Acquisitions: 

The Impact and Spillover of Governance and Legal 

Standards 

 

 

 

3.1. Introduction 

The global market for corporate control has evolved immensely over the past decade in terms 

of both size and diversity. One hotly debated aspect of this trend is the huge diversity of the 

very countries where mergers and acquisitions (M&As) take place. Countries differ 

considerably in their governance structures, accounting standards and disclosure practices, 

and protect investors to varying degrees. This has obvious economic implications in cross-

border M&As in particular, where governance and legal spillovers have been shown to affect 

shareholder returns (Goergen and Renneboog, 2004; Kuipers, Miller and Patel, 2003), the 

takeover premium demanded by target shareholders (Starks and Wei, 2004), the choice of 

target firms (Rossi and Volpin, 2004), and even the valuation of entire industries (Bris and 

Cabolis, 2002). 

If stock performance exhibits great cross-country variation around M&A announcements, 

so should the performance of corporate bonds. From the perspective of bondholders, two 

notable features set countries apart: the extent of creditor influence on corporate decision 

making and the quality of legal protection afforded creditors. Creditor influence is primarily a 

function of the corporate governance regime in place. In the Anglo-American market-oriented 

regimes, creditors are seen as independent parties contracting with the firm and maintaining a 
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largely arm‟s-length relationship with it (Jensen and Meckling, 1976). In the stakeholder-

oriented regimes of Continental Europe, the creditor-firm relationship is very different. Banks 

act as concentrated lenders and delegated monitors, and actively participate in corporate 

governance along with other risk-averse stakeholders (Diamond, 1991). This dictates that 

M&As should be more bondholder-friendly in stakeholder-oriented systems than in the 

Anglo-American world, and that the cross-border deals which combine the two regimes 

should induce considerable governance spillovers. 

Another important aspect of cross-border M&As is that they combine firms from 

jurisdictions which protect creditors to varying degrees. La Porta et al. (2000) argue that there 

are limitations to the functional spillover of creditor rights, because corporate assets remain 

under the jurisdiction of the country where they are physically located. However, exposure to 

a more creditor-friendly jurisdiction should still prompt management to avoid excessive risk-

taking, by exacerbating the threat and implications of insolvency proceedings against the firm 

if it goes into financial distress. Creditors may further intensify this threat through jurisdiction 

shopping, whereby they race against management and each other to seek out a jurisdiction 

that best supports their legal position and ensures maximum satisfaction for their claims. 

Legal arbitrage by powerful secured creditors is not at all hypothetical, and is strongly 

encouraged by the recent wave of bankruptcy law reforms which enhance jurisdictional co-

operation in cross-border insolvencies and largely defeat the territoriality principle referred to 

by La Porta et al. (2000). The ensuing reduction in the agency costs of debt should benefit all 

creditor classes in the firm, whether or not they have the ability or incentive to access other 

jurisdictions themselves. 

Existing studies on bondholder wealth preclude the impact of such institutional factors by 

confining their focus to US domestic deals. Rather, they test three main hypotheses on the risk 

effects of M&As. Firstly, bondholders benefit at the expense of shareholders from reduced 

risk through a co-insurance of cash flows, which is likely to be greater in diversifying deals 

(Galai and Masulis, 1976). Secondly, shareholders may seek to reverse bondholder gains by 

increasing leverage at the event or thereafter (Dennis and McConnell, 1986). And thirdly, 

bondholder wealth is affected by the relative pre-merger riskiness of bidder and target 

(Shastri, 1990). Overall, there is little evidence of bondholders benefiting from M&As at all. 

Billett, King and Mauer (2004) report losses for bidder bondholders, while target bondholders 

gain in junk-grade but lose in investment-grade firms. Earlier, Eger (1983) reports significant 

gains, but she only considers stock-for-stock deals to omit wealth reversals through the 

payment method. Maquieira, Megginson and Nail (1998) confirm the same gains for non-
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diversifying deals only, where more wealth is created but the scope for co-insurance is 

limited. Kim and McConnell (1977), Asquith and Kim (1982), Walker (1994) and Dennis and 

McConnell (1986) find that bondholders are insignificantly affected by M&As. 

This chapter expands on these results by showing how cross-country differences in 

governance and legal standards affect bond performance in European bidding firms around 

M&A announcements. I use euro- and sterling-denominated Eurobonds to investigate bond 

price changes in both domestic and cross-border deals across Europe. These securities are 

highly standardized and very liquid, which permits the direct comparison of their returns 

across multiple countries (Gabbi and Sironi, 2005). However, they also limit the scope of my 

analysis to investment-grade bidding firms, since junk-grade Eurobonds are rarely issued, and 

the large, creditworthy issuers are rarely targeted by takeover bids. It is also worth pointing 

out that Eurobonds holders are prevented from entering insolvency arbitrage, because 

Eurobond contracts always specify a governing law. Nonetheless, they should be highly 

sensitive to changes in the position and bargaining power of diligent secured creditors vis-à-

vis the firm, because they hold unsecured claims ill-protected by covenants and have little 

credibility themselves in threatening with insolvency litigation. 

The empirical results presented in this chapter show that cross-country differences in 

governance and legal standards are indeed as strong predictors of bond performance in M&As 

as either deal or firm characteristics. Firstly, bidder bonds perform systematically better 

ceteris paribus in deals involving Continental European firms, and actually earn significantly 

positive abnormal returns. This finding is consistent with the strong representation of creditor 

interests in stakeholder-oriented governance regimes compared with the market-oriented 

systems of the Anglo-American world. Creditor participation in corporate governance may 

also explain why the bondholders of Continental European bidders are less sensitive than their 

UK peers to a deal‟s asset and financial risk implications, but respond strongly to any 

governance-related risks and uncertainties which may dilute the position of creditors vis-à-vis 

the firm.. 

Secondly, there is substantial variation in bond performance depending on whether the deal 

is domestic or cross-border. All else equal, bidder bonds underperform in cross-border M&As 

relative to domestic deals. This may reflect concerns over informational asymmetries, as well 

as the added legal uncertainties and inefficiencies associated with the default of 

internationally diversified firms. However, cross-border deals also induce highly significant 

governance and creditor protection spillovers, such that bonds perform better when their firm 

becomes exposed to a stakeholder-oriented governance regime or a jurisdiction with better 
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creditor rights and debt enforcement. It is remarkable that Eurobond holders respond so 

strongly to such considerations, because not only are they prevented from insolvency 

arbitrage, but their firms tend to be large and internationally diversified already. What this 

demonstrates is that creditor protection spillovers do lead to a general reduction in the agency 

costs of debt, thereby benefiting all creditor classes regardless of their seniority. 

My results also provide other interesting additions to the literature. I find that bidder 

bondholders benefit less from takeover bids made for public targets. Bonds perform better 

when the target is relatively small, and bondholders are generally perceptive of changes in 

both asset risk and financial risk. Finally, bidder bonds fare better when the target 

shareholders are approached directly with a tender offer, circumventing management. 

The remainder of this chapter is outlined as follows. Section 3.1 reviews the theoretical 

literature and makes prior conjectures on the drivers of bondholder wealth changes. Section 

3.2 contains descriptive statistics on the sample and describes the methodology. Section 3.3 

provides an extensive discussion of the empirical results, while Section 3.4 describes 

robustness checks and possible extensions. Finally, Section 3.5 allows for some concluding 

remarks. 

 

3.2. Theoretical background and conjectures 

3.2.1. The theory of bondholder wealth in M&As 

Finance theory suggests that M&As can have many different effects on bondholders. Early 

studies postulate that bondholders benefit from a co-insurance of cash flows. If two firms 

with imperfectly correlated cash flow streams merge, their combined cash flow volatility 

becomes lower, reducing default risk and increasing debt capacity (Levy and Sarnat, 1970). 

The co-insurance effect is likely to be stronger in diversifying or conglomerate deals where 

there is little or no economic relationship between the merging parties. Thus, it is customarily 

conjectured that bondholders gain more from diversifying than from non-diversifying M&As. 

However, diversifying deals tend not to create new wealth because they neither provide 

operating efficiencies nor increase product or factor market power (Berger and Ofek,1995). 

Then, any bondholder gains must come from mere redistributions of shareholder wealth, 

whereby an increase in bond prices coincides with an offsetting reduction in share prices 

(Higgins and Schall, 1975; Galai and Masulis, 1976). 
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Dennis and McConnell (1986) argue that bidding firms may seek to reverse such wealth 

redistributions by financing their acquisitions with leverage. A cash offer typically requires 

debt financing because most bidders have limited cash and liquid assets (Faccio and Masulis, 

2005). Thus, it tends to increase default risk in the combined firm as well as reduce the 

collateral available to bondholders. If the bidder offers equity, no assets leave the firm and 

financial distress costs are reduced. Ultimately, this suggests that bondholders benefit more 

from equity-financed acquisitions. Still, we cannot discount the agency and signalling effects 

associated with equity financing. In the spirit of Myers and Majluf (1984), DeAngelo, 

DeAngelo and Rice (1984) point out that bidding firms prefer to make an equity offer if they 

believe that their stock is overvalued. If the market interprets such an offer as bad news on the 

firm‟s future expected cash flows, as Mitchell and Stafford (2000) indeed find, this may also 

deteriorate bondholder sentiment. 

It is notable that the above conjectures intuitively separate asset risk effects associated with 

business operations and financial risk effects associated with financing operations. This 

distinction from the perspective of bondholders is formalized by Shastri (1990). The author 

derives predictions on the risk effects of M&As by comparing the relative pre-merger 

riskiness of bidder and target. Asset risk in the combined firm can differ from the asset risks 

of the merging firms because they have different levels of asset volatility to begin with and/or 

because their asset volatilities are imperfectly correlated. Overall, a reduction in asset risk 

increases, while an increase in asset risk decreases bondholder wealth. The impact of the risk 

change depends on its size but also on the pre-merger risk of debt, such that riskier bonds 

should benefit more from a risk reduction and safer bonds should lose more from a risk 

increase. 

Shastri (1990) and subsequent empirical papers relate financial risk effects specifically to 

leverage. The default risk induced by financing operations may actually be better captured by 

alternative measures. For example, financial markets generally regard interest coverage as 

being a better proxy for financial risk, and Standard and Poor‟s and Moody‟s also use interest 

coverage for their ratings decisions. Whatever the measure used, financial risk in the 

combined firm will differ from the financial risks of the merging parties unless the two are 

identical pre-merger. Then, a reduction in financial risk increases, while an increase in 

financial risk decreases bondholder wealth. Of course, the overall change in financial risk 
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will be affected by the risk changes arising from post-merger financing operations or as a 

result of the payment method
2
. 

The risk implications of other firm and deal characteristics are not unambiguous. 

Nonetheless, they may still have an indirect impact on credit risk, if only through affecting 

projected efficiency gains which influence the combined firm‟s ability to service its fixed debt 

obligations. A critical problem relates to the relative size of bidder and target. On one hand, 

large targets create greater scope for co-insurance effects and contribute more assets to the 

combined firm, adding debt capacity (Hovakimian, Opler and Titman, 2001). On the other, 

there should be a limit to the absorption capacity of bidding firms. Large deals are harder to 

implement successfully and there are greater uncertainties around the realization of synergies. 

Thus, the efficiency gains associated with acquisitions of smaller targets should be relatively 

larger (Bhagat et al., 2005). It is also possible that larger acquisitions are more driven by 

managerial hubris or empire building aimed at creating large, diversified firms with low risk 

(Jensen, 1986; Wulf, 2004). In their empirical study, Billett, King and Mauer (2004) provide 

strong evidence that bidder bonds do in fact perform better when the target firm is relatively 

small. 

Wealth creation in M&As has also been linked to the public status of the target firm in 

recent empirical research. Deals involving unlisted targets have been shown to generate better 

returns for bidder shareholders, and existing studies have been unable to fully explain why. It 

is plausible that the higher gains are driven by limited competition, which may come from the 

bidder specificity of private acquisitions and increase the likelihood of underpayment for 

target firms (Chang, 1998). Otherwise, Faccio, McConnell and Stolin (2006) find that the 

gains persist over time and across countries, and are invariant to size, ownership structure, 

industry focus, information leakages, and the payment method
3
. It is unclear ex-ante whether 

bondholders should also be affected by such a listing effect. 

                                                 

2
 Shastri (1990) argues that wealth shifts may also occur between bidder and target bondholders based on 

seniority. Differences in debt maturity may induce a seniority effect, whereby shorter maturity debt becomes 

effectively senior to longer maturity debt. We do not test this prediction due to limited data availability. 

3
 Chang (1998) compares equity-financed acquisitions of private firms to private equity placements, where 

monitoring is improved and informational asymmetries are reduced by the emergence of new blockholders (the 

concentrated target owners). Accordingly, the abnormal stock gains associated with the takeovers of private 

firms are highest when an equity offer is made (Fuller, Netter and Stegemoller, 2002); Moeller, Schlingemann 

and Stulz, 2004). 
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The type of and attitude towards a takeover bid are also related to projected synergy levels 

and the disciplining of target management. Negotiated deals are typically friendly and 

prescribe the co-operation of the target firm‟s incumbent managers. Thus, they are more likely 

to be driven by hubris and empire building. Conversely, tender offers may be associated with 

greater wealth creation, as they bypass target management and indicate greater confidence in 

the bidder‟s ability to realize efficiency gains (Loughran and Vijh, 1997). In tender offers, the 

premium paid to the target shareholders is also higher, especially when the hostility of the bid 

leads to aggressive bargaining (Schwert, 2000). Nonetheless, Bhagat et al. (2005) find no 

evidence that tender offers would induce bidders to overpay for target firms. 

 

3.2.2. The impact of cross-country differences in governance and legal standards 

The comparative governance literature observes a great deal of variation in the extent that 

countries accommodate creditor versus shareholders interests. The two notable features which 

set countries apart from the perspective of creditors are (i) the level of influence creditors and 

other risk-averse stakeholders have over corporate decision making, and (ii) the quality of 

legal protection afforded creditors. 

The extent of creditor influence in individual countries is largely attributable to the 

corporate governance regime in place. In the common law Anglo-American world, strong 

investor rights and stringent disclosure requirements encouraged the emergence of market-

oriented governance systems. These regimes basically view creditors and other stakeholders 

as independent parties contracting with the firm and maintaining a largely arm‟s-length 

relationship with it (Jensen and Meckling, 1976). In the civil law-based stakeholder-oriented 

systems of Continental Europe and Japan, the dynamics of the creditor-firm relationship are 

very different. Banks act as concentrated lenders and delegated monitors, and may use a 

variety of mechanisms to support their participation in corporate governance, including the 

delegation of board members, share ownership, and proxy voting (Diamond, 1991; Goergen 

and Renneboog, 2003). Other risk-averse stakeholders may equally hold considerable power 

in the firm, most notably employees who also tend to have board representation. Overall, the 

greater influence of banks and other stakeholders dictates that bondholders benefit more from 

M&As in stakeholder-oriented governance regimes. One implication of this influence is that 

firms may be forced to compensate for any risk increases arising from M&As, or be blocked 

from proceeding with risk-increasing deals altogether. Of course, conflicts of interest cannot 

be ruled out between bondholders and the powerful banks that exert control, especially if the 
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bondholder claims are unsecured (La Porta et al., 1998). Nonetheless, close bank monitoring 

should prevent managers from what is excessive risk-taking, and this should benefit all 

creditor classes through a reduction in the agency costs of debt. 

The quality of legal protection afforded creditors shows some resemblance in countries 

with the same type of legal and governance regime. La Porta et al. (1998) make the notable 

observation that on average, common law countries offer stronger creditor protection than do 

civil law – especially French civil law – countries. Still, there is enormous variation even 

within particular families of legal regimes in the extent that creditors are protected. For 

example, creditor rights are very strong and strictly enforced under English insolvency law, 

but they are relatively weak and subject to judicial discretion under the softer US approach 

(Sussman, 2005). La Porta et al. (1998) report similar differences within the family of civil 

law regimes, such as between the pro-creditor Netherlands and the pro-debtor France. 

These fundamental cross-country differences in legal standards should carry paramount 

importance in cross-border M&As in particular. From the perspective of bondholders, cross-

border M&As already exhibit some distinct peculiarities relative to domestic deals. On one 

hand, cross-border diversification is comparable to industrial diversification in terms of its co-

insurance benefits, and thus should induce a similar wealth transfer from shareholders to 

bondholders (Denis, Denis and Yost, 2002; Moeller and Schlingemann, 2005). On the other, 

cross-border deals can have significant disadvantages relative to domestic ones. Firstly, even 

if the projected efficiency gains are considerable, estimating and capturing these is more 

complicated due to the greater informational asymmetries and potential clashes in corporate 

culture.  Secondly, bondholders may suffer from the added legal uncertainty and inefficiency 

associated with the insolvency of internationally diversified firms. In cross-border insolvency 

cases, there have always been the problems of whether creditors could participate in foreign 

proceedings on an equal footing, and whether certain types of claims could be rejected or left 

without recognition (Omar, 2006). Arguably, creditors may even have difficulty informing 

foreign courts of the existence of their claims, either because the costs of doing so are 

prohibitive, or simply because they are given late notice of the insolvency proceedings. These 

drawbacks of cross-border diversification are substantial enough to conjecture that 

bondholders benefit less from cross-border M&As that they do from domestic ones. 

One hotly debated aspect of cross-border M&As is the cross-border spillovers these deals 

induce in governance and legal standards. Existing studies show clear evidence that such 

spillovers occur and prompt strong reactions from shareholders. Goergen and Renneboog 

(2004) and Kuipers, Miller and Patel (2003) find that abnormal stock returns around M&A 
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announcements are higher when the merging party‟s home country has a market-oriented 

governance regime, offers better shareholder protection, and has superior accounting 

standards. In a related paper, Starks and Wei (2004) show that the same factors reduce the 

takeover premium demanded by target shareholders in deals where they are offered stock in 

the surviving entity. Bris and Cabolis (2002) show that these spillovers have non-trivial 

economic implications, so much so that they can change the valuation of entire industries 

where the cross-border deals occur. 

Governance spillovers should also affect bondholders, to the extent that they affect 

stakeholder participation in corporate governance and thus the agency costs of debt. I 

conjecture that bondholders benefit more from cross-border M&As which involve firms from 

stakeholder-oriented governance regimes. Such deals should ensure at least some degree of 

influence by creditors and other risk-averse stakeholders, irrespective of the type of 

governance regime in the surviving entity‟s home country. This is because cross-border 

targets are either maintained as a foreign subsidiary or merged into an existing subsidiary in 

the same country. Regulatory requirements for stakeholder representation also apply to the 

subsidiaries of foreign firms, however diluted in countries such as France, Germany or the 

Netherlands. 

The existing corporate governance literature attributes only limited relevance to cross-

border spillovers in the legal protection of creditors. La Porta et al. (2000) argue that there are 

limitations to the functional spillover of creditor rights, because corporate assets remain under 

the jurisdiction of the country where they are physically located. This territoriality principle 

is often referred to as the “grab rule”; each local court takes the assets located in its 

geographic jurisdiction and distributes them only to those creditors who come to the court to 

present their claims (Felsenfeld, 2000). 

However, bondholders can clearly benefit from cross-border M&As which expose their 

firm to a jurisdiction with better creditor protection. Firstly, exposure to a more creditor-

friendly regime can exacerbate the threat and implications of insolvency proceedings against 

the firm if it goes into financial distress. This threat can still be increased even if the firm is 

already present in that regime, because the more assets are up for grabs, the greater the 

incentives of creditors to pursue them. The differences in creditor rights between France and 

the UK, discussed by Davydenko and Franks (2007), provide a useful illustration of this issue. 

In France, insolvency proceedings are court-administered and strive to maintain the firm as a 

going concern. Even secured creditors have little confidence in recovering their debts, 

because their claims are subordinated to government and employee claims, and they can 
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neither seize the security nor control the timing and method of collateral realization. In 

contrast, creditors in the UK have extensive powers in realizing the collateral, and have strong 

incentives to race against management and each other to do so. In fact, a creditor with a 

floating charge can sell the entire firm and its assets without considering the interests of other 

claimants, and even unsecured creditors have some liquidation rights. 

Secondly, it is not actually certain that a firm‟s assets remain under the jurisdiction of the 

country where they are physically located. The complexities of administering cross-border 

insolvencies have inspired a worldwide wave of bankruptcy law reforms to enhance co-

operation among the national authorities. A key template for these reforms has been the 

Model Law on Cross-Border Insolvency drafted by the United Nations Commission for 

International Trade Law (UNCITRAL) in 1997. The Model Law puts a single jurisdiction in 

charge of insolvency proceedings on a worldwide basis, thereby seeking to reduce legal 

uncertainty, prevent firms from concealing assets or transferring them to foreign jurisdictions, 

and ensure the fair treatment of all creditors. The main proceeding is opened in the country 

where the firm‟s centre of main interests is, and any concurrent proceedings co-operate as 

secondary or non-main proceedings. The Model Law, which proposes what is a modified 

form of the universality principle rather than territoriality, has now been enacted in a range of 

countries, but it has often simply formalized, as was the case in the US, similar frameworks 

already in place
4
. 

One critical aspect of such jurisdictional co-operation is that it may actually encourage 

creditors to arbitrage their firm‟s exposure to multiple jurisdictions. This phenomenon is 

known as jurisdiction (or forum) shopping; if the firm becomes distressed, creditors may race 

against management and each other to seek out a creditor-friendly jurisdiction to strengthen 

their legal position and obtain maximum satisfaction for their claims. Cross-border M&As can 

                                                 

4
 The Model Law was drafted using previous international agreements on cross-border insolvency, including the 

Nordic Bankruptcy Convention of 1933, the Montevideo and Bustamente Conventions in force in much of South 

America, as well as the Convention on Insolvency Proceedings of the European Union, later enacted as the 

European Insolvency Regulation of 2000. The US did not have such a formal agreement in place until it 

introduced the Model Law into its bankruptcy code as Chapter 15 in 2005. However, the US system had already 

applied a modified form of universality, such that it claimed worldwide jurisdiction over firms incorporated in 

the US, but was also prepared to co-operate with and possibly recognize the rulings of concurrent proceedings 

abroad to prevent the unequal treatment of foreign creditors (Lechner, 2002). 
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clearly increase the scope for jurisdiction shopping, thereby further enhancing creditor 

protection spillovers
5
. 

How jurisdictional co-operation can encourage jurisdiction shopping is best demonstrated 

by the framework adopted by the European Union (EU). By implementing the European 

Insolvency Regulation (EIR) in 2000
6
, the EU introduced what is the broadest and most 

effective international agreement on cross-border insolvency. The EIR identifies a main 

proceeding based on the insolvent firm‟s centre of main interests, but also allows creditors, 

wherever domiciled in the EU, to initiate non-main proceedings in any member state where 

the firm has an establishment. This rule clearly facilitates insolvency arbitrage. For example, 

it allows French creditors to enforce their claims in the UK, even if the firm‟s centre of main 

interests is in a third country. Remarkably, this right also extends to taxation and social 

security authorities, thereby eliminating the traditional rule against the enforcement of foreign 

revenue debts. The definition of an establishment is fairly lenient, such that it may even 

encompass a commercial agent of the firm (Freshfields Bruckhaus Deringer, 2004)
 7

. 

Insolvency arbitrage can also be encouraged by ambiguities as to where a firm‟s centre of 

main interests actually is (Franken 2005). A major source of legal conflicts is that the centre 

of main interests can be defined both as the firm‟s country of incorporation (incorporation 

doctrine) and the country where the firm‟s headquarters are (real seat doctrine), opening it up 

to many competing interpretations
8
. Under the EIR, this unanticipated race-to-court aspect has 

                                                 

5
 Forum shopping by creditors is a well-known phenomenon even within the US, and explains the popularity of 

the specialized bankruptcy courts of Delaware and New York. While the US bankruptcy code is federal, state 

courts enjoy considerable judicial discretion and protect creditor interests to varying degrees. Firms sometimes 

file for Chapter 11 bankruptcy preemptively to give them leverage against creditors. When they do not, however, 

creditors can submit an insolvency filing against the firm in any state in which it has an insolvent affiliate (BIS, 

2002). 

6
 European Council Regulation No. 1346/2000 on insolvency proceedings. 

7
 Establishment is defined as meaning any „place of operation where the debtor carries out a non-transitory 

activity with human means and goods‟. 

8
 An important source of legal conflicts is that the centre of main interests can be defined both as the firm‟s 

country of incorporation (incorporation doctrine) and the country where the firm‟s headquarters are (real seat 

doctrine). The incorporation doctrine is typically followed by common law and the real seat doctrine by civil law 

regimes, but there are some exceptions e.g. Denmark and the Netherlands which have civil law systems but 

adhere to the incorporation doctrine. The EIR presumes that the place where the firm is incorporated constitutes 

the centre of main interests. However, a showing that the firm conducts the administration of its interests on a 

regular business in another member state and is recognized to do so by third parties can defeat this presumption. 
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lead to English administrators shifting a number of insolvency cases from Continental Europe 

to the UK, most famously ISA Daisytek, MG Rover and Enron Directo. That creditors can do 

the same to strengthen their legal position was recently demonstrated by the Bank of America, 

which preemptively got Eurofood, the Irish subsidiary of Parmalat, under Irish jurisdiction 

despite a later challenge by Italy before the European Court of Justice. 

To conclude, I strongly expect that bondholders benefit more from those cross-border 

M&As which expose their firm to a jurisdiction with better creditor protection. New or 

increased exposure to a more creditor-friendly jurisdiction should increase pressure on 

management to reduce the probability of financial distress by avoiding excessive risk-taking. 

This pressure can only be exacerbated if opportunities exist for insolvency arbitrage, because 

a diligent or astute creditor should always have the incentive to exploit disparate priority rules 

and other differences in creditor protection. 

The ensuing reduction in the agency costs of debt should benefit all creditor classes, 

whether or not insolvency arbitrage is a feasible option to them. Some creditors may not want 

to access other jurisdictions because they have security rights (rights in rem) over assets in a 

particular country
9
. Eurobonds holders are prevented from insolvency arbitrage altogether, 

because Eurobonds are issued outside the issuer‟s domicile and thus always specify a 

governing law to prevent legal conflicts (Esho, Sharpe and Tchou, 2004). They should 

nonetheless be highly sensitive to improvements in the position and bargaining power of 

diligent creditors vis-à-vis the firm which deter management from excessive risk-taking. This 

is because the threat of insolvency litigation is generally less credible on their part, given that 

they hold unsecured claims ill-protected by covenants and have no incentive to liquidate 

distressed firms because of their minimal recovery percentages. 

 

3.3. Data selection and descriptive statistics 

3.3.1. Data selection 

I compile a list of M&A announcements from the Mergers and Acquisitions Database of the 

Securities Data Corporation (SDC). Transactions classified as acquisitions of assets and 

minority interests are excluded. I require that the bidding firms (i) be domiciled in Europe, (ii) 

be publicly listed, and (iii) have fixed-rate euro- or sterling-denominated Eurobonds. I 

                                                 

9
 Rights in rem remain subject to the jurisdiction of the country where the assets are located and are strongly 

protected by the EIR. This should guarantee a relatively high percentage recovery to the creditors that hold them. 
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exclude banks, insurance companies, and other financial firms (SIC codes 6000-6900). The 

sample period runs from 1995 to 2004; data requirements for the construction of pricing 

benchmarks, described below, prevent pre-1995 deals being included. I exclude all bonds with 

special features e.g. those that are callable, puttable, or perpetual. These features have strong 

pricing implications and their occurrence is otherwise rare among Eurobonds. 

The use of Eurobonds confines the scope of my analysis to creditworthy investment-grade 

issuers, because the negligible size of the junk-grade Eurobond market prohibits reliable 

pricing in this segment entirely. A notable feature of these firms is that they tend to be large 

and internationally diversified already, which should in fact play down the relevance of cross-

country variations in governance and legal standards for their bondholders. Ultimately, this 

dictates that whatever effects I may observe for Eurobond issuers are likely to be more 

pronounced for firms which do not share the same characteristics. 

The use of Eurobonds rather than domestic bonds is necessary for two reasons (Gabbi and 

Sironi, 2005). Firstly, they are highly standardized, which makes them much better suited for 

the comparison of bond returns across multiple countries. Eurobonds are typically in bearer 

form, are mostly unsecured, and carry few covenants because investors find them too costly to 

enforce. That the junk-grade segment of the Eurobond market is so thin is exactly because 

investors are reluctant to accept such ill-protected securities from low quality borrowers. 

Another source of standardization is that Eurobonds tend to be governed by English common 

law
10

 and listed on the Luxembourg Stock Exchange
11

. Secondly, Eurobonds are issued in 

relatively large amounts and are normally exempt from withholding tax
12

. This attracts huge 

demand for these securities by a very diverse set of (mostly institutional) investors, which in 

turn makes the Eurobond market highly competitive, efficient and liquid with a minimal risk 

                                                 

10
 The choice of governing law is typically negotiated between the underwriter and the issuer. UK law is 

generally preferred because it permits the inclusion of collective action clauses in the bond contract, thereby 

allowing for the timely and orderly renegotiation of the contract terms if the issuer defaults on the repayments. In 

addition, UK law allows greater scope for the bond trustee to negotiate with the issuer, which sits well with 

Eurobond investors who tend to prefer anonymity (Smith and Walter, 1997). 

11
 The Luxembourg Stock Exchange was among the first to relax Eurobond issuing procedures in 1990. It also 

has other advantages such as low fees, no withholding tax, and the quick approval of new listings. 

12
 Eurobonds are usually exempted from withholding tax if they are exchange-listed and widely distributed. The 

latter condition requires the bonds to have a modest face value, usually a few thousand euro. 
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of price anomalies
13

. In fact, of the bonds issued by European firms only Eurobonds constitute 

a market that is sufficiently large and liquid to allow for the construction of robust pricing 

benchmarks. 

I collect bond prices from the Reuters Fixed Income Database. All prices are dealer quotes, 

which can contain matrix prices that are not separated from actual trade data. Matrix prices 

are not driven by firm-specific information, which actually biases against finding significant 

results. Still, the high liquidity of Eurobonds should ensure that the data reflect actual trades. 

Bond ratings are obtained from Standard and Poor‟s or, when unavailable, Moody‟s Investors 

Service.  

Abnormal bond returns are defined as the sum of the monthly abnormal returns in the two 

months surrounding the deal announcement (i.e. months -1 and 0). I select this time window 

to account for information leakages (Warga and Welch, 1993), and to ensure that my results 

are comparable to those reported in the seminal study by Billett, King and Mauer (2004). 

Consistent with the recent literature, I treat each issuer of multiple Eurobonds as a value-

weighted portfolio of its bonds, where the weights are based on the market value of each bond 

two months before the announcement. When a firm has both euro- and sterling-denominated 

Eurobonds outstanding, the sterling market value is converted into euro. The abnormal 

monthly returns are computed using a matching portfolio method, described in Appendix 

3.1.1. I construct 40 reference Eurobond portfolios segmented by currency (euro and sterling), 

credit rating (BBB, A, AA and AAA) and duration (1-3, 3-5, 5-7, 7-10 and 10+ years). Each 

portfolio must contain a minimum of 10 bonds; where this condition is not satisfied, I use one 

of 16 reserve portfolios created in two duration categories (1-5 and 5+ years). In the spirit of 

Kahle, Maxwell and Xu (2005), I use duration as an alternative criterion to time-to-maturity. 

Time-to-maturity is customarily used to construct pricing benchmarks, including by Lehman 

Brothers and iBoxx. However, it does not account for coupon bias, in that it assumes that a 

bond‟s risk sensitivity is independent of its coupon payments (Duffee, 1998). 

I compute both equal- and value-weighted returns on the matching portfolios, with the 

value-weighted approach using weights based on the bonds‟ market values two months before 

each deal announcement. Kahle, Maxwell and Xu (2005) make a strong argument for the use 

of the equal-weighted benchmarks rather than the customarily used value-weighted ones. The 

                                                 

13
 It is well-known that retail investors often acquire Eurobonds for tax minimization purposes. Still, in some 

countries they are forbidden from holding bearer securities altogether. We do not expect these peculiarities to 

materially influence our results, as retail investors account for a relatively modest share of Eurobond holdings. 
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authors find that the value-weighted approach suffers more from positive skewness, leading to 

a lower rejection region for negative abnormal returns and a higher rejection region for 

positive abnormal returns. I also find support for this result, but the use of the value-weighted 

portfolios does not affect my empirical outcomes. 

Finally, I also calculate abnormal stock returns in order to identify any wealth 

redistributions between shareholders and bondholders. Stock price data are collected from 

Datastream. To ensure the comparability of the bond and stock returns, the abnormal stock 

returns are also defined as the sum of the monthly abnormal returns in months -1 and 0. The 

monthly abnormal returns are computed as the monthly raw stock returns minus the returns on 

the benchmark equity index of the issuer‟s domicile. 

Before proceeding to the empirical analysis, it is useful to determine what constitutes 

economically significant abnormal returns. Brown and Warner (1980) set the economic 

significance of abnormal stock returns at 1%, or about one-sixth of the historical yearly stock 

market risk premium. Kahle, Maxwell and Xu (2005) argue that the economic significance of 

abnormal bond returns should be lower given the lower market risk premium that bonds earn 

relative to shares. The authors infer that if the typical bond earns a risk premium of 1.75% per 

year, abnormal bond returns exceeding 0.25% should already be regarded as being 

economically significant. Given that the risk premium demanded on high quality Eurobonds is 

generally low, I can safely adopt the same threshold. 

 

3.3.2. Descriptive statistics 

Descriptive statistics on my sample firms are provided in Table 3.1. Accounting data are 

obtained from Worldscope and are measured at the fiscal year-end preceding the deal 

announcement. Market capitalization and the book value of assets are expressed in 2004 

prices using the appropriate consumer price indices and, where applicable, converted into 

euro. Return on assets (ROA), asset risk, leverage, and interest coverage are defined in 

Appendix 3.1.2. In the spirit of Billett, King and Mauer (2004), I compute each firm-level 

variable for bidding and target firms as well as their combinations (not shown in Table 3.1). 

For example, the combined asset risk is defined as the portfolio standard deviation of 

unlevered bidder and target stock returns, where the weights are based on each firm‟s market 

value of assets (the sum of the book value of assets and market capitalization). 

Panels A and B of Table 3.1 report descriptive statistics for the full sample of bidding 

firms  and  the largest balanced sample of bidding and target firms,  respectively.  Panel  A 
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Table 3.1. Descriptive statistics. 

Panel A: Unbalanced sample 

Bidding firms  N Mean Median Std. dev. Min. Max.  

Market capitalization (millions of 2004 euro)  225 20,217 9,399 35,449 865 335,284  

Assets (millions of 2004 euro)  225 27,949 12,407 39,950 953 246,959  

Return on assets  225 7.6% 7.1% 6.5% -22.2% 33.6%  

Leverage  225 0.31 0.30 0.16 0.01 0.86  

Interest coverage  225 5.9 4.0 15.2 -21.3 224.5  

Asset risk (std. dev. of unlevered stock returns)  225 0.06 0.06 0.03 0.02 0.17  

Number of bonds per firm  225 2.76 2 2.39 1 16  

Bond maturity (years remaining)  225 6.60 5.88 3.42 1.48 21.38  

Bond duration (years)  225 5.14 4.93 1.93 1.41 12.07  

Bond rating  225 4.35 4 2.01 1 10  

Panel B: Balanced sample 

Bidding firms  N Mean Median Std. dev. Min. Max.  

Market capitalization (millions of 2004 euro)  75 24,509 9,373 48,319 864,549 335,284  

Assets (millions of 2004 euro)  75 24,351 15,689 33,086 1,572 230,385  

Return on assets  75 7.9% 7.6% 7.4% -22.2% 27.2%  

Leverage  75 0.28 0.25 0.16 0.01 0.69  

Interest coverage  75 8.2 4.1 25.9 -5.9 224.5  

Asset risk (std. dev. of unlevered stock returns)  75 0.07 0.06 0.03 0.02 0.13  

Target firms  N Mean Median Std. dev. Min. Max.  

Market capitalization (millions of 2004 euro)  75 5,301 964 15,117 13 118,343  

Assets (millions of 2004 euro)  75 4,475 1,480 7,405 16 36,768  

Return on assets  75 4.5% 8.3% 17.5% -75.7% 35.0%  

Leverage  75 0.23 0.21 0.18 0.00 0.65  

Interest cover  75 36.3 4.3 366.4 -805.6 3,054.0  

Asset risk (std. dev. of unlevered stock returns)  75 0.10 0.08 0.08 0.02 0.51  
         

Note to Table 3.1. The variables are described in Appendix 3.1. Bond ratings are cardinalized i.e. BBB– =1, 

BBB=2, …, AAA=10. 

  

shows that accounting and bond data are available for 225 bidders. In Panel B, I find 

accounting data for 75 pairs of bidders and targets, respectively. These numbers indicate that 

most targets are privately held. 

The descriptive statistics show that bidding firms are much larger than their respective 

targets by both market capitalization and asset value. In the balanced sample of Panel B, the 

book value of assets is €15.7 billion for the typical bidder but only €1.5 billion for the typical 

target. Bidders also appear to be more mature, in that they are more profitable, are more 

levered, and have lower asset risk related to business operations. The interest coverage ratios 

of bidders and targets are not statistically different. Several firms appear to be financially 

distressed, but none of them are in bankruptcy at the time of the M&A announcements. My 
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Eurobond issuers are certainly not in distress, otherwise they would not be rated investment-

grade. 

Though not reported in Table 3.1, the majority of the M&A announcements occur towards 

the end of my sample period, corresponding to the recent rise in Eurobond issuance by 

European firms. Of the 225 deals, 38 were announced before 2001, 70 in 2001-2002, and 117 

in 2003-2004. The distribution of the bidder and target countries by legal origin is provided in 

Appendix 3.2. Of the 225 bidders, 79 are from the UK and the rest are domiciled in 

Continental Europe. The panel suggests that the M&As undertaken by these firms offer 

considerable scope for governance and legal spillovers; 145 deals are cross-border, and only 

in 52 cases are the bidder and target countries of the same legal origin. 

 

3.4. Empirical results 

3.4.1. Overview of abnormal security returns around M&A announcements 

Table 3.2 provides a general overview of how the security holders of European bidding firms 

fare around M&A announcements. Panel A shows that bondholders earn economically 

significant abnormal gains in the two months surrounding deal announcements. These gains 

are fully robust across all specifications: the mean abnormal bond return is 0.56% (0.52%) 

over the equal- (value-) weighted benchmark, while the median return is 0.81% (0.71%). This 

is a striking departure from the existing US evidence, which typically documents no or 

negative changes in the wealth of bidder bondholders. Most recently, Billett, King and Mauer 

(2004) report significant losses for bidder bonds regardless of their credit rating. The fact that 

I only consider investment-grade bonds makes these results even more remarkable, given that 

the bondholders of creditworthy firms should benefit relatively less from a reduction in risk  

 

Table 3.2. Bidder abnormal security returns around M&A announcements. 

 

Weighting 

of pricing 

benchmark 

N Mean Median Std. dev. 
Positive: 

negative 
T-test 

Signed-

ranks test 

Abnormal bond return 
Equal 225 0.56 0.81 1.99 166:59 4.21

***
 5.93

***
 

Value 225 0.52 0.71 1.98 158:67 3.91
***

 5.34
***

 

Abnormal stock return 
 

225 0.73 0.20 10.01 113:112 1.09 1.07 

Note to Table 3.2. The abnormal returns are expressed in percent and described in Appendix 3.1. *, ** and *** 

denote significance at the 10, 5 and 1% level, respectively. 
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(Shastri, 1990). It is very well possible that in the junk-grade segment, the bondholders of 

European bidders earn even higher gains around M&A announcements than those reported 

here. 

How the shareholders of the sample firms respond to M&A announcements is very much 

in line with the findings of the existing literature. Shareholders do not incur statistically 

significant wealth benefits, though the mean and median abnormal stock returns are positive 

at 0.78% and 0.34%, respectively. Similar results are reported for Europe by Campa and 

Hernando (2004) and Goergen and Renneboog (2004), and for the US by Maquieira, 

Megginson and Nail (1998), Mulherin and Boone (2000) and Schwert (2000). 

Henceforth for the sake of brevity, I only report the abnormal bond returns over the equal-

weighted pricing benchmarks; the results using the value-weighted approach are available on 

request and are practically identical. I also report the abnormal stock returns in some of the 

subsequent tables, but this is to identify wealth redistributions between bondholders and 

shareholders, therefore they are only discussed in this context. 

 

3.4.2. The impact of deal characteristics on abnormal bond returns 

Table 3.3 partitions the abnormal returns accrued to bidding firm security holders by the 

individual deal and firm characteristics. The impact of the deal characteristics, starting with 

the deal‟s geographical focus, is shown in Panel A. 

The results show that bondholders respond well to both domestic and cross-border M&As, 

but bond performance is indeed affected at least to some extent by the relative drawbacks of 

cross-border deals. The mean abnormal bond returns in domestic and cross-border deals are 

0.84% and 0.41%, respectively, each significant statistically and economically. However, the 

difference between the two is also significant economically as well as statistically when using 

the Wilcoxon rank-sum test. 

The remainder of Panel A examines the deal characteristics considered by Billett, King and 

Mauer (2004), and first shows whether bonds benefit from the greater co-insurance effects 

induced by diversifying M&As. I define deals as being diversifying or conglomerate when the 

two-digit SIC codes of bidder and target are different; this approach is used by Berger and 

Ofek (1995) and most of the subsequent literature. The results show no evidence that bidder 

bonds perform better in diversifying M&As. In both diversifying and non-diversifying deals, 

the abnormal bond returns are significant and comparable in size at 0.58% and 0.55%, 

respectively.  There is also no evidence that bidder stocks underperform in diversifying deals.  
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Table 3.3. Bidder abnormal security returns around M&A announcements. 

Panel A: Deal characteristics 

Grouping criteria 
 Bonds  Stocks  

N 
 Mean Median  Mean Median  

Geographical 

focus 

Domestic  0.84
*** 

0.91
*** 

 0.48 -0.51  79 

Cross-border  0.41
** 

0.77
*** 

 0.86 1.02  146 

Difference  -0.43 -0.13
* 

 0.38 1.53   

Industry focus 

Same two-digit SIC code  0.55
***

 0.80
***

  0.49 -0.23  152 

Different two-digit SIC code  0.58
**

 0.82
***

  1.39 0.78  73 

Difference   0.04 0.02   0.90 1.01     

Payment method 

Cash only  0.61
***

 0.85
***

  0.79 0.92  142 

Equity or mix  0.34 0.16  -1.86 -2.55  23 

Difference   -0.28 -0.69   -2.65 -3.47     

Target firm‟s 

public status 

Unlisted  0.65
*** 

0.85
*** 

 1.43
** 

0.77
* 

 149 

Listed  0.39
* 

0.66
*** 

 -0.49 -2.08  76 

Difference  -0.26 -0.20  -1.92 -2.85   

Deal type in 

acquisitions of 

listed firms 

Negotiated deal  -0.06 0.39  0.86 0.12  34 

Tender offer  0.75
**

 0.99
***

  -1.58 -3.19  42 

Difference   0.81
*
 0.60   -2.43 -3.31     

Deal attitude in 

acquisitions of 

listed firms 

Friendly  0.36 0.64
**

  0.47 -1.80  71 

Hostile  0.73 1.78  -14.14
*
 -6.38

*
  5 

Difference   0.37 1.14   -14.61
**

 -4.58
**

     

Date of 

announcement 

1995-2000  0.58 0.34
*
  -2.41 -2.89  38 

2001-2004  0.55
***

 0.85
*** 

 1.43
**

 0.78
**

  187 

Difference   -0.03 0.51   3.84
**

 3.68
*
     

Deal status 

Not completed  0.61
***

 0.85
***

  0.73 -0.09  68 

Completed  0.53
***

 0.77
***

  0.81 0.62  157 

Difference   -0.08 -0.09   0.07 0.71     
 

Panel B: Firm characteristics 

Grouping criteria 
 Bonds  Stocks  

N 
 Mean Median  Mean Median  

Relative size of 

target to bidder 

Smaller or equal to sample median  0.85
**

 0.99
***

  0.18 0.06  36 

Larger than sample median  -0.07 0.15  -1.26 -3.63  35 

Difference   -0.93
**

 -0.84
*
   -1.43 -3.69     

Asset risk 

Lower in combined firm than in bidder  0.74
***

 0.76
***

  0.99 1.91  51 

Higher in combined firm than in bidder  -0.71 0.02  -4.14 -3.63  17 

Difference   -1.45
**

 -0.74
*
   -5.13 -5.54     

Leverage 

Lower in combined firm than in bidder  0.59
**

 0.68
***

  -2.17 -3.58  44 

Higher in combined firm than in bidder  0.07 0.56  2.14 1.91  27 

Difference   -0.51 -0.12   4.31 5.49     

Interest cover 

Higher in combined firm than in bidder  0.66
**

 0.67
**

  -0.60 -2.55  37 

Lower in combined firm than in bidder  0.11 0.58  -0.45 -0.03  34 

Difference   -0.54 -0.08   0.15 2.52     

Note to Table 3.3. The abnormal returns are expressed in percent. The abnormal bond returns are computed 

using equal-weighted pricing benchmarks. The variables are described in Appendix 3.1. The difference in means 

t-test assumes unequal variances across groups when test of equal variances is rejected at the 10% level. The 

significance of medians and differences in medians based on Wilcoxon signed-ranks and rank-sum tests, 

respectively. *, ** and *** denote significance at the 10, 5 and 1% level, respectively. 
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What this suggests is that diversifying M&As do not shift more wealth from shareholders to 

bondholders by default. Of course, Eurobond issuers tend to be large and diversified already, 

but this result is very much in line with what is reported by Maquieira, Megginson and Nail 

(1998) and Billett, King and Mauer (2004). 

Panel A also refutes the conjecture that bonds perform worse in cash-financed M&As due 

to the capital structure implications of using leverage. In fact, cash offers are associated with a 

higher mean abnormal bond return than are equity or mixed offers, though the difference in 

the means is insignificant. This suggests that bondholders are sensitive to the agency and 

signalling implications of equity financing. Billett, King and Mauer (2004) report similar 

results, while Travlos (1987) finds that the negative effects of equity financing outright 

dominate. Stock performance is not expressly driven by the payment method either. 

An important contribution of this chapter is that it examines whether the performance of 

bidder bonds is affected by the public status of the target firm. If bidder stocks fare better 

around bids made for private targets, as Faccio, McConnell and Stolin (2006) find, 

bondholders may also benefit indirectly. Panel A shows only marginal evidence in this regard. 

When the target firm is privately held, the abnormal returns accrued to both bondholders and 

shareholders are significantly positive. When the target is publicly listed, the abnormal bond 

returns are lower but still significantly positive, while the abnormal stock returns are 

insignificantly negative. The differences in the means and medians are insignificant in both 

cases, however. 

In the takeover bids made for publicly listed firms, the performance of bidder bonds is 

strongly affected by the way the target is approached. When a tender offer is made directly to 

the target shareholders, the mean abnormal bond return is highly significant at 0.75%. When 

the bidder negotiates with the target management instead, the return is significantly lower and 

statistically insignificant. To some extent, this may owe to the fact that tender offers are 

typically financed with cash and directed at smaller, less levered target firms. It is nonetheless 

surprising that for the US, Billett, King and Mauer (2004) find that bidder bonds perform 

worse rather than better when a tender offer is made. The authors also report a further 

reduction in abnormal bond returns when the bid is hostile. Panel A does not support this 

finding either, but I only have five hostile bids in the sample because they are quite rare in 

Continental Europe. 

Panel A shows the impact of two more deal characteristics. Firstly, there is no evidence 

that the performance of bidder bonds varies over time. Abnormal bond returns are comparable 

before and after 2000, which marked the end of the European M&A wave and the 
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introduction of the EIR in the European Union. Though not reported in the table, partitioning 

the sample using alternative dates makes no difference either. Secondly, bond performance is 

largely unaffected by whether the deal is later completed. The reason for non-completion has 

no impact either; non-completion may arise when the offer is rejected or withdrawn, or when 

the bidder acquires a toehold but does not proceed to take full control. 

 

3.4.3. The impact of firm characteristics on abnormal bond returns 

Panel B illustrates how the relative characteristics of bidder and target affect bidder bond 

performance when the target firm is publicly listed. I first stratify the sample by whether the 

relative size of the target to the bidder, as measured by market capitalization, is greater than 

the sample median. The results lend strong statistical evidence to a negative size effect. When 

the target firm is relatively small, the mean abnormal bond return is 0.85%, but when the 

target is large, the mean return becomes both insignificant and negligible in size. Panel B 

suggests that bidder stocks also fare worse when the target is relatively large, but the mean 

difference in this case is statistically insignificant. 

In the spirit of Shastri (1990), I next show whether bidder bond performance is affected by 

the relative pre-merger riskiness of the target. I first partition the abnormal bond returns by 

whether the two firms‟ combined portfolio has higher or lower asset volatility than the pre-

merger bidder. The results show that bondholders are highly sensitive to asset risk changes. 

When asset risk is reduced, the mean abnormal bond return is significantly positive at 0.74%. 

When it is increased, the mean is insignificantly negative, and the difference in the two means 

is also significant at the 5% level. What is surprising is that shareholders also seem to respond 

negatively rather than positively to increased asset risk.  

In Panel B, financial risk changes do not have a statistically significant impact on bond 

performance. Still, the mean abnormal bond return is consistently lower when financial risk is 

increased in the combined firm, i.e. leverage is increased or interest coverage reduced. 

Consistent with the conflict of interest between shareholders and bondholders with respect to 

risk taking, increased financial risk seems to have a positive rather than a negative effect on 

abnormal stock returns, but the mean differences are again insignificant. It is notable that 

Billett, King and Mauer (2004) also fail to find a significant financial risk effect, although 

they only use leverage to measure financial risk. The authors point out that this type of 

analysis does not account for changes in financial risk after the deal or as a result of the deal 
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itself. Indeed, I find that before the announcement date, the combined leverage of the merging 

firms is 0.28 on average, but this rises to 0.38 in the fiscal year after the deal‟s completion.  

 

3.4.4. The impact of the governance regime on abnormal bond returns 

Whether bidder bond performance around M&A announcements varies by the type of 

governance regime in place is examined in Table 3.4. The type of governance regime is 

proxied by each country‟s legal origin, given that the common law UK and Ireland have 

market-oriented, while the civil law countries of Continental Europe have more stakeholder-

oriented systems. Incidentally, there are no Irish bidding firms in the sample, which reduces 

the investigation to UK versus Continental European bidders. Within the family of civil law 

countries with stakeholder-oriented regimes, a distinction of French, German, and Nordic 

civil law traditions makes no difference to the results. 

Table 3.4 first partitions the abnormal bond returns simply by the bidder country‟s legal 

origin. Surprisingly, the results show no evidence that the M&As undertaken by Continental 

European bidders are more bondholder-friendly. In fact, bidder bonds earn highly significant 

abnormal returns in both Continental Europe and the UK, and while the median returns are 

identical at 0.81%, the mean return is actually lower in Continental Europe, at 0.48% versus 

0.71%. 

The further stratification of the sample nonetheless reveals considerable differences in the 

drivers of bond performance in Continental Europe and the UK. What is apparent from Table 

3.4 is that Continental European bondholders are more sensitive to a deal‟s governance-

related risks and uncertainties, while UK bondholders respond more to its actual asset and 

financial risk implications. 

Panel A of Table 3.4 first shows that in Continental Europe, bidder bonds perform 

considerably worse in cross-border M&As than they do in domestic ones. There is evidence 

that the abnormal bond returns are significantly positive in both domestic and cross-border 

deals, but at 1.12% and 0.18%, respectively, the mean return in cross-border deals is 

substantially lower. This confirms that Continental European bondholders do not respond well 

to the drawbacks of cross-border M&As, with respect to the greater informational 

asymmetries and the legal uncertainties and inefficiencies induced. Another source of concern 

may be that cross-border deals are more likely to dilute stakeholder participation in the 

combined firm‟s governance, particularly when the target firm is from a market-oriented 

governance regime. Panel A shows some evidence in this regard. When the country of the 
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Table 3.4. The impact of the governance regime on bidder abnormal bond returns around M&A announcements. 

Grouping criteria 
Bidder is civil law  Bidder is common law  Difference 

Mean Median N  Mean Median N  Mean Median 

Abnormal bond returns  0.48
***

 0.81
***

 146  0.71
***

 0.81
***

 79  0.23 0.00 

Panel A: Country characteristics 

Geographical focus 

Domestic   1.12
***

 1.12
***

 46   0.45 0.61 33   -0.68 -0.81 

Cross-border  0.18 0.69
**

 100  0.89
***

 1.05
***

 46  0.71
**

 0.36
**

 

Difference   -0.94
***

 -0.43
***

     0.45 0.44         

Regime of 

target country 

in cross-border deals 

Civil law  0.31 0.69
***

 83  0.92
**

 1.05
***

 32  0.61 0.36 

Common law  -0.45 0.47 17  0.84 1.05
*
 14  1.29 0.58 

Difference  -0.76 -0.22   -0.08 0.00     

Panel B: Firm characteristics 

Asset risk 

Smaller in combined firm than in bidder   0.98
***

 1.02
***

 23   0.54 0.43 28   -0.45 -0.59 

Greater in combined firm than in bidder  0.02 0.39 12  -2.46
**

 -1.61
*
 5  -2.48

*
 -2.00

*
 

Difference   -0.97
*
 -0.63     -3.00

***
 -2.04

**
         

Leverage 

Smaller in combined firm than in bidder   0.64 1.02
**

 21   0.55 0.25 23   -0.09 -0.77 

Greater in combined firm than in bidder  0.68
*
 0.71

*
 15  -0.68 0.01 12  -1.35 -0.70 

Difference   0.04 -0.31     -1.23 -0.24         

Interest cover 

Greater in combined firm than in bidder  0.53 1.01 16  0.75 0.30 21  0.21 -0.71 

Smaller in combined firm than in bidder  0.75
**

 0.79
***

 20  -0.79 -0.05 14  -1.54
**

 -0.84 

Difference  -0.22 0.22   1.54
*
 0.35     

Note to Table 3.4. The abnormal bond returns are expressed in percent and computed using equal-weighted pricing benchmarks. The variables are described in Appendix 3.1. 

The difference in means t-test assumes unequal variances across groups when test of equal variances is rejected at the 10% level. The significance of medians and differences 

in medians are based on Wilcoxon signed-ranks and rank-sum tests, respectively. *, ** and *** denote significance at the 10, 5 and 1% level, respectively. 
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foreign target has a stakeholder-oriented governance regime, bidder bonds fare quite well, 

earning a mean abnormal return of 0.31%. However, when the target country has a market-

oriented regime, the mean abnormal return becomes insignificantly negative, and the 

difference between the two means falls just short of being significant. 

Remarkably, the patterns observed for UK bidder bonds are very different. UK bonds seem 

to be unaffected by the relative disadvantages of cross-border M&As, earning a mean 

abnormal return of 0.89% from these deals. These gains are largely invariant to the target 

country‟s governance regime, playing down the scope and benefits of a stakeholder 

orientation spillover from the target firm. At the same time, however, UK bonds only earn a 

statistically insignificant 0.45% from domestic M&As. This corresponds well to the results 

reported for US domestic deals in the existing literature. However, it is surprising how well 

the performance of UK bonds holds up in cross-border deals. 

Further analysis reveals that UK bondholders respond to the target firm‟s relative riskiness 

in particular. Panel B of Table 3.4 partitions the sample further by comparing asset and 

financial risks in the combined firm relative to the pre-merger bidder. I find that the 

performance of UK bonds is extremely sensitive to changes in asset risk. When asset risk is 

higher rather than lower in the combined firm, the mean abnormal bond return is lower by 

3.00%, and the mean difference is significant at the 1% level. UK bondholders also respond to 

changes in financial risk, albeit to a lesser extent. When leverage is increased or interest 

coverage reduced, the abnormal bond returns are consistently lower, though the mean 

difference is only significant for interest coverage at the 10% level. This latter result is not 

surprising, to the extent that financial markets use interest coverage rather than leverage to 

measure financial risk. 

The bondholders of Continental European bidders are considerably less sensitive to the 

target‟s relative riskiness. Panel B of Table 3.4 shows some sensitivity to asset risk; when it is 

higher rather than lower in the combined firm, the mean abnormal bond return is lower by 

0.97%, but the mean difference is only significant at the 10% level. Remarkably, Continental 

European bondholders seem not to respond to financial risk changes at all, whether measured 

by leverage or interest coverage. What this suggests is that creditor participation in corporate 

governance reduces bondholder concerns over the risk changes, and especially the capital 

structure changes induced by a deal. One implication of creditor influence is that Continental 

European bidders may be compelled to structure a deal in a way which mitigates its risk 

implications, or compensate for a risk increase post-merger. 
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3.4.5. Creditor protection spillovers in cross-border M&As 

Whether the cross-border performance of bidder bonds responds to how the legal protection 

of creditors compares in the bidder and target countries is examined in Table 3.5. I use three 

country-level indicators to capture the quality of creditor protection in the national 

jurisdictions, each described in detail in Appendix 3.1. Firstly, I use a creditor rights index 

Martynova and Renneboog (2007) constructed for 31 European countries and the US, with the 

help of more than 150 academic and practicing corporate lawyers (the contributors are listed 

at the end of the appendix). This index is based on the creditor rights index developed by La 

Porta et al. (1998), but (i) it is available for every year since 1990, thereby capturing all the 

major regulatory changes across Europe over my sample period; and (ii) it is available for 

Central and Eastern European countries. Secondly, I measure the efficiency of claims 

enforcement using the debt enforcement index developed by Djankov, McLiesh and Shleifer 

(2007). This variable is defined as the number of days needed to enforce a contract of unpaid 

debt through courts, and is measured for 129 countries as at January 2003. And thirdly, I use 

the World Bank‟s rule of law index to see whether the general regulatory environment matters 

beyond what is captured by the first two indices. This variable aggregates several indicators 

which measure the effectiveness and predictability of the judiciary, the enforceability of 

contracts as well as the control of corruption. It is available bi-yearly from 1996 for 209 

countries. 

 

Table 3.5. The impact of legal standards on bidder abnormal security returns around cross-border 

M&A announcements. 

Grouping criteria 
 Bonds  Stocks  

N 
  Mean Median   Mean Median   

Target  country scores better than bidder country in: 

Creditor rights 

No   0.12 0.60   0.55 0.56   70 

Yes  0.88
***

 1.08
***

  -0.02 -0.72  37 

Difference   0.77
*
 0.48

*
   -0.58 -1.28     

Debt enforcement 

No  0.22 0.66
**

  2.20
**

 2.35
**

  89 

Yes  0.72
**

 0.86
***

  -0.82 -1.43  53 

Difference  0.50 0.20
*
  -3.03

*
 -3.78

*
   

Rule of law 

No   0.42
**

 0.75
***

   0.65 0.96   114 

Yes  0.36 0.79
**

  1.78 3.97  32 

Difference   -0.06 0.04   1.13 2.81     

Note to Table 3.5. The abnormal bond returns are expressed in percent and computed using equal-weighted 

pricing benchmarks. The variables are described in Appendix 3.1. The difference in means t-test assumes 

unequal variances across groups when test of equal variances is rejected at the 10% level. The significance of 

medians and differences in medians based on Wilcoxon signed-ranks and rank-sum tests, respectively. *, ** and 

*** denote significance at the 10, 5 and 1% level, respectively. 
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Table 3.5 partitions the cross-border abnormal returns by how the scores of the bidder and 

target countries compare in each index. I find that bidder bonds are extremely sensitive to the 

quality of creditor protection in the target country. When creditor rights are better in the target 

jurisdiction, the mean abnormal bond return is 0.88% and significant at the 1% level. When 

they are not, however, the mean return is both significantly lower at 0.12% and becomes 

statistically insignificant. Bond performance is equally affected by the efficiency of claims 

enforcement, though the mean difference between the two states is lower at 0.50% and is only 

significant using the non-parametric Wilcoxon rank-sum test. 

What these results suggest is that cross-border M&As offer much greater scope for the 

functional spillover of creditor protection than is assumed by La Porta et al. (1998). That 

Eurobond holders respond so strongly to such spillover effects is critical, because it 

demonstrates a general reduction in the agency costs of debt, benefiting all creditors 

regardless of their seniority or ability to do insolvency arbitrage. This argument is also 

supported by the relative underperformance of bidder stocks when creditor protection is 

improved. I also report the abnormal stock returns in Table 3.5, and find that they are 

consistently lower when creditor rights and claims enforcement are better in the target 

jurisdiction. Interestingly, an improvement in the efficiency of claims enforcement induces a 

greater, 3.03% reduction in the mean abnormal stock return, and this is significant using both 

parametric and non-parametric tests. 

I find no evidence that the general regulatory environment would matter to bondholders 

beyond the quality of creditor rights and claims enforcement. Table 3.5 shows that bond 

performance is largely invariant to how the rule of law compares in the bidder and target 

countries. There is some indication that bidder shareholders respond favourably to better rule 

of law in the target jurisdiction, but the mean returns and their differences are always 

insignificant statistically. 

 

3.4.6. Multivariate analysis 

In order to substantiate my univariate findings, I now perform a multivariate analysis of the 

abnormal returns accrued to bidding firm security holders, using the cluster regression 

procedure. Table 3.6 shows three pairs of regressions, each using a different set of the 

independent variables to jointly test for the effects of country, deal, and firm-related 

characteristics. The independent variables are dummies which equal one if the variable 

description holds and zero otherwise. As before, the abnormal stock returns are included to 
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help identify wealth redistributions between shareholders and bondholders. The coefficient 

estimates are compared in each pair of bond and stock regressions using a Wald test. 

The three pairs of regressions serve different objectives. Model (1) maximizes the number 

of observations by including only the variables available for all firms
14

. Model (2) uses the 

full set of variables previously identified, thereby eliminating the observations where the 

target firms are privately held. Finally, Model (3) draws on Model (2), but it excludes the 

variables which do not contribute to the joint significance of the bond regression. 

In Table 3.6, I group the independent variables by whether they capture country, deal, or 

firm-related characteristics. The results confirm that cross-country variations in governance 

and legal standards are very strong predictors of bidder bond performance. Firstly, I find that 

the bondholders of UK bidders earn considerably lower abnormal returns than do their 

Continental European peers when the target firm is publicly listed. In Models (2) and (3), the 

coefficients on the common law dummy are significantly negative at the 1% level, predicting 

a difference in the abnormal bond returns of 1.90% and 2.09%, respectively. This indicates 

that the deals undertaken in the stakeholder-oriented governance regimes of Continental 

Europe are indeed more creditor-friendly. Surprisingly, the same result does not seem to hold 

when the target firm is privately held. In Model (1) which simultaneously includes both public 

and private targets, the dummy coefficient remains negative but becomes insignificant. What 

may affect this result, however, is that the model does not control for the target‟s relative 

riskiness which UK bondholders are very sensitive to. 

It is notable that each of the three models controls for the bidder country‟s legal origin 

only, because the simultaneous inclusion of the target country‟s legal origin generates 

considerable multicollinearity issues
15

. When I only control for the legal origin of the target 

country, I actually find very similar results; the coefficients on the common law dummy are 

uniformly negative and are significant in Models (2) and (3). What this confirms is that 

M&As induce considerable governance spillovers; the extent of stakeholder participation in 

the target firm‟s governance also affects governance in the surviving entity. 

 

                                                 

14
 Model (1) does not control for the relative characteristics of bidder and target because no accounting data are 

available for most private firms. The payment method is not controlled for either because it is often undisclosed. 

15
 We test for multicollinearity using variance inflation factors (VIF), tolerance and condition indices. None of 

these diagnostic measures indicate problems in the models shown in Table 6. 
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Table 3.6. Multivariate regressions explaining bidder abnormal security returns. 

 Independent 

dummy variables 

(1) 
F-test 

 (2) 
F-test 

 (3) 
F-test 

  Bonds Stocks   Bonds Stocks   Bonds Stocks 

C
o

u
n

tr
y

 c
h

ar
ac

te
ri

st
ic

s 

D
u

m
m

y
 =

 1
 i

f 

Bidder is common law -0.31 -2.56 (1.03)  -1.90 -6.55 (0.61)  -2.09 -5.27 (0.32) 

(-0.75)
 

(-1.25)   (-3.03)
***

 (-1.13)   (-3.58)
***

 (-0.88)  

Cross-border deal -1.12 -0.76 (0.03)   -1.62 4.19 (0.48)   -2.10 7.95 (2.18) 

(-2.90)
***

 (-0.38)   (-1.83)
*
 (0.51)   (-3.06)

***
 (1.16)  

Creditor rights 

   better in target country 

1.00 -1.32 (1.05)  2.28 -10.99 (2.41)  2.13 -10.90 (3.05)
* 

(2.38)
** 

(-0.58)   (2.62)
**

 (-1.40)   (2.78)
***

 (-1.34)  

Debt enforcement 

   better in target country 

0.71 -0.21 (0.15)  2.02 -1.61 (0.15)  2.63 -5.84 (1.11) 

(1.32) (-0.08)   (2.11)
**

 (-0.16)   (3.06)
***

 (-0.62)  

Rule of law 

   better in target country 

-0.26 1.89 (0.77)  -0.53 3.78 (0.30)     

(-0.61) (0.66)     (-0.57) (0.55)           

D
ea

l 
ch

ar
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s 

D
u

m
m

y
 =

 1
 i
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Diversifying deal -0.21 -0.93 (0.16)  0.94 -0.53 (0.05)     

(-0.63) (-0.51)   (0.86) (-0.07)      

Equity/mixed financing     0.42 -3.78 (0.45)  0.36 -4.30 -0.68 

    (0.59) (-0.67)   (0.56) (-0.85)  

Target is publicly listed -1.18 0.94 (0.92)         

(-2.80)
***

 (0.40)          

Tender offer 1.30 -2.53 (2.12)  1.50 -2.99 (0.60)  1.36 -6.45 (2.83)
*
 

(2.51)
**

 (-0.82)   (2.12)
**

 (-0.63)   (2.63)
**

 (-1.41)  

Hostile bid -0.02 -13.33 (7.17
***

)  0.97 -14.41 (3.20)
*
     

(-0.02)
 

(-1.79)
*
   (1.08) (-1.44)      

Announced after 2000 -0.09 2.02 (1.03)  0.32 3.32 (0.28)     

(-0.21) (0.80)   (0.45) (0.70)      

Completed deal 0.08 0.51 (0.06)  -0.11 -1.97 (0.12)     

(0.30) (0.33)   (-0.19) (-0.46)      

F
ir

m
 c

h
ar
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st
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s 

D
u

m
m

y
 =

 1
 i

f 

Relative size target/bidder > 

     > sample median 

        -1.67 3.21 (0.70)   -1.66 0.70 (0.22) 

    (-1.89)
*
 (0.58)   (-2.38)

**
 (0.14)  

Asset risk combined > 

     > asset risk bidder 

    -1.07 -8.32 (1.60)  -1.14 -10.62 (3.20)
* 

    (-1.65
*
) (-1.46)   (-2.03)

*
 (-1.85)

*
  

Leverage combined > 

     > leverage bidder 

    0.23 3.85 (0.43)     

        (0.37) (0.80)           

Interest cover combined > 

     > interest cover bidder 

    1.78 -1.47 (0.34)  1.51 -2.90 (0.84) 

    (2.46)
**

 (-0.27)   (2.59)
**

 (-0.61)  

Intercept 
1.25 0.62   0.08 5.37   0.95 10.41  

(2.26)
**

 (0.21)   (0.06) (0.67)   (1.39) (1.53)  

Adjusted R
2
 0.04 0.03     0.27 -0.04     0.33 -0.01   

F-test 2.02
**

 0.96   2.43
**

 0.73   3.85
*** 

0.90  

No. of observations 185   53   53  

No. of clusters 116   49   49  

Mean VIF 1.47   1.96   1.68  

Maximum VIF 1.91   3.90   2.62  

Minimum tolerance 0.53   0.26   0.38  

Condition index 9.98     16.16     7.86   

Note to Table 3.6. This table shows cluster regressions where the dependent variable is the abnormal bond or 

stock return expressed in percent. The abnormal bond returns are computed using equal-weighted pricing 

benchmarks. The independent variables are dummies equal to one if the variable description holds and zero 

otherwise. The variables described in Appendix 3.1. T-statistics in parentheses use standard errors with White 

(1980) correction for heteroscedasticity and adjusted for clustering of observations on each bidding firm. The 

beta coefficients are compared in each pair of bond and stock regressions using a Wald F-test. *, ** and *** 

denote significance at the 10, 5 and 1% level, respectively. 
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Secondly, I find strong evidence that bidder bondholders benefit significantly less from 

cross-border M&As than they do from domestic deals ceteris paribus. In all three models of 

Table 3.6, the coefficients on the cross-border dummy are significantly negative, varying 

between -1.12% in Model (1) and -2.10% in Model (3). This confirms that bondholders are 

wary of the added legal risks and uncertainties associated with cross-border deals. That the 

coefficient is the least negative in Model (1), albeit still significant at the 1% level, suggests 

that bond performance is affected to a lesser extent when the cross-border target is privately 

held. This may simply reflect the relatively smaller size of private firms which is not 

controlled for in the model otherwise; the informational asymmetries are greater with respect 

to private targets, but they also have fewer assets for creditors to pursue. 

And thirdly, I confirm that bidder bondholders earn considerably higher abnormal returns 

from those cross-border M&As where the target country offers better creditor protection. 

Table 3.6 verifies that cross-border deals instigate strong spillovers in both creditor rights and 

the efficiency of debt enforcement. The coefficients on the creditor rights dummy, at 1.00% in 

Model (1) and 2.13% in Model (3), are significant in all three models at least at the 5% level. 

That the abnormal return is the lowest in Model (1) suggests that creditor rights spillovers also 

occur when the target firm is privately held, but the scope of these is again limited because 

private targets tend to be smaller. The results are largely analogous for the enforcement 

dummy; its coefficients range from 0.71% in Model (1) to 2.63% in Model (3), though the 

Model (1) coefficient is statistically insignificant. As before, I find no evidence that bond 

performance is sensitive to the general rule of law in the target country. 

That creditor protection spillovers induce a reduction in the agency costs of debt is also 

supported by the stock regressions to some extent. In Table 3.6, the stock regression 

coefficients are uniformly negative on both the creditor rights and debt enforcement dummies, 

and while they are statistically insignificant, they are considerable in size on the creditor 

rights dummy. The Wald statistics comparing the coefficients in the bond and stock 

regressions are fairly weak, but for the creditor rights dummy they are significant in Model 

(3) and only marginally insignificant in Model (2). 

Of the deal characteristics, two stand out as being significant drivers of bidder bond 

performance. Firstly, Model (1) provides much stronger evidence of a negative listing effect 

than did the univariate results. The model shows that when the target firm is publicly listed 

rather than privately held, the abnormal bond return is lower by 1.18%. Surprisingly, I find no 

evidence of a listing effect on stock returns in the way that Chang (1998) and Faccio, 

McConnell and Stolin (2006) do. Secondly, all three models confirm that tender offers benefit 
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bidder bondholders more than do deals negotiated with management. The coefficients on the 

tender offer dummy range between 1.30% and 1.50%, and each is significant at the 5% level. 

Otherwise, Table 3.6 shows no evidence that the other deal characteristics have an impact on 

bond performance. Consistent with Maquieira, Megginson and Nail (1998) and Billett, King 

and Mauer (2004), I find no support to the seminal hypotheses that bondholders fare better in 

diversifying M&As, and that they benefit more from equity-financed deals. Bond 

performance is also invariant to whether the deal is hostile in attitude, announced after 2000, 

or is later completed or not. 

Finally, Table 3.6 confirms that the performance of bidder bonds is highly sensitive to the 

characteristics of the target firm. Firstly, bonds fare considerably better when the target firm is 

relatively small. When the target‟s size relative to the bidder is smaller than the sample 

median, the abnormal bond return is higher by 1.66% in both Models (2) and (3). Secondly, 

bond performance shows a great deal of sensitivity to the target firm‟s relative riskiness. In 

both models, the abnormal bond return is lower by approximately 1.1% if asset risk is higher 

rather than lower in the combined firm relative to the pre-merger bidder. Of the financial risk 

proxies, only interest coverage affects bond performance. The coefficients on the respective 

dummy are significant at the 5% level in both models, with Model (3) showing that when 

interest coverage is reduced rather than increased, the abnormal return is lower by 1.51%. As 

before, bond performance is invariant to leverage whether or not I control for interest 

coverage in the regression. 

 

3.5. Extensions and robustness checks 

While this chapter fully demonstrates that the performance of bidder bonds is very sensitive to 

cross-country variations in governance and legal standards, it is imperative that the same 

issues be also investigated for target firms. One limiting factor in this regard is that the large 

and creditworthy firms which issue Eurobonds are rarely targeted by takeover bids. Indeed, 

while I find 225 bidders with priceable Eurobonds, only 24 targets survive the same stringent 

selection criteria over my sample period. 

Surprisingly, this limited target sample already provides ample evidence that the 

performance of target bonds is at least as affected by governance and legal considerations. 

Firstly, multivariate analysis reveals that the bonds of Continental European targets perform 

significantly better than those of their UK peers around M&A announcements. Target bonds 

also seem to fare generally worse in cross-border deals, but equally benefit when the bidder 
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country offers superior creditor protection. The aspect of creditor protection which target 

bondholders respond to especially strongly is the quality of creditor rights; there is no clear 

indication that the efficiency of debt enforcement would matter. These results are not reported 

in the present chapter but are readily available on request. 

To verify my findings on bidder bond performance, which are summarized in Table 3.7, I 

perform a variety of robustness checks. I find no evidence that bond characteristics such as 

credit rating and duration (or maturity) would affect the abnormal bond returns, despite their 

influence on the bonds‟ risk sensitivity. When included in the regressions, the coefficients on 

the respective variables have the expected signs but are statistically insignificant, and while 

the remaining results are unchanged the joint significance of the models is actually reduced. 

On a similar note, the regression results are invariant to the exclusion of the bonds which have 

relatively short durations of between one and three years, and are therefore less sensitive to 

risk changes. 

 

Table 3.7. Economic effects of country, deal and firm characteristics on abnormal bond returns. 

 
Bidding firms 

Expected sign Economic effect 

Ref: Mean abnormal bond return  0.56%
 

Panel A: Country characteristics 

Cross-border deal - -2.10%
*** 

Bidder is common law - -2.09%
***

 

Creditor rights better in target country + 2.13%
***

 

Debt enforcement better in target country + 2.63%
***

 

Rule of law better in target country + nss 

Panel B: Deal characteristics 

Diversifying deal + nss 

Equity or mixed financing + nss 

Target is publicly listed  -1.18%
***

 

Tender offer  1.36%
***

 

Hostile bid  nss 

Announced after 2000  nss 

Completed deal  nss 

Panel C: Firm characteristics 

Relative size of target to bidder greater than sample median  -1.66%
**

 

Asset risk greater in combined firm - -1.14%
*
 

Leverage greater in combined firm - nss 

Interest coverage lower in combined firm - -1.51%
**

 

Note to Table 3.7. This table summarizes the economic effects of country, deal and firm characteristics on 

abnormal bond returns, as shown in Tables 3.2 and 3.6. The abnormal bond returns are computed using equal-

weighted pricing benchmarks. The variables are dummies equal to one if the variable description holds and zero 

otherwise, and are described in Appendix 3.1. *, ** and *** denote significance at the 10, 5 and 1% level, 

respectively. 
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I employ a number of alternative measures to capture to quality of creditor protection. 

While Martynova and Renneboog‟s (2007) creditor rights index draws on the index developed 

by La Porta et al. (1998), it includes an additional regulatory provision on whether creditor 

approval is required to initiate a reorganization or liquidation procedure (see Appendix 3.1.3). 

The removal of this provision leaves the results effectively unchanged. 

As alternatives to the rule of law index, I try each of the World Bank‟s five other indices: 

voice and accountability, political stability, government effectiveness, regulatory quality, and 

control of corruption. I find no material differences in the results, which is unsurprising 

because these indices are all correlated. Bond performance is also unrelated to the rule of law, 

accounting standards, and judicial efficiency indices constructed by La Porta et al. (1998). Of 

course, a problem with these indicators is that they neither capture regulatory changes over 

time nor are they available for Central and Eastern Europe. 

I also experiment with variables which capture other aspects of the institutional 

environment. For example, it is reasonable to assume that the quality of corporate information 

available to creditors may affect bond performance. I investigate this issue by using a 

corporate transparency index which, along with the creditor rights index, is part of Martynova 

and Renneboog‟s (2007) corporate governance database. The results show no evidence that 

bondholders would respond to transparency. As an alternative, I introduce a firm-level 

dummy which captures whether a firm has issued American Depository Receipts (ADR). 

ADRs prescribe compliance with US accounting standards and are typically associated with 

improved disclosure. I find that this variable has no effect on bond returns either. 

My findings are also robust to alternative specifications of the deal and firm-level 

variables. Beginning with the payment method, distinguishing pure stock-for-stock M&As 

rather than at least partially equity-financed deals does not change the empirical outcomes. 

Similarly, the size effects previously identified persist when the relative size of bidder and 

target is measured by the book value of assets rather than market capitalization. I also repeat 

the analysis using long leverage as an alternative to total leverage. Bondholders may be more 

sensitive to long leverage because their claims are not directly affected by the servicing of 

short-term liabilities. I define long leverage as the book value of long-term debt divided by 

the sum of the book value of long-term debt and market capitalization. Using this variable, I 

get practically the same results in both the univariate and multivariate frameworks. Replacing 

the firm-level dummies with the actual variables yields qualitatively the same results. 

Finally, I perform multivariate cluster regressions which maximize the joint significance of 

the stock rather than the bond regressions. In these models, I also control for the quality of 
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shareholder rights and the protection of minority shareholders using the respective indices 

also created by Martynova and Renneboog (2007). I find that the stock regressions are greatly 

improved, and that bidder stocks respond positively to an improvement in the protection of 

minority shareholders vis-à-vis the incumbent shareholders. Bond prices are unaffected by 

each of these variables across all specifications. The results are marginal to the focus of this 

chapter and are not reported here. 

 

3.6. Conclusion 

This chapter has demonstrated that the bondholder wealth effects of M&As are strongly 

affected by cross-country variations in governance and legal standards. Earlier studies have 

focused on US domestic deals, and made no attempt to examine how bond performance may 

differ in domestic versus cross-border M&As, across governance systems, or as a result of 

cross-border spillovers in creditor protection. Similar issues have been a hot topic in recent 

academic research, and investigated extensively with respect to shareholder wealth in 

particular. 

I have examined deals involving European bidding firms with outstanding Eurobonds, and 

shown that the stakeholder orientation of corporate governance and the quality of legal 

protection afforded creditors are very strong predictors of bond performance. Firstly, the 

bonds of Continental European bidders fare systematically better in and are less sensitive to 

the asset and financial risk effects of M&As. This is consistent with the better representation 

of creditor interests in stakeholder-oriented governance regimes relative to the market-

oriented Anglo-American world. Secondly, bonds underperform in cross-border M&As 

relative to domestic deals. However, they fare considerably better when the deal exposes their 

firm to a stakeholder-oriented governance regime or a jurisdiction with better creditor rights 

and claims enforcement. This latter result is imperative because it suggests that cross-border 

deals provide much greater scope for the functional spillover of creditor protection than is 

assumed by La Porta et al. (2000). Such spillovers are intensified by the ability of creditors to 

arbitrage across legal systems, and ultimately reduce what are the agency costs of debt. That 

Eurobond holders respond so strongly to such considerations is remarkable, because their firm 

is often large and internationally diversified already, and they are prevented from doing 

insolvency arbitrage because Eurobond contracts always specify a governing law. These 

findings constitute a major contribution to the comparative corporate governance literature, 

and expose further the powerful economic implications of cross-border M&As. 
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Appendix 3.1. Variable descriptions. 

3.1.1. Abnormal bond and stock returns 

Abnormal bond returns are the sum of the monthly abnormal returns in the two months [-1,0] surrounding the 

M&A announcement. Monthly abnormal returns are computed as the bond‟s return minus the return on a 

matched equal- (value-) weighted benchmark. Each of the 40 equal- (value-) weighted benchmarks is segmented 

by currency (euro or sterling), bond rating (BBB, A, AA or AAA) and duration (1-3, 3-5, 5-7 and 10+ years). 

Bond ratings are from Standard and Poor‟s or, when unavailable, Moody‟s Investor Service. Where the 

benchmark contains less than 10 bonds, I use one of 20 reserve benchmarks constructed in two duration 

categories (1-5 and 5+ years). Value-weighted benchmarks are constructed using weights based on bond market 

values.  Firms with multiple bonds are treated as value-weighted portfolios, where the weights are the market 

value of each outstanding bond issue two months before the deal announcement. Source: Reuters Fixed Income 

Database. 

Abnormal stock returns are the sum of the monthly abnormal returns in the two months [-1,0] surrounding 

the M&A announcement. Monthly abnormal returns are computed as the raw stock return corrected for return on 

the benchmark equity index of the issuer‟s domicile. Source: Datastream. 

 

3.1.2. Firm-level variables 

Asset risk is the standard deviation of unlevered stock returns. Unlevered stock returns are defined as the 

product of stock returns and (1 – leverage). The standard deviation of unlevered stock returns is computed over 

months -25 to -2 (and a minimum of 10 months of return data need to be available). In the combined firm, it is 

defined as the portfolio standard deviation of unlevered bidder and target stock returns. In each portfolio, the 

weights are the market value of assets, measured at the fiscal year-end preceding the deal announcement and 

converted into euro where applicable. Source: Datastream and Worldscope. 

Interest coverage is earnings before interest and tax (EBIT) divided by interest expense on debt less interest 

capitalized. In the combined firm, it is calculated using weights based on the book value of debt, which is 

converted into euro where applicable. It is measured at the fiscal year-end preceding the deal announcement. 

Source: Worldscope. 

Leverage is the book value of total debt divided by the market value of assets (the sum of the book value of 

total debt and market capitalization). Leverage in the combined firm is calculated using weights based on the 

market value of assets, converted into euro where applicable. It is measured at the fiscal year-end preceding the 

deal announcement. Source: Worldscope. 

The relative size of target to bidder is the market capitalization of the target firm divided by the market 

capitalization of the bidding firm. It is measured at the fiscal year-end preceding the deal announcement and 

converted into euro where applicable. Source: Worldscope. 

Return on assets (ROA) is earnings before interest and tax divided by the book value of assets. ROA in the 

combined firm is calculated using weights based on the book value of assets, converted into euro where 

applicable. It is measured at the fiscal year-end preceding the deal announcement. Source: Worldscope. 
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3.1.3. Country-level variables 

The creditor rights index (max=5) captures regulatory provisions that allow creditors to force repayment 

more easily, take possession of collateral or gain control in financial distress. It is part of a database Martynova 

and Renneboog (2007) constructed with the help of more than 150 academic and practicing corporate lawyers. 

The authors tracked down all changes in creditor rights regulation which have taken place over the past 15 years 

such that the index is available yearly between 1990-2005 for 31 European countries and the US. The regulatory 

provisions are quantified as follows: 

 Debtor-oriented versus creditor-oriented code: 1 if no reorganization option (liquidation only), 0 if 

reorganization + liquidation option; 

 Automatic stay on the assets: 1 if no automatic stay is obliged in reorganization (if debt-oriented code) or in 

the liquidation procedure (if liquidation code), 0 if automatic stay; 

 Ranking of secured creditors: 1 if secured creditors are ranked first in the reorganization procedure (if 

debtor-oriented code) or liquidation procedure (if liquidation code), 0 if government and employees are 

ranked first; 

 Creditor approval of bankruptcy: 1 if creditor approval is required to initiate a reorganization procedure (if 

debtor-oriented code) or liquidation procedure (if liquidation code), 0 otherwise; 

 Appointment of official to manage reorganization/liquidation procedure: 1 if it is required by law in a 

reorganization procedure (if debtor-oriented code) or a liquidation procedure (if liquidation code), 0 

otherwise. 

The debt enforcement index shows the efficiency of claims disputes resolution through courts, and is obtained 

from Djankov, McLiesh and Shleifer (2007). It is the number of calendar days needed to enforce a contract of 

unpaid debt worth 50% of a country‟s GDP per capita, and is measured in 129 countries as of January 2003. 

Legal origin is a dummy variable which identifies the legal origin of each country. The five origins are 

English, French, German, Nordic and Socialist (see Appendix 3.2). Source: Djankov, McLiesh and Shleifer  

(2007). 

The rule of law index (max=5) aggregates several indicators that measure how well agents abide by the rules 

of society. These include perceptions of the incidence of crime, the effectiveness and predictability of the 

judiciary and the enforceability of contracts. It is published by the World Bank, and is available bi-yearly from 

1996 onwards for 209 countries. 
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Appendix 3.2. Legal origin of bidding and target firms. 

  Legal Origin of Bidder Country  

  
Common Law 

Civil Law 
Total 

    French German Nordic 

Total  79 64 57 25 225 

Domestic deals 33 27 14 6 80 

Cross-border deals, of which: 46 37 43 19 145 

Legal origin of target country      

Common law 14 5 10 2 31 

Civil law 

French 19 13 8 2 42 

German 11 12 19 7 49 

Nordic 2 2 2 6 12 

Socialist - 5 4 2 11 

Note to Appendix 3.2. The legal origin of each country is obtained from Djankov, McLiesh and Shleifer (2007). 



 

 



 

 



 

 

 

 

 

 

 

Chapter 4 

 

 

How Relevant is Dividend Policy under Low Shareholder 

Protection? 

 

 

 

4.1. Introduction 

The agency literature attributes an important control function to dividends in mitigating 

managerial discretion, and as such regards dividend policy as part of the firm‟s optimal 

monitoring/bonding package (Rozeff, 1982). Jensen (1986) describes how dividends reduce 

free cash flow which management would otherwise divert for personal use or to fund 

unprofitable projects. Easterbrook (1984) adds that the cash flow commitments imposed by 

dividends payouts may force management to raise external capital for new projects, thereby 

inflicting market discipline on the firm. 

Why firms pay lower dividends in the stakeholder-oriented governance regimes of 

Continental Europe than in the market-oriented Anglo-American world, is one of the great 

puzzles of the comparative corporate governance literature. Previous studies observe the 

highly concentrated ownership structures of Continental European firms, and propose two 

alternative explanations rooted in agency theory. On one hand, Goergen, Renneboog and 

Correira da Silva (2005) view dividends and shareholder control as substitute devices in 

mitigating managerial agency costs. Then, dividends should be lower in the presence of a 

large controlling shareholder, because they need not constitute an additional control device 

and would lead to unnecessary liquidity constraints. On the other, Gugler and Yurtoglu (2003) 

argue that low dividends may additionally be explained by the agency conflict between the 
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large controlling shareholder and small minority shareholders. In this interpretation, if the 

incumbent shareholder is sufficiently powerful, it withholds dividends to expropriate minority 

investors for its private benefit. 

This paper reopens the debate on the relationship between dividends and shareholder 

control, by examining whether firms‟ dividend behavior is affected by their use of anti-

shareholder provisions. The argument that Continental European firms pay low dividends 

because they have large controlling shareholders is clearly incomplete. It is a well-known fact 

that firms in stakeholder-oriented governance systems often adopt anti-shareholder devices 

which violate the one-share-one-vote rule. This may be symptomatic of the fact that they 

prioritize stakeholder interests over the maximization of shareholder value, and may actually 

be the key reason behind their low dividend payouts. If this is indeed the case, it is difficult to 

see why the presence of large shareholders would make dividends redundant as an agency 

control device. On the contrary, large shareholders should demand higher rather than lower 

dividends, in order to prevent being expropriated and ensure greater focus on shareholder 

value. This argument implies that dividends and shareholder control are not substitute but 

complementary devices in mitigating agency concerns. 

The stakeholder-oriented governance regime of the Netherlands is a natural choice for the 

investigation of these issues. Dutch firms are well-documented to pay low dividends and have 

highly concentrated ownership structures (La Porta et al., 2000). At the same time, most firms 

impose quite severe restrictions on shareholder control. Firstly, they often adopt poison pills 

and golden shares (called preference and priority shares), or simply replace ordinary voting 

shares with tradable non-voting depository receipts (called certificates). Secondly, once Dutch 

firms reach a certain size, they are actually required by law to adopt an institutional form 

called the structured regime, which formally strips shareholders of most of their rights. The 

occurrence of the structured regime and the three anti-shareholder devices is extremely 

common among Dutch listed firms; more than 90% restrict shareholder control one way or 

another, and over two thirds have at least two of these restrictions in place. 

I use an extension of Lintner‟s (1956) partial adjustment model and random-effects panel 

probit regressions to investigate whether these shareholder power restrictions affect dividend 

behavior, and whether accounting for these challenges the substitutability of dividends and 

shareholder control as alternative control devices. The general patterns of Dutch dividend 

behavior are already very interesting. Dividend payouts tend to be low and fairly flexible, and 

are unrelated to reported earnings. Dutch firms formulate their dividend decisions based on 
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operating cash flows instead, presumably to avoid liquidity constraints. Also, the actual 

dividend dynamics show no statistical relationship with the severity of agency problems as 

measured by firm size, leverage, and investment opportunities (Fama and French, 2001). 

Overall, it appears that Dutch firms interpret dividend policy fairly flexibly, and only to a 

limited extent do they pay dividends with the purpose of disgorging free cash flow. This may 

owe to the fact that many firms have large shareholders with powerful monitoring incentives, 

which makes dividends redundant as an agency control device. However, it is equally likely 

that firms often restrict shareholder control to an extent that shareholders are too weak to 

enforce optimal payout policies. 

My empirical results support this latter argument. Of the anti-shareholder devices, only 

preference shares have an adverse impact on dividend behavior. The scale of this problem is 

very substantial, however, because more than 70% of the sample firms use preference shares 

to restrict shareholder control. I find that the use of preference shares reduces both firms‟ 

target payout ratios and the extent to which firms smooth dividends over time. This is 

unsurprising, given that these devices dilute shareholders‟ voting and cash flow rights 

simultaneously, to the benefit of management-friendly third parties. 

I additionally find that firms which adopt the structured regime, and those Dutch 

multinationals which voluntarily retain it despite being exempted, pay lower dividends and 

smooth dividends to a lesser extent. Firms which only have to adopt a mitigated form of the 

regime because they are majority-owned by a foreign shareholder, show signs of being tightly 

monitored and do not relax their dividend behavior. Further analysis shows that firms under 

the full and voluntary regimes, which constitute nearly 60% of the sample firms, reduce their 

target payout both ceteris paribus, and because they are much more likely to use preference 

shares. 

In light of these conditions, it is not surprising that I find no evidence that large controlling 

shareholders would allow firms to relax their dividend policy further. Once these restrictions 

on shareholder control are accounted for, I find that both the target payout ratio and the extent 

of dividend smoothing increase rather than decrease in the equity share of the largest 

shareholder. There is also little indication that dividend behavior in the Netherlands would be 

driven between the agency conflict between large shareholders and small minority 

shareholders. In other words, I find that firms relax their dividend behavior because of their 

habitual use of shareholder power restrictions, and the presence of a strong main shareholder 

actually forces them to increase their payouts to more optimal levels. 



Chapter 4 

70 

 

The relationship between the dividend dynamics and the identity of the large shareholders 

lends further support to this argument. I find that firms‟ target payout ratios are significantly 

higher when they are controlled by institutional investors with superior monitoring skills and 

incentives. In addition, I show evidence that share ownership by corporate insiders such as 

management and supervisory board members also leads to an increase in payout levels. 

Overall, these findings challenge much of the evidence presented in the prior literature, and 

suggest that dividends and shareholder control act as complementary rather than substitute 

devices in mitigating agency concerns. This finding is unlikely to be specific to the 

Netherlands, and could thus be extended to other stakeholder-oriented governance regimes. 

The remainder of the chapter is set out as follows. In Section 4.2 I provide an overview of 

the background literature, describe the Dutch governance regime, and formulate testable 

conjectures. A description of my sample and the methodology employed is provided in 

Section 4.3. The empirical results are discussed in Section 4.4. Finally, Section 4.5 allows for 

some concluding remarks. 

 

4.2. Agency problems, payout policy, and the implications of the Dutch 

governance system 

4.2.1. The agency control function of payout policy 

From an agency perspective, corporate payout is generally viewed as a control device that 

helps reduce managerial discretion, and as such is part of the firm‟s optimal 

monitoring/bonding package (Rozeff, 1982). Easterbrook (1984) describes how regular 

dividend payments may force management to raise external capital for new projects, thus 

inflicting market discipline on the firm. Jensen (1986) adds that payout reduces free cash flow 

that managers may otherwise divert for personal use or to fund unprofitable projects. 

Dividends and share repurchases are alternative mechanisms in mitigating free cash flow 

concerns. However, dividends impose a more permanent cash flow commitment; managers 

believe that markets attach a premium to consistent dividend payers and interpret dividend 

cuts as a negative signal (Brav et al., 2005). That managers enter into dividend smoothing has 

been well-documented since Lintner (1956) and Fama and Babiak (1968), and has been 

attributed to the private control benefits enjoyed by management (Fudenberg and Tirole, 

1995). Marsh and Merton (1987) and DeAngelo and DeAngelo (1990) observe that managers 

avoid dividend cuts at all costs, and prefer to leave dividends unchanged if a dividend 
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increase would likely have to be reversed in the future. Accordingly, firms with permanently 

high operating cash flows tend to pay dividends, while those with greater non-operating or 

more volatile operating cash flows resort more to share repurchases (Jagannathan, Stephens 

and Weisbach, 2000). 

The control function of corporate payout is evidently linked to the severity of the manager-

shareholder conflict. Agency costs are assumed to be lowest in small firms with abundant 

growth prospects (Fama and French, 2001). In these firms, high payouts may lead to 

excessive reliance on external financing, which can exacerbate underinvestment risk (Myers, 

1977) and harm the incumbent shareholders (Goergen, Renneboog and Correira da Silva, 

2005). Agency problems may also be alleviated by alternative mechanisms which reduce the 

marginal control benefits of corporate payout. Fluck (1999) develops a model where the 

amount of dividends depends on the effectiveness of outside shareholders in disciplining 

management. The control function of payout may also be substituted by leverage and 

managerial ownership (Jensen, Solberg and Zorn, 1992), though the desired relationship with 

the latter is non-monotonic due to managerial entrenchment concerns (Schooley and Barney, 

1994; Morck, Shleifer and Vishny, 1988; Fenn and Liang, 2001). 

Regarding the monitoring effectiveness of outside shareholders, several issues warrant 

consideration. Firstly, shareholders have better incentives and ability to monitor management 

when they hold large, concentrated equity blocks (Grossman and Hart, 1980). This suggests 

that when strong shareholders exert their power, dividends need not constitute an additional 

control device and may simply lead to unnecessary liquidity constraints and underinvestment 

risk (Goergen, Renneboog and Correira da Silva, 2005). Country-level studies show some 

evidence in this regard. Rozeff (1982) and Moh‟d, Perry and Rimbey (1995) find that US 

firms with less dispersed ownership pay fewer dividends. The presence of strong shareholders 

or their coalitions also lowers payout levels in the UK and weakens the relationship between 

earnings and payout dynamics (Renneboog and Trojanowski, 2006). La Porta et al. (2000) 

provide a cross-country comparison and show that in the stakeholder-oriented governance 

regimes of Continental Europe where ownership structures are more likely to be concentrated, 

dividend payouts are generally lower and more flexible than in the market-oriented Anglo-

American world. 

Secondly, controlling shareholders may be efficient monitors, but like management, they 

may also keep payout levels low to expropriate minority shareholders. Expropriation by 

insider shareholders is more relevant an issue in Continental European countries where the 
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legal protection of minority shareholders is low and firms often adopt anti-shareholder 

devices that violate the one-share-one-vote rule (La Porta et al., 2000). Faccio, Lang and 

Young (2001) argue that rational investors may anticipate expropriation and demand higher 

dividends from firms that are more likely to expropriate them. Still, minority shareholders 

may only be able to force higher payouts if they are sufficiently powerful or if firms have 

reputational needs to access capital markets (Bulow and Rogoff, 1989). Accordingly, Faccio, 

Lang and Young (2001) find that in Continental Europe, payouts are higher when multiple 

large shareholders are present. For Germany, Gugler and Yurtoglu (2003) also report that 

payout levels decrease in the power of the largest shareholder but increase in the power of the 

second largest shareholder. For the UK where the protection of minority shareholders is 

reasonably strong, Renneboog and Trojanowski (2006) do not report such patterns. 

And thirdly, payout levels are not invariant to the identity of the controlling shareholder 

because (i) some shareholder classes may be better monitors than others; and (ii) the payout 

policies they enforce can reflect their specific payout preferences. Financial institutions are 

often credited with having a comparative advantage in monitoring efficiency (Grossman and 

Hart, 1980; Shleifer and Vishny, 1986). This translates into more flexible payout policies in 

institutionally controlled firms both in the UK (Renneboog and Trojanowski, 2006) and in 

Germany (Goergen, Renneboog and Correira da Silva, 2005)
16

. Still, institutional investors 

tend to expect at least some level of payout, either because they enjoy a preferential tax 

treatment or due to tax asset-liability management considerations (Allen, Bernardo and 

Welch, 2000)
17

. Accordingly, they prefer firms to pay dividends but without actually 

demanding higher payouts (Grinstein and Michaely, 2005; Renneboog and Trojanowski, 2005 

and 2006). 

Renneboog and Trojanowski (2006) find that in the UK, payout levels are in fact lowest in 

firms controlled by individual investors. Gugler (2003) reports similar results for Austria, and 

                                                 

16
 For Germany, Amihud and Murgia (1997) argue that if banks are also creditors to the firms they control, they 

may also favor lower and more flexible payouts to mitigate bankruptcy risks. 

17
 Elton and Gruber (1970) and Litzenberger and Ramaswamy (1982) report that investors in low tax brackets 

prefer high and those in high tax brackets prefer low dividends. Perez-Gonzalez (2002) later reports that tax 

reforms are followed by payout changes consistent with the tax-induced preferences of the largest shareholders. 

The tax position of major shareholders is shown to have an economically important effect in the UK and Canada 

by Bond, Chennels and Devereux (1996) and Eckbo and Verma (1994), respectively. 
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argues that individuals are better able and incentivized to monitor firms directly
18

. Gugler 

(2003) finds that payout levels are highest and smoothed the most in government-controlled 

firms. He attributes this to a double principal-agent problem, whereby steady dividend flows 

reflect greater managerial discretion to defend incumbency rents, and the efforts of ill-

monitored politicians, to whom the managers are accountable, to keep their electorate happy. 

Both Gugler (2003) and Renneboog and Trojanowski (2006) characterize the dividend 

behavior of firms controlled by other non-financial firms as relatively normal. Gugler (2003) 

argues that these results are consistent with the expected „ranking‟ of shareholder types in 

how efficiently they mitigate informational asymmetries and managerial agency costs. It is 

then surprising that managerial ownership, which Jensen, Solberg and Zorn (1992) regard as 

an alternative control device, does not have a meaningful impact on dividend policy either, as 

shown by Fenn and Liang (2001) for the US and Renneboog and Trojanowski (2006) for the 

UK. 

 

4.2.2. Payout policy in the Netherlands: background and conjectures 

The Dutch model of corporate governance, known as the ‟polder model‟, is a stakeholder-

oriented insider system typical of Continental European countries. In stark contrast with the 

shareholder orientation of Anglo-American governance regimes, the essence of this model is 

consensus seeking among the firm‟s various stakeholders, particularly between employers and 

employees
19

. The Dutch model fully complies with Franks and Mayer‟s (2001) definition of 

insider systems: the number of listed firms is relatively small, share ownership is highly 

concentrated, and takeover activity is minimal (Cools and van Praag, 2003). Dutch firms are 

also allowed considerable reporting discretion; enforcement is weak and tax accounting is 

formally separate from financial accounting (Alford et al., 1993; Ali and Hwang, 2000). 

Typically of stakeholder-oriented governance regimes, Dutch firms often restrict 

shareholder control by using anti-shareholder devices which explicitly violate the one-share-

                                                 

18
 The preference of retail investors for dividends, as documented by Baker and Wurgler (2004) and Graham and 

Kumar (2006), is unlikely to apply to wealthy individuals with concentrated shareholdings. 

19
  A polder is a low-lying tract of land enclosed by dikes and often reclaimed from the sea. The term „polder 

model‟ has been used to describe the (slow) decision making process in Dutch politics, where all parties have to 

be heard. Governance in the Netherlands is characterized by the tri-partite co-operation of employers‟ 

organizations, labor unions and the government in the Social Economic Council. Despite criticism, this model 

has often helped to diffuse labor conflicts and avoid strikes.  
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one-vote rule. The provisions of Euronext Amsterdam allow the use of a maximum two out of 

three security types: 

 Preference shares are Dutch-style poison pills which carry full voting rights. These 

shares are issued under takeover threat to a friendly trust office or outside investor. 

The purchaser pays only 25% of the nominal capital upfront, and the issue size can be 

up to 50% or even 100% of the firm‟s outstanding capital. 

 Priority shares are similar to French or British ‟golden shares‟. They carry special 

voting privileges over issues such as merger approval, public offerings, the 

appointment of board members, charter amendments, and liquidation. They are usually 

sold to a friendly foundation. 

 Finally, certificates are tradable depository receipts which carry full cash flow rights 

but no voting rights. They are issued in exchange for ordinary voting shares, which are 

then deposited with the issuer, the administration office (Stichtingskantoor). The 

administration office, always friendly to management, takes over all voting rights on 

the withdrawn ordinary shares and usually takes a voting majority. 

An important peculiarity of the Dutch governance regime is that it can additionally impose 

institutionalized restrictions on shareholder control. Once Dutch firms reach a certain size, 

they must switch to an institutional form called the structured (or ‘structuur’) regime. The 

adoption of the structured regime is compulsory for limited liability firms once (i) their 

subscribed capital exceeds €11.4 million, and (ii) they employ at least 100 employees and 

have a legally installed workers‟ council in place. The immediate objective of the structured 

regime is to give workers‟ councils a role on the supervisory boards of large companies. 

However, it simultaneously strips shareholders of most of their tasks and responsibilities to 

the benefit of the supervisory board. The powers of the supervisory board are almost 

exhaustive, and include the approval of the annual accounts, the election of management and 

the election of the supervisory board itself (by way of co-optation). Shareholders may still 

vote on dividend policy and takeovers, but ultimately retain little role in holding management 

accountable. Accordingly, firms under the structured regime have been shown to smooth 

earnings more actively, report more conservatively and be less likely to meet or beat analyst 

expectations (Cuijpers, Moers and Peek, 2005). 

The current law establishes a number of exemptions from the full adoption of the structured 

regime. Firms which are majority-owned by foreign entities can adopt a mitigated form of the 

regime. This model maintains co-optation but allows shareholders to vote on the annual 
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accounts and the appointment of management. Firms are exempted entirely if they have more 

than 50% of their employees abroad or if they are majority-owned by a Dutch multinational 

under the structured regime. Still, most exempt firms retain a weaker form of the regime 

voluntarily, because its full elimination requires a statute amendment which the supervisory 

board can easily block (De Jong et al., 2005). 

De Jong et al. (2005) find that the shareholder control restrictions implemented by the 

majority of Dutch firms tend to have considerable valuation effects. The authors report that 

both the full and voluntary forms of the structured regime and each anti-shareholder device 

are associated with lower firm values as measured by the market-to-book ratio. In most cases, 

Dutch firms do in fact use these mechanisms cumulatively, thereby imposing very severe 

constraints on shareholder control. Accordingly, annual shareholder meetings are met with a 

great deal of apathy in terms of attendance, and management-sponsored proposals, including 

recommendations on payout policy, are rarely contested
20

. 

 

4.2.2.1. The impact of shareholder power restrictions on dividend behavior 

How the payout patterns of Dutch firms are affected by the shareholder power restrictions 

available to them should naturally be subject to a great deal of variation. Of the anti-

shareholder devices, preference shares should have by far the most severe impact on dividend 

behavior. An important attribute of these securities is that they simultaneously dilute the 

voting and cash flow rights of common shareholders, leaving them with little leverage to force 

optimal payouts. The holders of preference shares are also unlikely to demand high dividends, 

both because they are management-friendly and because preference shares are cheap to 

acquire with only 25% of the nominal value payable upfront. Therefore, I conjecture that 

firms using preference shares are less likely to pay dividends, and the dividends they pay are 

relatively low and unsmoothed. In comparison, priority shares should have a far less 

pronounced effect on dividend behavior. These securities may potentially relax pressure on 

management to reimburse shareholders, but they otherwise obstruct shareholder control over 

very specific issues unrelated to dividend policy. Therefore, I make a similar but considerably 

weaker conjecture that firms using priority shares are less likely to pay dividends, and the 

dividends they pay are relatively low and unsmoothed.  Finally, firms which issue certificates 

                                                 

20
 De Jong, Mertens and Roosenboom (2004) examine 245 annual meetings between 1998 and 2002. They find 

that only 30% of shareholders were present at each meeting on average. Shareholders did not sponsor a single 

proposal, and of 1,583 management-sponsored proposals only 9 were rejected or withdrawn.  
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should actually have very strong incentives to pay and smooth dividends. A peculiarity of 

these instruments is that they carry full cash flow rights but no voting rights. Effectively, 

dividends in this case may be considered as compensation to the certificate holders who have 

given up their voting rights. Therefore, I conjecture that firms using certificates are more 

likely to pay dividends, and the dividends they pay are relatively high and smoothed. 

One must equally distinguish the various forms of the structured regime in how they affect 

dividend behavior in the firms they are imposed on. I have mentioned that the structured 

regime still allows shareholders to vote on dividend policy. However, management 

recommendations on dividend payouts are typically put to vote in conjunction with other 

management-sponsored proposals and are almost always passed. Overall, this dictates that 

under the structured regime, dividend payouts should be relatively low and unsmoothed. Still, 

only under the full and voluntary forms of the regime are agency problems expected to be 

severely amplified. Under the mitigated regime, managers remain tightly controlled because 

(i) shareholders maintain the right to vote on the appointment of managers and (ii) the foreign 

majority owner has powerful monitoring incentives. Then, dividend payouts may be low and 

unsmoothed, but this may simply reflect the controlling shareholder trading off free cash flow 

concerns against the risk of underinvestment. Overall, I conjecture that firms under the 

structured regime are less likely to pay dividends, and the dividends they pay are relatively 

low and unsmoothed. The reduction in dividends and dividend payout probability is greatest 

under the full and voluntary forms of the regime, and relatively smaller under the mitigated 

regime. 

 

4.2.2.2. The impact of ownership structure on dividend behavior 

A complementary prediction on dividend policy, already made for the mitigated structured 

regime, is that dividends are low and flexible in the presence of a strong incumbent 

shareholder with powerful monitoring incentives. This argument assumes that when 

alternative agency mechanisms are at work, dividends need not constitute an additional 

control device and may simply lead to unnecessary liquidity constraints and underinvestment 

risk. However, there is certainly a risk that the incumbent shareholder keeps dividend payouts 

low in order to expropriate minority shareholders to its private benefit. Then, strong minority 

shareholders may actually force higher payouts in order to mitigate expropriation risk. 

Therefore, I conjecture that the probability of dividend payouts and the level and smoothing of 
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dividend payments (i) decreases in the equity stake of the largest shareholder and (ii) 

increases in the equity stake of the second largest shareholder. 

How the identity of the major shareholders affects dividend behavior is typically motivated 

in the existing literature by (i) clientele arguments and (ii) the monitoring skills and 

effectiveness of the various shareholder classes. In the case of the Netherlands, it is difficult to 

make predictions on the tax-based dividend preferences of shareholders, because most legal 

entities enjoy a preferential tax treatment on dividend income. It is especially notable that the 

dividends received by Dutch holding companies and non-financial firms are tax-free provided 

that they comply with the “participation exemption rules”
21

. The dividend tax rules applicable 

to large individual investors are also favourable, because once their equity interest reaches 

5%, they pay a flat tax of 25% rather that the marginal income tax rate on dividend income
22

. 

In general, the Dutch tax rules also tend not to discriminate between dividends and realized 

capital gains. 

As the tax-based dividend preferences of the various shareholder classes virtually coincide, 

the link between dividend behavior and the identity of the large shareholders should be based 

on each shareholder class‟s monitoring skills and individual cash flow needs. To the extent 

that dividends and shareholder control are indeed substitute mechanisms in mitigating agency 

concerns, I expect the following. Firstly, I conjecture that firms controlled by financial 

institutions smooth dividends less, but are more likely to be dividend payers and the dividends 

they pay are relatively high. As has been discussed, institutional investors are typically 

credited with having a comparative advantage in monitoring efficiency, but they otherwise 

expect consistent cash flow streams in the form of dividend income. 

Secondly, I conjecture that firms controlled by corporate insiders, individual investors, 

holding companies and non-financial firms are less likely to pay dividends, and the dividends 

they pay are relatively low and unsmoothed over time. It is well-documented in the prior 

                                                 

21
 To come within the "participation exemption rules", Dutch companies must satisfy the following criteria: 

 they must hold at least 5% of the subsidiary‟s shares; 

 they must hold the shares since beginning of fiscal year in which the exemption benefits are claimed; 

 the subsidiary must pay corporate tax on its profits; and 

 the parent company must be actively involved in the subsidiary's management. 

22
 Since the introduction of the Income Tax Act of 2001, individual investors with a less than 5% equity interest 

are assumed to have a taxable return of 4% on their shares and are not separately liable for income tax on the 

actual dividends they receive. This has reduced the marginal tax rate payable on dividends by most small 

investors, but is irrelevant in the context of the discussion presented here. 
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literature that insider ownership reduces the agency problem arising from the separation of 

ownership and control. Previous studies also show that agency concerns are mitigated very 

efficiently by wealthy private individuals due to their powerful incentives to monitor firms 

directly. Finally, holding companies and non-financial firms tend to hold their subsidiaries 

fairly closely, often in pyramidal structures, and be actively involved in their management. 

And thirdly, I conjecture that firms controlled by the government and foundations are more 

likely to be dividend payers, and the dividends they pay are relatively high and smoothed over 

time. The dividend behavior of government-controlled firms should be driven by the double 

principal-agent problem identified earlier, whereby steady dividend flows reflect managerial 

discretion to defend incumbency rents and the efforts of ill-monitored politicians to keep their 

electorate happy. The relationship between dividends and foundations is not examined by 

previous studies, but these investors are typically assumed to have only fairly weak 

monitoring skills and incentives. 

 

4.3. Data and methodology 

4.3.1. Descriptive statistics 

My sample covers Dutch firms listed on Euronext Amsterdam and the new market NMAX 

over the period between 1996 and 2004. I exclude banks, insurance companies and other 

financial firms (SIC codes 6000-6900), because their financial reporting standards are 

different from those of the rest of the sample. I also exclude utilities (SIC codes 4900-4949), 

because their payout policies and access to external financing are regulated. Finally, I retain 

only those firms that are present for at least three years of the sample period in the 

Worldscope Disclosure dataset and the yearly stock exchange guide Handboek Nederlandse 

Beursfondsen. The final sample contains 150 firms with a total of 962 firm years, representing 

more than two thirds of Dutch listed non-financial firms and around 90% of the market 

capitalization of the Amsterdam Exchanges. Accounting data on each firm is gathered from 

the Worldscope database. To determine whether the firms operate under a particular type of 

the structured regime and whether they use anti-shareholder devices, I consult the Kluwer 

book Monitoring Corporate Governance in Nederland 1998. For those firms not included in 

this volume, I consult the annual reports. 

Table 4.1 summarizes the financial characteristics of the sample firms in constant 2004 

prices.  The results show that the market value of the median firm is relatively high at  €269.8 
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Table 4.1. Descriptive characteristics. 

Variables N          Mean          Median          St. dev. 

Firm size (€ millions) 962 2,846.8 269.8 13,380.7 

Book value of assets (€ millions) 962 2,041.8 274.1 7,928.6 

Debt-to-assets ratio 962 0.25 0.23 0.19 

Market-to-book ratio 962 3.64 1.89 9.14 

Operating cash flow (€ millions) 962 209.0 21.6 1,012.0 

Net income (€ millions) 962 63.9 10.9 765.2 

Return on assets (ROA) 962 3.36% 5.19% 14.54% 

Dividend payout (€ millions) 962 45.4 2.5 317.4 

Note to Table 4.1. Statistics are computed for the pooled sample of 962 firm years, measured at year-end and 

expressed in constant 2004 prices. Firm size is the sum of the market value of equity and the book value of debt. 

The debt-to-assets ratio is the book value of debt divided by the book value of assets. The market-to-book ratio is 

the ratio of the market value of equity to the book market of equity. 

 

million. There is also considerable skewness in firm size; the mean market value is much 

higher still at €2.8 billion, driven by multinationals such as Royal Dutch Shell, Philips 

Electronics and Akzo Nobel. The mean and median book values of total assets are €2.0 billion 

and €274.1 million, respectively. It is notable that the while the average market-to-book ratio 

is 3.64, the median is considerably lower at 1.89. The typical firm is reasonably profitable 

with a net income of €10.9 million and a return on assets (ROA) of 5.19%. The median level 

of operating cash flow is also relatively high at €21.6 million. The sample firms tend to be 

moderately levered, with the median debt-to-assets ratio at 0.23. Dividends are paid in 758 of 

the 962 firm years, and typically amount to €5.4 million. 

Table 4.2 examines the dividend behavior of the sample firms in greater detail. The results 

show that the proportion of dividend payers has been on the decline since the mid-1990s, 

falling from 88.0% in 1996 to 74.4% in 2004. The payout ratios of the dividend payers have 

followed a cyclical pattern. During the stock market rally between 1996 and 2000, dividends 

as a percentage of net income declined continually from an average 34.0% to 19.5%. 

Thereafter, they picked up again notwithstanding a temporary fall in 2002, and reached 41.1% 

in 2004. These patterns are not unlike those reported for the US, where dividend payouts were 

on the decline during the 1990s (Fama and French, 2001) but rebounded after the stock 

market decline during the early 2000s (Julio and Ikenberry, 2004)
23

. Dividend payouts as a 

                                                 

23
 Fama and French (2001) and DeAngelo, DeAngelo and Skinner (2004) find that in the US, the proportion of 

dividend paying publicly listed firms declined to around 20% by 1999. Compared to the Netherlands, this figure 

appears to be extremely low and may at first glance suggest that Dutch firms are more likely to pay dividends 

ceteris paribus. However, it is important to recall that in stakeholder-oriented governance regimes such as the 
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Table 4.2. Dividend payout ratios. 

Year 

  All firms   Dividend payers only   Dividend 

payers (of 

all firms)  
N 

%  of 

net income 

% of operating 

cash flow  
N 

%  of 

net income 

% of operating 

cash flow  

1996 
 

100 30.7% 16.5% 
 

88 34.0% 17.4% 
 

88.0% 

1997 
 

118 22.0% 12.3% 
 

103 27.4% 14.4% 
 

87.3% 

1998 
 

124 18.0% 11.8% 
 

102 23.1% 14.9% 
 

82.3% 

1999 
 

119 15.2% 10.9% 
 

93 20.3% 14.6% 
 

78.2% 

2000 
 

112 11.4% 8.6% 
 

85 19.5% 11.7% 
 

75.9% 

2001 
 

106 19.8% 13.4% 
 

80 38.4% 20.0% 
 

75.5% 

2002 
 

98 14.2% 9.6% 
 

73 31.8% 15.3% 
 

74.5% 

2003 
 

95 13.8% 9.8% 
 

67 36.1% 12.9% 
 

70.5% 

2004   90 21.5% 13.4%   67 41.1% 16.0%   74.4% 

All   962 17.5% 11.4%   758 28.7% 15.2%   78.8% 

 

 

percentage of operating cash flows exhibit similar trends but are more stable. Over the whole 

sample period, dividend payers paid out an average 28.7% of their net income and 15.2% of 

their operating cash flows. For the aggregate sample of payers and non-payers, the same 

figures are 17.5% and 11.4%, respectively. In their cross-country study, La Porta et al. (2000) 

report similar numbers for 1994, and conclude that Dutch firms generally pay lower dividends 

than do firms in the market-oriented governance regimes of the Anglo-American world. 

Table 4.3 illustrates the occurrence of shareholder power restrictions among the sample 

firms. The figures suggest that shareholder control tends to be severely limited in the 

Netherlands. Of the 150 firms, only 14 impose no limitations on shareholder rights, by neither 

operating under the structured regime nor using anti-shareholder devices. Nearly two thirds of 

the sample firms operate under the structured regime; the full and mitigated forms of the 

regime are legally imposed in 65 and 8 cases, respectively, while 24 firms retain the regime 

voluntarily. A staggering 126 firms employ anti-shareholder devices, and 70 use more than 

one. The use of preference shares (107) is by far the most common, followed by certificates 

(46) and priority shares (43)
24

. Firms under each form of the structured regime are more likely 

to use and combine these securities, imposing cumulative restrictions on shareholder control. 

                                                                                                                                                         

Netherlands, only relatively few firms go public, and these are much larger on average than their counterparts in 

the US. Indeed, the aforementioned US studies include more than 5,000 NYSE, AMEX and NASDAQ firms. 

24
 The use of the three anti-takeover devices is not correlated significantly, except a very mild negative 

correlation between priority shares and certificates. 
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Table 4.3. Institutionalized restrictions on shareholder power. 

 
Total 

Structured regime 

  No Yes Full Voluntary Mitigated 

No anti-takeover devices 24 14 10 2 4 4 

One device is used 58 23 35 26 8 1 

   Preference shares 42 16 26 20 6 0 

   Priority shares 8 5 3 1 1 1 

   Certificates 8 2 6 5 1 0 

Two devices are used 68 16 50 35 12 3 

   Preference/Priority 32 6 24 16 6 2 

   Preference/Certificate 33 10 23 16 6 1 

   Priority/Certificate 3 0 3 3 0 0 

Three devices are used 2 0 2 2 0 0 

Preference shares – total 107 28 75 54 18 3 

Priority shares – total 43 10 32 22 7 3 

Certificates – total 46 12 34 26 7 1 

Total 150 53 97 65 24 8 

 

4.3.2. Share ownership 

I hand-collect data on the ownership of the sample firms from the various editions of 

Handboek Nederlandse Beursfondsen. As these handbooks were published bi-yearly prior to 

1999, I assign ownership changes to the correct year using information from the annual 

reports. Equity block ownerships exceeding 5% are classified into eight mutually exclusive 

categories: (i) corporate insiders (management and supervisory board members and their 

families); (ii) financial institutions (banks, insurance firms, investment and pension funds, 

venture capitalists); (iii) independent individuals; (iv) non-financial firms; (v) the 

government; (vi) foundations; (vii) holding companies; and (viii) administration offices. 

Individual and institutional investors are classified into the various categories based on 

Handboek Nederlandse Beursfondsen, the Amadeus database and the annual reports. 

To approximate the influence of the various shareholder classes on corporate decision 

making, I follow Crespi and Renneboog‟s (2003) approach and construct a two-stage voting 

game. In the first stage, all shareholders of a particular type (e.g. all financial institutions) 

form a coalition. In the second stage, such coalitions participate in a voting game where the 

payout policy is decided upon. The two-stage approach advocated here is relevant due to 

similarities in the payout preferences and monitoring efficiency of investors of the same type. 

For instance, I have mentioned that institutional investors are generally regarded as having a 

greater relative preference for dividends over capital gains than do other investor types. 

I use two alternative measures of shareholder influence: ownership concentration and 

Banzhaf power indices (Banzhaf, 1965). Banzhaf indices are voting power measures obtained 
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by modeling voting games with policy-seeking motives (I-power). In effect, they capture the 

ability of shareholders to win voting games on dividend policy either by themselves or by 

forming voting coalitions (see Appendix 4.1 for an example). Recent empirical research has 

often used Shapley values instead to measure shareholder power (Shapley and Shubik, 1954; 

Milnor and Shapley, 1978). However, Leech (2002) argues that Shapley values are 

inappropriate in the context of shareholder voting, because they model voting games with the 

prize being the power itself (P-power).
25

 As the shareholder voting games can be regarded as 

oceanic, I employ a generalization of the Banzhaf value proposed by Dubey and Shapley 

(1979). Under some regularity conditions, such oceanic Banzhaf indices are calculated by 

taking the values for a modified, finite game consisting only of the major players, and making 

an appropriate adjustment for the required majority threshold (Felsenthal and Machover, 

1998). Throughout the later analysis, both the ownership variables and Banzhaf indices are 

lagged by one period. I deem this necessary to eliminate any simultaneity bias, because 

specific payout policies may inherently attract investor clienteles and thus lead to endogeneity 

problems. 

The distribution of the sample firms‟ ownership and the corresponding Banzhaf power 

indices of the sample firms are summarized in Table 4.4. The data show that ownership 

concentration is very high among Dutch listed firms, corresponding to similar figures reported 

 

Table 4.4. Distribution of voting rights and voting power. 

 
N 

 Block-

holdings 

 % of share ownership  Banzhaf power index 

    Mean >50% >25%  Mean >50% >25% 

Largest shareholder 962  100%  38.7% 35.9% 54.6%  98.6% 73.2% 94.6% 

2nd largest shareholder 962  65.4%  7.3% 0 6.0%  1.4% 0 7.5% 

3rd largest shareholder 962  46.4%  3.1% 0 0  1.4% 0 5.8% 

Administration offices 962  22.3%  17.2% 18.2% 21.4%  22.1% 21.9% 22.3% 

Insiders 962  13.1%  5.2% 5.3% 8.4%  8.9% 8.6% 9.4% 

Financial institutions 962  57.8%  14.8% 6.0% 24.2%  40.5% 39.2% 42.4% 

Individuals 962  11.5%  2.0% 0.7% 2.0%  4.3% 3.7% 4.8% 

Holding companies 962  18.3%  5.1% 9.1% 7.7%  7.6% 9.1% 8.6% 

Non-financial firms 962  27.7%  7.4% 4.9% 9.8%  12.6% 11.7% 13.7% 

Government 962  3.0%  1.4% 1.1% 2.8%  3.0% 3.0% 3.0% 

Foundations 962  2.2%  0.5% 0.0% 1.0%  0.9% 0.6% 1.4% 

Note to Table 4.4. Statistics are computed for the pooled sample of 962 firm years. All blockholdings of 5% or 

more are gathered. The construction of the Banzhaf power index is explained in Section 4.3.2. 

                                                 

25
 A detailed discussion about the differences in I- and P-power and the most appropriate voting games can be 

found in Felsenthal and Machover (1998). 
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for Germany by Correira da Silva, Goergen and Renneboog (2004). The largest blockholder 

holds the majority of ordinary shares in 35.9% of the 962 observations, and controls at least 

25% of the shares in 54.6% of observations. Other shareholders tend to be comparatively 

weak. A second largest blockholder is present in 65.4% of observations, but only in 6.0% of 

all cases does it hold a blocking minority of at least 25%, a regulatory threshold in the 

Netherlands. A third largest blockholder is present in 46.4% of all observations. The mean 

value of the Banzhaf power indices is 98.6% for the largest blockholder, and only 1.4% for 

both the second and third largest blockholders. 

The results show that the widespread use of certificates lends a great deal of voting power 

to administration offices. Certificates are issued by less than a third of the sample firms, but 

those that do tend to withdraw the majority of their ordinary voting shares. Accordingly, 

administration offices appear as blockholders in only 22.3% of all observations, but they hold 

effective voting control in 21.9% and absolute voting majority in as many as 17.2% of these 

cases. Corporate insiders including executives and supervisory board members additionally 

hold equity blocks in 13.1% of observations, and have a mean Banzhaf index of 8.9%. 

Financial institutions constitute the most powerful class of outside shareholders. Institutional 

investors hold equity blocks in 57.8% of observations, and their coalitions have a mean 

Banzhaf index of 40.5% despite holding only 14.8% of ordinary shares on average. The other 

powerful classes are non-financial firms and holding companies, which hold equity blocks in 

27.7% and 18.3% of all observations, and have mean Banzhaf indices of 12.6% and 7.6%, 

respectively. It is notable that similar to administration offices, holding companies hold 

absolute majority in nearly half of the firms they hold equity in. Independent individuals tend 

to be minority investors; they hold equity blocks in 11.5% of observations, but have a mean 

equity share of just 2.0% and a mean Banzhaf index of 4.3%. The Dutch government and 

foundations have relatively few equity interests but often tend to have a blocking minority in 

the firms they holds equity in. 

 

4.3.3. Methodology 

I conduct a two-stage multivariate analysis to investigate how dividend behavior is affected 

by shareholder power restrictions, ownership structures and other firm characteristics. First, I 

explain the likelihood that a firm pays dividends using random-effects panel probit 

regressions. In these models, the dependent variable equals 1 if a firm paid dividends in a 

particular year and 0 otherwise. The basic model includes a fixed set of regressors to control 
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for firm-specific characteristics that include the current and lagged level of ROA, firm value, 

leverage, and investment opportunities as measured by the market-to-book ratio. In addition, I 

employ indicator variables corresponding to each shareholder power restriction and their 

interactions with ROA, and later include the ownership variables defined above. I also control 

for industry-specific and year-specific effects. 

In the second stage, the actual dynamics of dividends are analyzed using an extension of 

Lintner‟s (1956) partial adjustment model. Lintner assumes that firms maintain a target 

payout ratio, and adjust („smooth‟) payout only gradually to earnings shocks over several 

years. For any year t the dividend payout of firm i is assumed to be related to earnings Πit by a 

desired payout ratio τi: 

(4.1)     *

it i itD   . 

In year t, firm i adjusts to the target dividend payout only partially, such that: 

(4.2)     *

, 1 , 1( )it i t i i it i t itD D D D         , 

where αi is a constant, , 1it i tD D   is the actual change in dividends, *

, 1it i tD D   is the desired 

change in dividends, δi is the speed of adjustment and εit is the error term. Rearranging (4.2) 

and substituting (4.1) into (4.2) then yields 

(4.3) , 1(1 )it i i i t i i it itD D            . 

My empirically testable model is formulated using (4.3) such that 

(4.4) 1 , 1 2it i i t it itD D         , 

where i is the firm-specific effect, 1, and 2 are model parameters, and it is the error term. 

Here, the implicit target payout ratio is given by 2

1
i








, while the speed of adjustment is 

11i   , or correspondingly the extent of dividend smoothing is β1. It is useful to point out that 

the target payout ratio increases in both the ‟smoothing‟ coefficient 1 and the „impact‟ 

coefficient 2. As before, I add to the basic model a fixed set of regressors to control for firm-

specific characteristics i.e. firm size, leverage and the market-to-book ratio, and also control 

for industry and year effects. In order to test my conjectures pertaining to the impact of 

shareholder power restrictions and ownership structures, I later include as regressors 

interactions of the governance dummies and ownership variables with both Di,t-1 and Πit. 

Then, the sums of the smoothing and impact coefficients on Di,t-1 and Πit, respectively, define 

the target payout ratios and smoothing levels associated with each restriction and ownership 

characteristic. 
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The above partial adjustment specification constitutes a set of dynamic panel data models 

with the lagged dependent variable included as a regressor. Baltagi (2001) finds that in such a 

framework, traditional estimators such as the fixed-effects within-estimator may lead to 

severe biases in those specifications in particular where the time dimension of the panel is 

fairly small. Several GMM-type estimators have been proposed as more suitable alternatives. 

Arellano and Bond (1991) suggest a simple estimator based on a first-differenced equation 

where the differences are instrumented by lagged levels of the regressors. Blundell and Bond 

(1998) later improve on this estimation technique by including lagged differences of the 

dependent variable as instruments for equations in levels (in addition to using levels as 

instruments for the differences). I estimate the models applying this so-called GMM-in-

systems estimator, using Stata‟s xtabond2 module.  

 

4.4. Empirical results 

4.4.1. General patterns in dividend behavior 

I begin the empirical analysis by observing some general patterns in Dutch dividend behavior. 

The probit and partial adjustment models in their basic form are depicted in Table 4.5 as 

Model (1a) in Panel A and Model (1b) in Panel B, respectively. The probit regression in 

Model (1a) shows that Fama and French‟s (2001) predictions on the drivers of dividend 

payout likelihood also hold for Dutch firms. I find that dividend payers, relative to non-

payers, tend to be larger, more profitable, less levered, and have fewer growth opportunities. 

This suggests that the probability of a dividend payout increases in the severity of agency 

problems. 

However, the partial adjustment model in Model (1b) shows some striking peculiarities in 

the actual dynamics of dividend payout. I had to specify the model using operating cash flows 

rather than net income, because the latter shows no statistical relationship with dividends. 

This is a remarkable finding which contradicts Lintner‟s (1956) hypothesis that firms 

determine their desired payout ratios as a function of their after-tax earnings. Goergen, 

Renneboog and Correira da Silva (2004) find that operating cash flows better predict 

dividends in Germany as well
26

. The authors propose two possible explanations for this result.  

                                                 

26
 Goergen, Renneboog, and Correira da Silva (2004) find that the relationship between net income and 

dividends only holds when the regression simultaneously controls for cash flow. My results are invariant to such 

alternative specifications. 
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On one hand, firms may shield their income from dividend commitments, and instead 

formulate their dividend decisions based on cash flows. On the other, it is possible that 

dividends are set as a function of earnings, but the published earnings figures are conservative 

and smoothed over time. For the Netherlands, the latter argument is weakened somewhat by 

the high earnings volatility reported in Table 4.1. 

Secondly, it is notable that payout levels show no statistical relationship with firm size, 

leverage, and investment opportunities as measured by the market-to-book ratio. These results 

cast considerable doubt on the role of dividends in mitigating agency concerns in the 

Netherlands. In principle, this may support the argument that dividends need not constitute an 

additional control device when ownership structures are highly concentrated. However, it may 

equally indicate that shareholders are simply too weak to enforce payout policies that 

optimize  shareholder  value  (La Porta et al., 2000).  Table  4.3  has  shown  that this is not an 

 

Table 4.5. The impact of shareholder power restrictions on dividend policy. 

Panel A: Likelihood of dividend payout 

Variables 
(1a) (2a) (3a) (4a) 

Coeff. Z-stat Coeff. Z-stat Coeff. Z-stat Coeff. Z-stat 

Return on assets (ROAit) 5.79 4.45
***

 5.56 3.23
***

 7.55 3.22
***

 7.74 3.04
***

 

Lagged return on assets (ROAi,t-1) 7.65 5.39
***

 7.76 5.51
***

 7.80 5.43
***

 7.93 5.50
***

 

Full structured regime   -0.31 -0.79   -0.14 -0.34 

Voluntary structured regime   1.14 1.85
*
   1.32 2.14

**
 

Mitigated structured regime   -2.77 -2.59
***

   -2.73 -2.55
**

 

ROAit*Full structured regime   1.15 0.48   -1.14 -0.44 

ROAit*Voluntary structured regime   -1.53 -0.44   -4.89 -1.22
 

ROAit*Mitigated structured regime   40.06 3.23
***

   37.61 2.92
***

 

Preference shares         -0.19 -0.45 -0.20 -0.49 

Priority shares         -0.37 -0.86 -0.26 -0.63 

Certificates      -0.17 -0.41 -0.32 -0.85 

ROAit*Preference shares      -5.76 -2.35
** 

-5.62 -2.19
**

 

ROAit*Priority shares      3.39 1.33 3.60 1.32 

ROAit*Certificates          4.85 1.92
*
  6.96 2.20

**
 

Firm size 0.54 4.88
***

 0.47 4.70
***

 0.55 4.97
***

 0.48 4.54
***

 

Debt-to-assets -1.31 -1.82
* 

-1.24 -1.72
* 

-1.24 -1.72
* 

-1.18 -1.61 

Market-to-book -0.82 -6.40
***

 -0.96 -6.61
***

 -0.84 -6.59
***

 -0.95 -6.49
***

 

Intercept -3.17 -2.10
**

 -2.48 -1.80
*
 -3.01 -2.04

**
 -2.33 -1.70

*
 

Industry dummies Yes Yes Yes Yes 

Year dummies Yes Yes Yes Yes 

No. of observations 962 962 962 962 

No. of firms 150 150 150 150 

Wald test (χ
2
) 91.03

***
 93.19

***
 102.42

***
 101.00

***
 

Log likelihood -249.81 -237.70 -245.29 -232.80 

Sigma u 1.65 1.44 1.59 1.40 

Rho  0.73 0.67 0.72 0.66 

LR test of rho=0 160.23
***

 115.04
***

 140.77
***

 100.49
***
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Table 4.5 (continued). The impact of shareholder power restrictions on dividend policy. 

Panel B: Dividend dynamics 

Variables 
(1b) (2b) (3b) (4b) 

Coeff. Z-stat Coeff. Z-stat Coeff. Z-stat Coeff. Z-stat 

Lagged dividend (Di,t-1) 0.74 8.81
***

 0.80 10.30
***

 0.83 4.09
***

 1.33 4.87
***

 

Operating cash flow (CFit) 0.10 6.86
***

 0.09 6.36
***

 0.04 1.73
* 

-0.04 -1.45 

Di,t-1*Full structured regime   -0.43 -4.01
***

   0.20 3.87
***

 

Di,t-1*Voluntary structured regime   -0.48 -1.74
* 

  -0.66 -2.52
*
 

Di,t-1*Mitigated structured regime   -0.59 -0.59   -0.61 -0.87 

CFit*Full structured regime   -0.04 -1.74
*
   -0.02 -2.29

**
 

CFit*Voluntary structured regime   -0.03 -1.18   0.07 2.43
**

 

CFit*Mitigated structured regime     0.08 0.25     -0.04 -0.16 

Di,t-1*Preference shares     -0.62 -7.52
***

 -0.64 -25.55
***

 

Di,t-1*Priority shares     0.05 0.23 -0.45 -1.74
*
 

Di,t-1*Certificates     0.20 0.64 -0.23 -0.73 

CFit*Preference shares     -0.01 -0.80 0.00 0.22 

CFit*Priority shares     0.04 1.70
*
 0.11 3.91

***
 

CFit*Certificates         -0.01 -0.21 0.06 1.30 

Firm size*1000 -23.80 -1.06 -3.74 -0.81 12.46 1.05 8.12 1.01 

Debt-to-assets*1000 -65.70 -0.52 -24.38 -0.59 -75.88 -0.93 -56.40 -1.38 

Market-to-book*1000 -44.72 -0.76 6.99 1.15 -8.41 -1.30 -1.99 -0.46 

Intercept 385795 1.00 64904 1.08 -140385 -0.89 -93029 -0.87 

Industry dummies Yes Yes Yes Yes 

Year dummies Yes Yes Yes Yes 

No. of observations 962 962 962 962 

No. of firms 150 150 150 150 

p-value of F-test (χ
2
) >0.001 >0.001 >0.001 >0.001 

Hansen test 36.89 93.69 129.69 1.5e+06
***

 

AR(1) test z-statistic -1.28 -1.17 -1.34 -1.21 

AR(2) test z-statistic 1.07 1.10 1.33 1.16 

Note to Table 4.5. Panel A shows random-effects panel probit models where the dependent variable is 1 if a 

firm pays dividends and 0 otherwise. ROA is net income to the average of total assets at the beginning and end 

of the year. Firm size is market value of equity plus book value of debt. Debt-to-assets is book value of debt to 

book value of assets. Market-to-book is market to book value of equity. Panel B shows partial adjustment models 

where the dependent variable is the dividend amount. The models are estimated using GMM-in-systems with up 

to two lagged levels of the regressors used as instruments in the first-differenced equation. The Hansen test of 

overidentifying restrictions verifies the appropriateness of moment conditions imposed. The Z-statistics use 

heteroscedasticity and autocorrelation-consistent standard errors. The autocorrelation tests have an asymptotic 

standard normal distribution. *, ** and *** denote significance at the 10%, 5%, and 1% level, respectively. 
 

unreasonable assumption; over 90% of my sample firms limit shareholder rights in some way 

and more than two thirds impose cumulative restrictions on shareholder power. 

And thirdly, it is noteworthy that the implied target payout ratio predicted by the partial 

adjustment model is considerably higher than those observed empirically. In Model (1b) of 

Panel B, the implied target payout is 38.5% of operating cash flow (
0.10

1 0.74
i 


), which is a 

substantial departure from the average 11.4% reported in Table 4.2. The dividend smoothing 

practices of Dutch firms are insufficient to explain this discrepancy. In the model, the level of 
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dividend smoothing is relatively high at β1=0.74 (the speed of adjustment is correspondingly 

low at 1–0.74=0.26), which is comparable to that reported for Germany by Goergen, 

Renneboog and Correira da Silva (2004). Still, it is likely that dividend policy in the 

Netherlands is largely driven by other determinants that Model (1b) does not control for. This 

further justifies extending my analysis by investigating the impact of shareholder power 

restrictions and ownership structures on dividend behavior. 

 

4.4.2. The impact of shareholder power restrictions on dividend behavior 

The remainder of Table 4.5 illustrates how the various shareholder power restrictions affect 

the dividend behavior of Dutch firms. The economic effects and how they correspond to the 

conjectures formulated in Section 4.2.2.1 are summarized in Table 4.6. 

 

4.4.2.1. The likelihood of dividend payout 

In Panel A of Table 4.5, Models (2a) and (4a) show how the likelihood of a dividend payout 

is affected by the use of preference shares, priority shares, and certificates. Interestingly, none 

of these anti-shareholder devices reduce the propensity of firms to pay dividends, showing 

that the need for capital market access deters firms from stopping dividend payments 

completely. Still, the various securities do affect the extent to which payout likelihood is 

linked to profitability. To that end, each of my prior conjectures is confirmed. Firstly, the 

payout propensity of firms using preference shares declines rather than increases in ROA, 

which seems to be symptomatic of agency problems. Secondly, there is some indication that 

firms using certificates are more likely to pay dividends at higher levels of profitability. And 

thirdly, priority shares have no discernible impact on payout likelihood. 

Models (3a) and (4a) show the impact of each form of the structured regime on payout 

likelihood. Contrary to my prior conjecture, there is no evidence that imposition of the full 

structured regime would affect the propensity of firms to pay dividends. Furthermore, the 

large, internationally diversified firms that voluntarily retain the regime are actually more 

likely to opt for a dividend payout. These results suggest that firms under the full and 

voluntary forms of the structured regime avoid expropriating shareholders entirely. This 

corresponds to Bulow and Rogoff‟s (1989) argument that firms moderate expropriation if 

there is sufficient uncertainty about their future cash flows such that the option to access 

capital  markets  is  always  valuable.  It  is  likely  that  this  option  is  more  valuable  for the  
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Table 4.6. Summary of the impact of shareholder power restrictions on dividend policy. 

Panel A: Likelihood of dividend payout 

 Dividend likelihood Sensitivity of dividend likelihood to ROA 

  Exp. sign (2a) (3a) (4a) Exp. sign (2a) (3a) (4a) 

Preference shares -- nss  nss -- -5.76
**  

-5.62
** 

Priority shares - nss  nss - nss  nss 

Certificates + nss  nss + 4.85
*  

6.96
** 

Full structured regime --  nss nss --  nss nss 

Voluntary structured regime -- 
 

1.14
* 

1.32
** 

--  nss nss 

Mitigated structured regime - 
 

-2.77
*** 

-2.73
** 

- 
 

40.06
** 

37.61
*** 

 

 

Panel B: Dividend dynamics 

 Dividend smoothing: β1 Target payout ratio: β2/(1-β1) 

  Exp. sign (2b) (3b) (4b) Exp. sign (2b) (3b) (4b) 

Preference shares -- -0.62
***  

-0.64
*** 

-- -19.7%
***  

-25.0%
*** 

Priority shares - nss  -0.45
* 

- nss  nss 

Certificates + nss  nss + nss  nss 

Full structured regime -- 
 

-0.43
*** 

0.20
*** 

-- 
 

-37.1%
*** 

-0.8%
*** 

Voluntary structured regime -- 
 

-0.48
* 

-0.66
* 

-- 
 

-36.2%
* 

-3.0%
*** 

Mitigated structured regime -  nss nss -  nss nss 

Note to Table 4.6. This table presents a summary of dividend payout policy using the estimates of Table 5. For 

each of the statistically significant parameter estimates, I show the estimated size of the deviations from the 

reference values. In Panel B, the significance of the change in the target payout ratio is obtained using Wald tests 

which determine whether the deviations from β1 and β2 are jointly significant. *, ** and *** denote significance 

at 10%, 5%, and 1% level, respectively. nss stands for „not statistically significant‟. 
 

multinationals under the voluntary regime, because they tend to be more exposed to 

international capital markets. Also, these firms have relatively more dispersed ownership 

structures, which implies, in the spirit of Goergen, Renneboog and Correira da Silva (2005), 

that they should be more inclined to uphold dividend payments. 

The payout propensity of firms under the mitigated structured regime exhibits different 

patterns that are consistent with tight control by the foreign majority owner. I confirm that 

these firms are less likely to pay dividends, but their payout likelihood is actually tied very 

strongly to their profitability (the interaction term is significant at the 1% level). This suggests 

that the controlling shareholder remains sufficiently strong to enforce payout policies that 

optimally balance free cash flow problems and underinvestment risk. 

 

4.4.2.2. The dynamics of dividend payout 

How the actual dynamics of dividend payout are affected by the shareholder power 

restrictions is shown in Panel B of Tables 4.5 and 4.6. Models (2b) and (4b) first illustrate the 

impact of the three anti-shareholder devices. Remarkably, the use of preference shares 
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reduces the smoothing coefficient by a substantial 0.62 and the target payout ratio by 19.7%. 

This goes a long way in explaining why the dividend payouts of Dutch firms are typically low 

and flexible; Table 4.3 has shown that 107 out of the 150 sample firms use preference shares 

to restrict shareholder control. 

Certificates and priority shares do not induce statistically significant changes in dividend 

behavior, as indicated by the Wald tests, but the change in the target payout ratio appears to 

be negative for certificates and positive for priority shares. That firms using certificates do not 

pay higher dividends, or indeed smooth dividends more, shows that the holders of these 

securities are paid additional compensation for their lack of voting rights. In the case of 

priority shares, the insignificant positive change in the target payout is driven by a significant 

increase in the impact coefficient. This result coincides with my prior conjecture that these 

devices are the least likely to induce agency concerns. 

Model (3b) shows how each form of the structured regime affects dividend behavior, 

without controlling for the three anti-shareholder devices. For the full and voluntary forms of 

the regime, my prior conjectures are fully confirmed. Firstly, these firms smooth their 

dividend payouts to a lesser extent. When the structured regime is not imposed, the smoothing 

coefficient on Di,t-1 is β1=0.80. Under the full and voluntary forms of the regime, however, 

this smoothing coefficient is reduced by 0.43 and 0.48, respectively. Secondly, the full and 

voluntary forms of the regime decrease the target payout ratio, at τi= 45.0% in firms not under 

the regime, by 37.1% and 36.2%, respectively. When the full regime is imposed, this decrease 

is driven by a reduction in both the smoothing coefficient β1 and the impact coefficient β2; 

under the voluntary regime, the change in the two coefficients is similarly negative, altough 

the reduction in the impact coefficient is statistically insignificant. That dividend policy is 

overall different under the full and voluntary regimes, is confirmed by the Wald tests on the 

joint significance of the changes in the smoothing and impact coefficients. 

That the structured regime instigates a reduction in dividend smoothing and the target 

payout ratio is not confirmed statistically for the mitigated form. Model (2b) shows that when 

the mitigated regime is imposed, the smoothing coefficient is lower by 0.59 and the target 

payout ratio by 23.5%, but these changes are statistically insignificant. This suggests that the 

tight control exerted by the foreign majority owner indeed mitigates the exacerbation of 

agency problems otherwise induced by the imposition of the regime. 

The final Model (4b) shows that the relaxed dividend behavior of firms under the full and 

voluntary structured regimes is actually driven by their habitual use of anti-shareholder 
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devices. I have shown earlier that of the firms under each regime, preferences shares are used 

by 83% and 75%, respectively, and the same firms are also more likely to issue certificates. 

Once these devices are controlled for, the results still suggest that dividend behavior is 

changed by the imposition of the full and voluntary regimes, but the reduction in the target 

payout ratio declines to just 0.8% and 3.0%, respectively.
 27

 Also, I now find that the source of 

the change in dividend behavior is different in the two regimes. Under the full regime, the 

impact coefficient is reduced, moving the target payout ratio downwards. However, the 

smoothing coefficient is actually higher, thus all else equal, these firms smooth dividends 

relatively more. For firms which retain the regime voluntarily, I find the opposite results: the 

impact coefficient is now higher but the smoothing coefficient remains reduced. It is not easy 

to fully explain these findings; one would expect that the Dutch multinationals under the 

voluntary regime would smooth dividends relatively more because of their greater reliance on 

global capital markets. Still, from the perspective of minority shareholders it is irrelevant 

whether the full and voluntary regimes change dividend behavior by their mere imposition, or 

by increasing the propensity of firms to use anti-shareholder devices.  

 

4.4.3. Payout policy and the allocation of shareholder control 

Having illustrated the impact of shareholder power restrictions on dividend behavior, I now 

explore the relationship between the payout patterns and firm ownership. Previous studies 

observe the similarly relaxed dividend behavior and highly concentrated ownership structures 

of German firms, and propose two key hypotheses for the relationship between the two. On 

one hand, Goergen, Renneboog and Correira da Silva (2005) infer that in the presence of a 

strong main shareholder, dividends are reduced because they need not function as an 

alternative agency control device. On the other, Gugler and Yurtoglu (2003) find that the 

payout levels of German firms actually increase in the presence of a strong second largest 

shareholder, and instead attribute low dividends payouts to the incumbent shareholders‟ 

expropriation of minority investors. 

A key contribution of this chapter is that it simultaneously examines the impact of 

ownership and shareholder power restrictions on dividend behavior. The previous results 

show that dividend payout is strongly related to the severity of the management-shareholder 

                                                 

27
 The correlations between each form of the structured regime and the use of the anti-shareholder devices are 

low (in each case, they do not exceed 0.2) such that they do not induce multicollinearity in the model. 
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conflict, and that this relationship is actually negative rather than positive. In other words, 

firms relax their dividend behavior unless shareholders are strong enough to enforce optimal 

payout outcomes. This assertion is certainly more intuitive than that made by Goergen, 

Renneboog and Correira da Silva (2005) – after all, the level of free cash flow is unlikely to 

be affected by the mere concentration of control in the hands of a main shareholder. An 

important illustration of this issue is the payout patterns we have observed for the sample 

firms under the mitigated structured regime. I have found that even though these firms have 

powerful foreign majority owners, they do not relax their dividend payout relative to other 

firms, and their payout probability is in fact linked very strongly to their profitability. 

In the spirit of these results and the conjectures formulated in Section 4.2.2.2, I now 

investigate two important aspects of shareholder control: (i) the concentration of control in the 

hands of the two largest shareholders, and (ii) the concentration of control in the hands of 

specific shareholder classes. In the first case, control is measured by the percentage of share 

ownership. In the second, I additionally introduce the Banzhaf power indices described in 

Section 4.3.2. The comparison of the two measures is important, because they distinguish 

between the ability and incentives of shareholders to influence dividend decisions. The 

Banzhaf indices show whether a particular coalition of shareholders would be able to win a 

shareholder vote on the amount of dividends to be paid. However, they do not show whether 

the same shareholder coalitions would actually be prepared to bear the considerable costs of 

doing so. In comparison, the percentage of ownership is a reliable measure of shareholder 

incentives, assuming that the greater the equity blocks held by the shareholders, the greater 

their incentives to monitor management and enforce the optimal payout outcomes. 

The results on how shareholder control affects dividend behavior are shown in Table 4.7 

and summarized in Table 4.8. As before, Panels A and B analyze the likelihood of a dividend 

payout and the actual dividend dynamics, respectively. 

 

4.4.3.1. The impact of ownership concentration 

In Panel A of Tables 4.7 and 4.8, Models (1a) and (2a) show how the payout likelihood is 

affected by the concentration of control in the hands of the two largest shareholders. The 

results show only insignificant statistical evidence that payout propensity would decrease in 

the equity share of the largest shareholder. However, I do find that the likelihood of a payout 

increases in the equity share of the second largest shareholder. This result is consistent with 



Dividend Policy under Low Shareholder Protection 

93 

 

the argument of Gugler and Yurtoglu (2003) that strong minority shareholders demand 

dividends to avoid being expropriated by the main incumbent shareholder. 

In Panel B on the actual dividend dynamics, Model (1b) produces quite different results. I 

find that both the smoothing and impact coefficients decrease in the equity share of the largest 

shareholder, and the coefficient changes are also jointly significant. This suggests that both 

the target payout ratio and the extent of dividend smoothing are reduced substantially when a 

strong main shareholder is present, much in the same way that has been reported by Gugler 

and Yurtoglu (2003) and Goergen, Renneboog and Correira da Silva (2005). However, I find 

no evidence that the dividend dynamics would be positively related to the equity share of the 

second largest shareholder. In fact, the results show an insignificant reduction in both 

dividend smoothing and the target payout ratio, which corresponds more to the results of 

Trojanowski and Renneboog (2006) for the UK and is inconsistent with Gugler and 

Yurtoglu‟s (2003) expropriation hypothesis. 

Remarkably, the inclusion of the shareholder power restrictions in Model (2b) completely 

transforms the relationship between control concentration and the payout patterns. Once these 

devices are accounted for, I find that the target payout ratio and the extent of dividend 

smoothing are both related positively rather than negatively to the equity share of the largest 

shareholder. Moreover, the equity share of the second largest shareholder shows a similar but 

statistically insignificant relationship with the dividend dynamics. These results provide 

additional evidence that the dividend behavior of Dutch firms is ultimately driven by the 

severity of the management-shareholder conflict, and that the relationship between the two is 

actually negative rather than positive. In other words, firms relax their dividend behavior 

because of their habitual use of preference shares and other restrictions on shareholder power, 

and the presence of a strong main shareholder actually forces them to increase their payouts to 

more optimal levels. Overall, these findings challenge much of the evidence presented in the 

prior literature, and suggest that dividends and shareholder control act as complementary 

rather than substitute devices in mitigating agency concerns
28

. 

 

                                                 

28
 A possible explanation to the differences between my results and those presented by prior studies is that the 

large shareholders influence dividend behavior indirectly, by controlling the firm‟s use of anti-shareholder 

devices. However, I find no evidence that this would be the case – the correlation between the use of the anti-

takeover devices and control concentration is typically negative but never exceeds -0.20. 
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4.4.3.2. The impact of the identity of large shareholders 

The remainder of Tables 4.7 and 4.8 demonstrates how the identity of the large shareholders 

affects dividend behavior when the shareholder power restrictions are accounted for. The 

results are shown by the third and fourth models in both Panels A and B. It is useful to recall 

my prior conjectures based on Gugler (2003), Goergen, Renneboog and Correira da Silva 

(2005) and Renneboog and Trojanowski (2006). Each of these studies finds that the flexibility 

afforded  firms  in  their  dividend  behavior  increases  in  the  expected   „ranking‟   of  their  

 

Table 4.7. The impact of shareholder power allocation on dividend policy. 

Panel A: Likelihood of dividend payout 

  (1a) (2a) (3a) (4a) 

Voting power measure % of Shares % of Shares Banzhaf index % of Shares 

Variables Coeff. Z-stat Coeff. Z-stat Coeff. Z-stat Coeff. Z-stat 

Return on assets (ROAit) 5.68 4.39
***

 8.10 3.14
***

 7.99 3.14
***

 8.09 3.31
***

 

Lagged return on assets (ROAi,t-1) 7.67 5.41
***

 7.99 5.50
***

 7.75 5.47
***

 7.80 5.41
***

 

Largest shareholder -0.40 -0.62 -0.46 -0.68      

2nd largest shareholder 4.76
 

2.23
** 

3.61
 

1.65
* 

        

Insiders     0.95 1.62
 

1.01 1.14
 

Financial institutions     0.97 1.96
** 

2.21 2.79
*** 

Individuals     0.24 0.38 -1.43 -1.16 

Holding companies         1.14 1.89
*
  1.31 1.40

 

Non-financial firms     0.38 0.71 -0.35 -0.44
 

Government     0.22 0.25 -0.49 -0.28 

Foundations     1.07 0.61 10.19 1.22 

Preference shares   -0.13 -0.33 -0.22 -0.57 -0.30 -0.77 

Priority shares   -0.13 -0.30 -0.24 -0.61 -0.30 -0.78 

Certificates     -0.32 -0.83 -0.42 -1.13  -0.49 -1.32 

ROAit*Preference shares   -5.85 -2.27
** 

-5.45 -2.11
** 

-5.54 -2.22
** 

ROAit*Priority shares   3.28 1.21 3.40 1.24 3.23 1.20 

ROAit*Certificates     6.80 2.14
** 

7.01 2.19
**

  6.81 2.17
** 

Full structured regime   -0.23 -0.55 -0.27 -0.68
 

-0.29 -0.77
 

Voluntary structured regime   1.18 1.91
*
 1.12 1.86

*
 1.02 1.78

* 

Mitigated structured regime     -2.55 -2.40
** 

-2.75 -2.65
*** 

-2.46 -2.46
** 

ROAit*Full structured regime   -1.44 -0.56 -1.83 -0.69 -2.02 -0.78 

ROAit*Voluntary structured regime   -4.84 -1.21
 

-5.58 -1.40 -4.66 -1.24
 

ROAit*Mitigated structured regime     36.80 2.81
*** 

34.87 2.74
*** 

30.39 2.37
** 

Firm size 0.57 5.20
***

 0.51 4.69
***

 0.51 4.74
***

 0.54 4.95
***

 

Debt-to-assets -1.35 -1.90
* 

-1.19 -1.63 -1.24 -1.73
* 

-1.27 -1.80
* 

Market-to-book -0.80 -6.46
***

 -0.95 -6.49
***

 -0.92 -6.15
***

  -0.91 -6.24
***

 

Intercept -3.86 -2.50
***

 -2.82 -1.93
*
 -3.34 -2.27

***
 -3.24 -2.23

**
 

Industry dummies Yes Yes Yes Yes 

Year dummies Yes Yes Yes Yes 

No. of observations 962 962 962 962 

No. of firms 150 150 150 150 

Wald test (χ
2
) 96.01

***
 101.85

***
 105.83

***
 107.61

***
 

Log likelihood -247.38 -231.35 -229.54 -225.35 

Sigma u 1.57 1.37 1.31 1.24 

Rho  0.71 0.65 0.63 0.61 

LR test of rho=0 150.36
***

 96.74
***

 77.56
*** 

64.79
*** 
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Table 4.7 (continued). The impact of shareholder power allocation on dividend policy. 

Panel B: Dividend dynamics 

  (1b) (2b) (3b) (4b) 
Voting power measure % of Shares % of Shares Banzhaf % of Shares 

Variables Coeff. Z-stat Coeff. Z-stat Coeff. Z-stat Coeff. Z-stat 

Lagged dividend (Di,t-1) 0.82 14.31
***

 1.15 5.79
***

 0.77 2.15
**

 1.53 6.38
***

 
Operating cash flow (CFit) 0.09 11.24

***
 -0.02 -0.87 0.02 0.62 -0.04 -1.64 

Di,t-1* Largest shareholder -1.27 -1.72
* 

0.50 1.97
* 

     
Di,t-1* 2

nd
 largest shareholder -4.07 -1.20 1.50 1.14

 
     

CFit* Largest shareholder -0.07 -1.79
*
 -0.08 -2.86

***
      

CFit* 2
nd

 largest shareholder -0.72 -1.83
* 

-0.25 -1.16         

Di,t-1*Insiders     0.65 2.08
** 

0.64 1.42 
Di,t-1*Financial institutions     0.08 0.31 -1.36 -3.59

*** 

Di,t-1*Individuals     0.51 0.68 -0.12 -0.14 

Di,t-1*Holding companies     0.41 1.16 -0.88 -1.00
 

Di,t-1*Non-financial firms     -0.86 -1.60 0.25 0.17 

Di,t-1*Government     -0.38 -0.90 0.32 0.85
 

Di,t-1*Foundations     -1.69 -2.22
**

 2.62 0.75
 

CFit*Insiders     -0.13 -2.10
** 

-0.26 -2.32
** 

CFit*Financial institutions     0.04 2.27
** 

0.23 2.94
*** 

CFit*Individuals     -0.12 -1.04 -0.14 -1.10
 

CFit*Holding companies         -0.09 -1.76
* 

-0.04 -0.43 
CFit*Non-financial firms     0.04 0.96 -0.28 -1.30 

CFit*Government     0.12 2.20
** 

0.03 0.34 
CFit*Foundations     0.09 0.52 -0.71 -1.53

 

Di,t-1*Preference shares   -0.67 -28.21
***

 -0.64 -39.88
***

 -0.64 -36.67
***

 
Di,t-1*Priority shares   -0.27 -1.46

 
0.01 0.06 -0.57 -2.48

**
 

Di,t-1*Certificates   -0.46 -1.37 -0.08 -0.30 -0.15 -0.56 

CFit*Preference shares   0.01 0.66 0.01 0.71 0.01 0.78 
CFit*Priority shares   0.09 4.87

***
 0.01 0.32 0.10 4.09

***
 

CFit*Certificates     0.10 2.50
** 

0.00 0.03 0.03 0.93 

Di,t-1*Full structured regime   0.04 0.35 0.70 1.93
* 

0.01 0.05
 

Di,t-1*Voluntary str. regime   -0.50 -2.70
***

 -0.21 -0.97 -0.56 -2.44
**

 

Di,t-1*Mitigated str. regime   -0.94 -1.78 -0.51 -1.43 -0.22 -0.46 
CFit*Full structured regime   0.01 0.74

 
-0.11 -1.97

* 
-0.03 -0.88 

CFit*Voluntary str. regime   0.05 2.41
** 

-0.04 -1.12 0.01 0.16 
CFit*Mitigated str. regime     0.22 1.41 0.07 0.63 0.05 0.32 

Firm size*1000 -13.12 -0.92 10.16 1.01 10.59 1.34 8.93 1.21 
Debt-to-assets*1000 9.75 0.18 -57.90 -1.57 -44.76 -1.36 -40.23 -1.39

 

Market-to-book*1000 -0.43 -0.05 -3.07 -0.78 -1.87 -0.70 -1.93 -0.80 

Intercept 132113 1.18 -141823 -1.07 -118666 -1.21 -101701 -1.09 

Industry dummies Yes Yes Yes Yes 
Year dummies Yes Yes Yes Yes 

No. of observations 962 962 962 962 
No. of firms 150 150 150 150 

F-test (χ
2
) >0.001 >0.001 >0.001 >0.001 

Hansen test 115.78 7.1e+06
***

 8.7e+10
*** 

2.0e+08
*** 

AR(1) test z-statistic -1.20 -1.19 -1.15 -1.15 
AR(2) test z-statistic 1.08 1.13 1.10 1.07 

Note to Table 4.7. Panel A shows random-effects panel probit models where the dependent variable is 1 if a 

firm pays dividends and 0 otherwise. ROA is net income to the average of total assets at the beginning and end 

of the year. Firm size is market value of equity plus book value of debt. Debt-to-assets is book value of debt to 

book value of assets. Market-to-book is market to book value of equity. Panel B shows partial adjustment models 

where the dependent variable is the dividend amount. The models are estimated using GMM-in-systems with up 

to two lagged levels of the regressors used as instruments in the first-differenced equation. The Hansen test of 

overidentifying restrictions verifies the appropriateness of moment conditions imposed. The Z-statistics use 

heteroscedasticity and autocorrelation-consistent standard errors. The autocorrelation tests have an asymptotic 

standard normal distribution. *, ** and *** denote significance at the 10%, 5%, and 1% level, respectively. 
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Table 4.8. Summary of the impact of shareholder power allocation on dividend policy. 

Panel A: Likelihood of dividend payout 

 
Exp. sign 

(1a) (2a) (3a) (4a) 

Voting power measure % shares % shares Banzhaf  % shares 

Shareholder power restrictions 

controlled for 
 No Yes Yes Yes 

Largest shareholder - nss nss   

2
nd

 largest shareholder + 4.76
** 

3.61
* 

    

Insiders -   nss
 

nss 

Financial institutions +   0.97
** 

2.21
*** 

Individuals -   nss nss 

Holding companies -      0.73
*
 nss

 

Non-financial firms -   nss nss 

Government +   nss nss
 

Foundations +   nss nss 

 
Panel B: Dividend dynamics 

Dividend smoothing: β1 

  
Exp. sign 

(1b) (2b) (3b) (4b) 

Voting power measure % shares % shares Banzhaf % shares 

Shareholder power restrictions 

controlled for 
 No Yes Yes Yes 

Largest shareholder - -1.27
* 

0.50
** 

    

2
nd

 largest shareholder + nss nss
 

    

Insiders -   0.65
** 

nss 

Financial institutions -   nss -1.36
*** 

Individuals -   nss nss
 

Holding companies -   nss nss 
Non-financial firms -   nss nss 
Government +   nss nss

 

Foundations +   -1.69
**

 nss 

Target payout ratio: β2/(1-β1) 

  
Exp. sign 

(1b) (2b) (3b) (4b) 

Voting power measure % shares % shares Banzhaf % shares 

Shareholder power restrictions 

controlled for 
 No Yes Yes Yes 

Largest shareholder - -46.7%
*
 3.60%

* 
    

2
nd

 largest shareholder + nss nss
 

    

Insiders -   15.6%
* 

nss 
Financial institutions +   nss 14.4%

*** 

Individuals -   nss nss 
Holding companies -   nss nss 
Non-financial firms -   nss nss 
Government +   nss nss 
Foundations +   -4.1%

** 
nss 

Note to Table 4.8. This table presents a summary of dividend payout policy using the estimates of Table 7. For 

each of the statistically significant parameter estimates, I show the estimated size of the deviations from the 

reference values. In Panel B, the significance of the change in the target payout ratio is obtained using Wald tests 

which determine whether the deviations from β1 and β2 are jointly significant. *, ** and *** denote significance 

at 10%, 5%, and 1% level, respectively. nss stands for „not statistically significant‟. 
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shareholders in terms of their ability to mitigate agency problems. Accordingly, I expect the 

dividends payouts to be (i) smoothed relatively less when the controlling shareholders are 

financial institutions, the insiders of the firm, individual investors, holding companies, or non-

financial firms; and (ii) smoothed relatively more when the controlling shareholders are the 

government or foundations. The same ranking should broadly apply to the probability of a 

dividend payout as well as the target payout ratios. However, I actually expect firms 

controlled by financial institutions to be more likely to pay dividends and have higher target 

payouts, due to the cash flow clientele considerations discussed in Section 4.2.2.2.  

How the probability of a dividend payout relates to shareholder identity is shown in Models 

(3a) and (4a) of Panel A. The results confirm that firms controlled by institutional investors 

are considerably more likely to pay dividends in any given year. This finding is fully robust 

across the two models which measure shareholder control using the Banzhaf indices and the 

percentage of ownership, respectively. Otherwise, there is no indication that payout 

propensity would decrease in the monitoring ability of the various shareholder classes. On the 

contrary, Model (3a) shows marginal evidence that firms are more rather than less likely to 

pay dividends when corporate insiders or holding companies hold effective voting control. In 

Model (4a), the results are similar but statistically insignificant. This suggests that while these 

investors would win a possible shareholder vote on dividends, their incentives to exert control 

over dividend behavior is not strictly tied to the size of their equity interests. This is 

unsurprising in both cases. On one hand, corporate insiders are individual investors whose 

personal wealth is highly sensitive to their dividend income even when their equity blocks are 

relatively small. On the other, Table 4.4 showed that holding companies hold absolute 

majority in nearly half the firms they invest in. Therefore, an increase in their equity share 

may actually have little marginal impact on their incentives to force higher payouts. 

Panel B shows how the identity of the large shareholders affects the actual dividend 

dynamics. Model (4b) confirms that firms with concentrated institutional owners smooth 

dividends to a lesser extent but otherwise have higher target payout ratios. The same results 

are insignificant in Model (3b), however. This suggests that financial institutions do not 

commit to the costly enforcement of their desired payout outcomes unless the size of their 

equity interests motivates them to do so. The remainder of Model (3b) provides additional 

evidence that the target payout ratio increases rather than decreases in the monitoring 

effectiveness of the large shareholders. The results confirm that corporate insiders actually 

force higher rather than lower payouts when they hold effective voting control. At the same 
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time, the dividend behavior of firms controlled by foundations is relatively more rather than 

less relaxed, both in terms of the target payout ratio and the extent of dividend smoothing. 

As before, none of the results presented here suggest that dividends and shareholder control 

are substitute devices in mitigating agency problems. On the contrary, I find some evidence 

that Dutch firms show more rather than less discipline in their dividend behavior when strong 

shareholders with superior monitoring skills are present. This suggests that a firm‟s dividend 

policy is in fact complementary to shareholder control, such that firms relax their dividend 

payouts unless strong shareholders with the appropriate incentives are present to force them 

otherwise. 

 

4.4.4. Extensions and robustness checks 

As an important extension of my analysis, I examine whether the dividend payouts of Dutch 

firms with outstanding American Depository Receipts (ADRs) are different from the rest of 

the sample. A related finding I have previously discussed is that the Dutch multinationals 

under the voluntary structured regime are more likely to pay dividends. If this is due to their 

greater reliance on international capital markets, it is possible that the cross-listing of Dutch 

firms in foreign markets, and especially the very stringent US market, exerts discipline on 

their dividend behavior. I compile the list of Dutch firms with outstanding ADRs using the 

Citigroup Universal Issuance Guide and the Citigroup Capital Raising database. I also consult 

the Amadeus database for cross-listings on other exchanges, and find that all Dutch firms with 

foreign listings have ADRs traded in the US market as well. Based on Litvak (2007), I 

distinguish between Level I and IV ADRs which require only minimal or no review by the US 

Securities and Exchange Commission (SEC), and Level II and III ADRs which require 

extensive compliance with the SEC‟s stringent reporting requirements and the Sarbanes-

Oxley Act of 2002. 

The results show that during the sample period, a total of 9% of the sample firms had Level 

II or III ADRs, and an additional 10% had Level I or IV ADRs outstanding. Surprisingly, I 

find that only about a quarter of the firms under the voluntary structured regime have issued 

ADRs. Overall, there is no evidence that the dividend behavior of the ADR issuers would be 

any less relaxed, whether or not they have to comply with the SEC requirements and the 

Sarbanes-Oxley Act. The partial adjustment models show that the ADR issuers neither pay 

higher dividends nor smooth dividends to a greater extent. Moreover, the panel probit models 

suggest that they are actually less rather than more likely to pay dividends. 
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In order to corroborate the results shown in Tables 4.5 to 4.8, I perform a variety of 

robustness checks. An important finding previously discussed is that the actual dividend 

dynamics of Dutch firms show no statistical relationship with Fama and French‟s (2001) 

proxies for the severity of agency problems, including firm size, leverage, and investment 

opportunities. Additional analysis reveals that this result is fully robust to alternative 

measures of my original control variables. For example, the regression results are unchanged 

when I proxy firm size using the book value of assets, the market value of equity, or total net 

sales rather than the market value of assets. Similarly, the results are invariant to the use of 

alternatives to the debt-to-assets ratio, such as debt-to-equity, the book or market value of 

leverage, as well as the book or market value of long leverage. DeAngelo, DeAngelo and 

Stulz (2006) propose several alternatives to the market-to-book ratio to measure investment 

opportunities, including Tobin‟s Q, sales growth, asset growth, and past profitability. Again, 

none of these variables show a robust relationship with the dividend dynamics. 

To check for the robustness of the partial adjustment and panel probit models, I try several 

alternative model specifications. Renneboog and Trojanowski (2006) propose closely 

investigate full adjustment models (Short, Zhang and Keasey, 2002) and Waud models 

(1966), as well as allow the adjustment of dividends to earnings changes to be asymmetric 

(Gugler and Yurtoglu, 2003). In all these papers as well as in my analysis, none of these 

specifications yield materially different results. As alternatives to the panel probit models, I 

run pooled probit and heteroscedasticity probit models with firm dummies included as 

regressors, and find that the results are comparable. 

I also try alternative specifications of shareholder control in the regressions shown in Table 

4.7. The only interesting results are obtained when I replace the ownership percentages in 

Model (4b) with dummy variables that equal 1 if a shareholder has a blocking minority of at 

least 25%, and 0 otherwise. By using these dummies, I make the implicit assumption that 

shareholders with a blocking minority already have sufficient incentives to enter into active 

policy seeking. The new results confirm my previous observations on how institutional and 

insider ownership affects dividend behavior. 

I finally examine whether my results on payout behavior persist when I also account for 

share repurchases in addition to dividends. It is possible that Dutch firms trying to avoid 

permanent cash flow commitments simply prefer to reimburse shareholders by repurchasing 

shares. However, La Porta et al. (2000) find that share repurchases are least common precisely 

in the stakeholder-oriented governance regimes where firms already pay low dividends. 
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Indeed, I find no evidence that Dutch firms would compensate shareholders by stepping up 

repurchases. I gather data on share repurchases from the SDC and Amadeus databases, the 

Dutch financial dailies, and published annual reports. Of the 962 firm years, only in 54 were 

shares repurchased, for an average €185.4 million. Once combining these transactions with 

dividends in my payout models, my original results remain. It is particularly interesting that 

the dynamics of total payout continue to show no robust relationship with net income, firm 

size, leverage and the market-to-book ratio. There is also little indication that Dutch firms 

would switch smoothly between dividends and share repurchases depending on their capacity 

to make cash flow commitments. Random-effects tobit models
29

 reveal that relative to 

dividend payers, repurchasers are less profitable. However, there is no evidence that they 

would have greater non-operating or more volatile operating cash flows (Jagannathan, 

Stephens and Weisbach, 2000), or that they would be smaller, less levered or have a higher 

the market-to-book ratio (Fama and French, 2001). 

 

4.5. Conclusion 

The substitutability of dividends and shareholder control in mitigating agency problems is 

often cited to explain why firms pay lower dividends in Continental Europe than in the 

Anglo-American world. This chapter has challenged this argument, by showing that the 

dividend behavior of Dutch firms is relaxed because of their habitual use of restrictions on 

shareholder control, and not because they have highly concentrated ownership structures or 

large controlling shareholders. 

The stakeholder-oriented governance system of the Netherlands has been a natural choice 

for exploring the relationship between dividends, ownership, and anti-shareholder devices. 

Much like firms in similar regimes such as Germany, Dutch firms are well-documented to pay 

low dividends, have highly concentrated ownership structures, and impose strong restrictions 

on shareholder control. The occurrence of such restrictions, which include preference shares, 

priority shares, certificates, and an institutional form called the structured regime, is extremely 

                                                 

29
 I use double-censored random-effects tobit models to examine the relative popularity of dividends and share 

repurchases. In these models, the dependent variable is the ratio of share repurchases to total payout, but their 

configuration is otherwise identical to that of the random-effects probit models. The results of the tobit models 

are available on request. 
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common – more than 90% of firms restrict shareholder control one way or another, and over 

two thirds have at least two of these restrictions in place. 

The empirical analysis presented in this chapter shows that the dividend behavior of Dutch 

firms is most adversely affected by the use of preference shares, and the adoption of the full 

and voluntary forms of the structured regime. Once these restrictions on shareholder control 

are accounted for, I find that firms‟ target payout ratios and the extent they smooth dividends 

increase rather than decrease in the equity interest of the largest shareholder. In other words, 

firms relax their dividend behavior because of their habitual use of anti-shareholder 

mechanisms, and the presence of a strong main shareholder actually forces them to increase 

their payouts to more optimal levels. The relationship between the dividend dynamics and the 

identity of the large shareholders lends further support to this argument: I find that firms pay 

more dividends when controlled by either institutional investors or corporate insiders. 

Overall, these findings challenge much of the evidence presented in the prior literature, and 

suggest that dividends are complements rather than substitutes to shareholder control in 

mitigating agency problems. This finding is unlikely to be specific to the Netherlands, and 

could thus be extended to other stakeholder-oriented governance regimes. 
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Appendix 4.1. Derivation of the Banzhaf power indices. 

The Banzhaf power index is a quantity to measure the political power of each member of a voting 

system. A member in a voting system is, for example, a shareholder, a member of parliament, or a 

country in a confederation. 

The Banzhaf index is derived by simply counting, for each member, the number of winning 

coalitions she can participate but which are not winning if she does not participate. Suppose the simple 

case of three shareholders with the following distribution of votes: 

 A=50 

 B=49 

 C=1. 

Obviously, the majority of 51 votes can only be achieved with a coalition. In this simple case, the 

Banzhaf index is determined by simply counting:  

 A is in three winning coalitions: AB, AC, and ABC 

 B is in one winning coalition: AB 

 C is in one winning coalition: AC 

Each of the listed winning coalitions fails to win if the respective parties leave it. Accordingly, the 

Banzhaf power of A is 3, whereas the Banzhaf power of both B and C is 1. Then, the Banzhaf index is 

the simply each shareholder‟s Banzhaf power normalized by the total number of winning voting 

coalitions: 

 Banzhaf (A) = 3/5 = 60% 

 Banzhaf (B) = 1/5 = 20% 

 Banzhaf (C) = 1/5 = 20%. 

A detailed discussion on the Banzhaf index and alternative power indices is provided by Banzhaf 

(1965) and Felsenthal and Machover (1998). 



 

 



 

 



 

 

 

 

 

 

 

Chapter 5 

 

 

The Success and Relevance of Shareholder Activism 

through Proxy Proposals: Evidence from the US Proxy 

Process 

 

 

 

5.1. Introduction 

Shareholder activism through the proxy process has been subject to much academic debate in 

recent years. Despite a wealth of studies reported in surveys by Black (1998), Karpoff (2001) 

and Gillan and Starks (2007), there remains little empirical evidence that shareholder 

proposals would actually create firm value, or indeed be a relevant control and signalling 

device. Nonetheless, shareholder activists have continued to pay the non-trivial costs of 

proposal submissions, with the number of proposals continuing to rise in the 2000s (Cremers 

and Romano, 2007; Thomas and Cotter, 2007). 

The key question with respect to shareholder proposals is indeed whether they are an 

effective means of mitigating agency concerns, or they are simply used by shareholder 

activists to pursue their self-serving agenda without much success. Historically, boards have 

tended to ignore most proposals because of their non-binding nature, and what has been 

generally limited voting support. Nonetheless, recent studies show a continual increase in the 

percentage votes cast in favor of proxy proposals, as well as manage to link the voting 

patterns to important issues such as the target firm‟s past performance, equity ownership by 

institutional investors, and of course the issues addressed and the identity of the proposal 

sponsors (Gordon and Pound, 1993; Bizjak and Marquette, 1998; Gillan and Starks, 2000). 
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Surprisingly, the same studies still fail to match the voting successes of proposal submissions 

with positive stock price effects. In fact, some papers go as far as reporting that shareholder 

proposals are met with a negative market response upon their disclosure in the proxy 

statements (Bizjak and Marquette, 1998; Del Guercio and Hawkins, 1999). To some extent, 

proposal announcements may indeed be interpreted as a negative signal, because institutional 

activists only tend to turn to the proxy process once they have failed to negotiate a satisfactory 

outcome with management behind the scenes (Prevost and Rao, 2000). However, this does 

not explain why the same institutional activists are then prepared to bear the costs of proposal 

submissions, if the market expects these to be ineffective anyhow in disciplining previously 

unresponsive managers. 

This chapter addresses these issues by using a sample of more than 2,800 shareholder 

proposals submitted at US firms between 1996 and 2005. The results presented here make 

very important contributions to the literature. Firstly, I find that proposal submissions are 

actually met with a positive rather than negative stock price response. The market reactions 

tend to match the main voting outcomes in that the proposals which are takeover-related and 

sponsored by public pension funds are by far the most successful. However, the positive 

abnormal stock returns are equally robust for the full sample. 

Secondly, both the voting outcomes and stock price reactions are driven very strongly by 

the quality of the target firm‟s corporate governance structures. The reception of proposal 

submissions is tied especially closely to the incidence of anti-takeover provisions, which 

obstruct the market for corporate control as an alternative means of addressing governance 

concerns. However, there is also evidence for the relevance of other governance 

considerations such as board effectiveness and the performance sensitivity of CEO pay. 

Overall, I find that the abnormal stock returns are better predicted by the governance proxies 

than by the individual proposal characteristics. In contrast, previous studies tend not to control 

for governance quality at all or do so to a limited extent, which is surprising given that most 

shareholder proposals are in fact directed at what are perceived to be poor governance 

structures. 

And thirdly, this is the first study in the literature to jointly estimate the success of proposal 

submissions and the actual probability that a firm gets targeted by shareholder activists. This 

is a critical issue, because the very success of shareholder proposals is likely to be 

endogenous to the selection of the target firms, and the OLS estimates reported by previous 

research may therefore be biased. I use Heckman‟s (1979) sample selection model and a 
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sample of nearly 2,000 target and non-target firms to address this issue throughout my 

analysis. The selection equations are very comprehensive in explaining the probability of 

proposal submissions, and show that shareholder activists do tend to single out 

underperforming firms with poor governance structures. This explains why the market 

perceives shareholder proposals to be a relevant control and signalling device, to the extent 

that they disclose important information over governance concerns and indicate close 

monitoring by shareholder activists. 

The remainder of this chapter is outlined as follows. Section 5.2 reviews the academic 

literature on shareholder activism. Section 5.3 provides a detailed discussion of the sample of 

shareholder proposals. The voting outcomes and market reactions associated with the 

proposal submissions are analyzed in Section 5.4 in a univariate framework, and in the 

multivariate sample selection framework in Section 5.5. Finally, Section 5.6 allows for some 

concluding remarks. 

 

5.2. The literature on shareholder activism 

5.2.1. The past and present of shareholder activism 

Gillan and Starks (2007) place shareholder activism in a continuum of responses that 

dissatisfied investors can give to concerns over corporate governance and activities. At one 

extreme of the continuum, shareholders can simply vote with their feet by selling their shares. 

Indeed, the act of selling shares has been shown to exert disciplinary pressure on management 

and lead to changes in corporate governance (Parrino, Sias and Starks, 2003; Admati and 

Pfleiderer, 2006). At the other extreme is the market for corporate control, where investors 

initiate takeovers and buyouts in order to bring about fundamental corporate changes (Fama 

and Jensen, 1983). 

The role of shareholder activism arises when shareholders choose to hold their shares and 

seek to induce changes within the firm without a change in control. Many pension funds and 

other investors are either unwilling or unable to sell underperforming stocks, often because 

they index a large proportion of their portfolios. Shareholder activists may then press for 

corporate reforms through private negotiations with management, or – typically when 

management is not sufficiently responsive – submit proxy proposals for shareholder vote. 

Empirical studies show that shareholder activists indeed tend to target poorly performing 

firms, often characterized by large institutional shareholdings and low inside ownership 
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(Karpoff, Malatesta and Walkling, 1996; Smith, 1996; Carleton, Nelson and Weisbach, 1998), 

and what investors perceive as poor governance structures (John and Klein, 1995; Choi, 2001; 

Akyol and Carroll, 2006; Prevost, Rao and Williams, 2006). 

The inclusion of shareholder proposals on corporate ballots was first allowed in 1942 by 

the predecessor of the SEC‟s Rule 14a-8. Most proposals were sponsored by individuals until 

the mid-1980s, which saw growing involvement by institutional investors and the emergence 

of coordinated shareholder groups such as the United Shareholders Association (Strickland, 

Wiles and Zenner, 1996; Wahal, 1996; Gillan and Starks, 2000; Prevost and Rao, 2000). 

Public pension funds were particularly prolific in submitting proxy proposals until the early 

1990s, when they began focusing more on behind-the-scenes negotiations with management 

and targeting firms through the media (Carleton, Nelson and Weisbach, 1998; Hann, 2002; 

English, Smythe and McNeil, 2004; Wu, 2004; Nelson, 2006)
30

. Since then, proposal 

sponsoring has become dominated by labour union pension funds with the vocal backing of 

the Department of Labor. Indeed, union pension funds have delivered several innovations 

over the past decade in the use of proxy proposals, as well as the media, to target management 

(Schwab and Thomas, 1998; Prevost, Rao and Williams, 2006). In recent years, hedge funds 

have also been widely reported to develop activist strategies, taking large positions in 

underperforming firms and directly targeting management as per the activist agendas 

presented in their purpose statements (Bradley, Brav, Goldstein and Jiang, 2006; Brav, Jiang, 

Partnoy and Thomas, 2006; Klein and Zur, 2006)
31

. 

The prominence of institutional investors in the activist arena coincides with the dramatic 

surge in institutional equity ownership since the 1980s. This corresponds to the efficient 

monitor hypothesis that due to a free rider problem, only large institutional shareholders have 

the means and incentive to undertake costly monitoring and other control activities (Grossman 

and Hart, 1980; Shleifer and Vishny, 1986; Admati, Pfleiderer and Zechner, 1994; Maug, 

1998; Noe, 2002). The literature warns however that activism by even the most prolific 

institutions may be beset with conflict of interest motivations, which is referred to as the 

incentive conflict hypothesis. Public pension funds have been generally praised for their 

                                                 

30
 Public pension funds began having more direct dialogue with management after the SEC passed new rules 

allowing shareholders to directly communicate with each other in 1992. This change reduced the cost of creating 

shareholder coalitions and made the sponsoring of proxy proposals comparatively more expensive. 

31
 Becht et al. (2006) are the first to investigate non-US evidence on hedge fund activism, by examining the 

activities of the Hermes Focus Fund in the UK. 
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advocacy of shareholder interests, but Woidtke (2002) argues that political and social 

influences may divert their focus from maximizing shareholder value. More explicit are 

Prevost, Rao and Williams (2006) in their criticism of activist union funds. The authors argue 

that unions may use activism as a tool to achieve their self-serving agenda, pointing to their 

role in the collective bargaining process and their other political interests. 

A further important issue is the notable lack of activism by insurance companies and 

banks‟ trust departments. Brickley, Lease and Smith (1988) and Pound (1988) regard these 

investors as being pressure-sensitive due to their existing or potential business ties with the 

firms they invest in. Pension funds, investment firms, and independent investment advisors – 

indeed the more prolific shareholder activists – are deemed to be more pressure-insensitive, 

because they are unlikely to have such business relations and are thus more willing to 

challenge management
32

. That conflicts of interest may make investors reluctant to confront 

or even vote against management despite their fiduciary duties has long been voiced by union 

pension funds and other activists. This eventually prompted the SEC to introduce the mutual 

fund proxy vote disclosure rule in June 2003, which requires mutual funds to report how they 

voted on shareholder proposals. 

 

5.2.2. The success of shareholder activism: voting outcomes 

The central question with respect to shareholder proposals is whether the target firms actually 

implement the proposed changes. There is evidence that firms are more likely to remove anti-

takeover devices and limit executive compensation when targeted by public pension funds in 

particular (Bizjak and Marquette, 1998; Thomas and Martin, 1999; Thomas and Cotter, 2007). 

Nonetheless, boards have tended to ignore most proposals because of their non-binding 

nature, and what has been generally limited voting support. The literature finds that the 

proportion of yes votes for proxy proposals increased consistently during the 1990s, but 

majority support in excess of 50% was relatively infrequent until the 2000s (Gillan and 

Starks, 2000 and 2007; Thomas and Cotter, 2007). 

The same studies report several factors which the voting patterns depend on, including the 

issue addressed by the proposal, the identity of the sponsor, and the identity of the voting 

                                                 

32
 Accordingly, greater ownership by pressure-insensitive investors has been associated with greater emphasis on 

pay for performance (Almazan, Hartzell and Starks, 2005), better acquisition decisions (Chen, Harford and Li, 

2007), and better overall financial performance (Cornett, Marcus, Saunders and Tehranian, 2007). 
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shareholders. Takeover-related proposals, especially those targeting classified boards and 

poison pills receive by far the most votes, suggesting that these are perceived to maximize 

firm value the most. Voting support is highest for proposals sponsored by public pension 

funds, which are relatively unlikely to be beset with incentive conflicts and are generally 

viewed as having shareholder value maximization as their primary objective. Nonetheless, 

hedge funds and other investment firms, coordinated investor associations, and unions are 

also fairly strong in building voting coalitions. Unsurprisingly, the number of yes votes 

increases in the number of shares held by institutional owners, and decreases in the number of 

shares held by executives, directors and Employee Stock Ownership Plans (ESOP). Cremers 

and Romano (2007) show that proxy proposals are supported by pressure-insensitive 

institutions in particular, which indeed implies conflicted voting by pressure-sensitive 

investors. Whether the voting outcomes have been improved by the mutual fund proxy vote 

rule remains debated (Rothberg and Lilien, 2006; Davis and Kim, 2007). Cremers and 

Romano (2007) argue that the extent of conflicted voting by mutual funds may have been 

exaggerated in the first place, because they historically vote with management less frequently 

than do other investors. 

The literature shows that shareholder support for proxy proposals also depends on the 

target firm‟s certain characteristics. Favourable votes are notably higher when the target is 

relatively small and poorly performing. Perhaps surprisingly, most studies do not control for 

the target‟s governance characteristics, even though shareholders should regard activism as 

contributing the most value in firms with what they perceive as being poor governance 

structures. Thus far, the voting outcomes have been shown to be unaffected by the target‟s use 

of anti-takeover devices (Gordon and Pound, 1993) and level of board independence (Bizjak 

and Marquette, 1998).  

 

5.2.3. The success of shareholder activism: market reactions 

An alternate measure of the success of proposal submissions is how the stock market responds 

to them. This kind of analysis has a number of limitations, however. Previous studies 

conclude that the wealth effects of the proposals should be examined around the date the 

proxies are mailed (Bhagat, 1983; Bhagat and Brickley, 1984). This is because the market 

should have reasonable predictions on the voting outcomes, and the proposals are otherwise 

uncertain to be implemented even if they pass due to their advisory nature. One problem 

however is that the wealth effects of individual proposals are difficult to ascertain, because 
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proxy statements typically contain multiple management and shareholder proposals, as well as 

disclose other important information. In addition, there is a question as to whether the 

announcement is good news or bad. In terms of the real effect, the market should respond 

favourably if it views the proposals as an effective means of resolving agency concerns and 

the proposal sponsors as valuable monitoring agents. However, the wealth implications of 

proposal announcements are also likely to be affected by a signaling effect. Indeed, Prevost 

and Rao (2000) stress that institutional activists in particular first try to negotiate behind the 

scenes, and only submit a proposal if management is not sufficiently responsive. In this sense, 

institutionally sponsored proposals should induce a negative response, because they signal 

management‟s reluctance to negotiate even with significant shareholders who can build strong 

voting coalitions. 

Previous event studies are typically inclined to confirm the prevalence of this negative 

signaling effect. Many papers find that proposal announcements induce insignificant market 

reactions (Karpoff, Malatesta and Walkling, 1996; Smith, 1996; Wahal, 1996; Thomas and 

Cotter, 2007), while others report outright negative abnormal returns for proposals targeting 

poison pills (Bizjak and Marquette, 1998; Del Guercio and Hawkins, 1999; Prevost and Rao, 

2000). Gillan and Starks (2000) specifically compare market reactions to proposals sponsored 

by institutional activists versus individual investors who are less likely to negotiate with 

management, and find that the abnormal returns in the former case are significantly lower and 

mostly negative. The authors do detect evidence of a real effect, however. They find that like 

the voting outcomes, the abnormal returns around proposal submissions are higher when the 

target firms are poorly performing and have high levels of institutional ownership. 

Borokhovich, Brunarski, Harman and Parrino (2006) further investigate this latter result for 

takeover-related proposals, and confirm that the abnormal returns are positively related to 

ownership by pressure-insensitive, but not by pressure-sensitive, institutional investors. 

That the positive real effect may actually be stronger that the signaling effect is only 

concluded by Prevost, Rao and Williams (2006), in their study examining proposals 

sponsored by union pension funds. The authors find that the market reaction to takeover-

related proposals is significantly positive, as well as significantly more positive than the 

reaction to proposals targeting other issues. This basically reflects the observed voting 

patterns, in that takeover-related proposals both tend to receive by far the most votes and are 

the most likely to pass. The authors cannot confirm that the abnormal returns are related to the 

target firm‟s prior performance and level of institutional ownership. However, they are the 
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first to include board-related governance variables in their analysis, and find that the market 

response to proposal submissions is much more favourable when the target firms have what 

are perceived to be inferior board structures. 

 

5.3. Sample description 

The shareholder proposals studied in this chapter are all related to corporate governance and 

were submitted in the period between 1996 and 2005. The proposals are mostly taken from 

the Investor Responsibility Research Center‟s (IRRC) database of proxy voting, which tracks 

the proxy votes of over 1,900 firms, including the Standard & Poor‟s 1500. My analysis uses 

all firms in the IRRC universe except those with dual class common stock; these are omitted 

because their governance structures are difficult to compare with those of single class firms 

due to extensive voting and ownership differences
33

. The final dataset consists of 2819 

shareholder proposals submitted at 654 firms; 2666 of these were reported by the IRRC, and 

the rest were obtained from the proxy firm Georgeson or hand-collected from proxy 

statements. The remainder of this section provides an overview of these proposals by the 

identity of the proposal sponsors and the particular issues addressed. 

 

5.3.1. Proposal sponsors 

Table 5.1 reviews the proxy proposals submitted in each year by sponsor identity. The 

sponsors are classified by whether they are (i) union pension funds, (ii) public pension funds, 

(iii) coordinated investor associations, (iv) investment firms, (v) religious organizations or 

socially responsible investors, or (vi) individuals investors. The sponsors of 27 proposals 

could not be identified. 

The most notable development over the sample period is the remarkable increase in the 

number of proposal submissions made by union pension funds. Union activists sponsored 926 

proxy proposals between 1996 and 2005, compared with just 119 between 1987 and 1994 as 

reported by Gillan and Starks (2000). The most prolific activists were the United Brotherhood 

of Carpenters and Joiners of America (UBCJA), the International Brotherhood of Teamsters, 

and the Longview Collective Investment Fund. Prevost, Rao and Williams (2006) point out 

that Longview is different somewhat from the other union funds in that it is less likely to be 

                                                 

33
 I omit 269 proposals submitted at 65 dual class firms, representing about 9% of the initial sample. 
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beset with conflict of interest motivations. This is because the fund has strong fiduciary 

responsibilities to its depositors, despite being ultimately owned – through the Amalgamated 

Bank of New York – by the UNITE HERE union (formed in 2004 by the merger between the  

Union of Needletrades, Industrial and Textile Employees and the Hotel Employees and 

Restaurant Employees International Union). 

Public pension funds sponsored a comparatively modest 136 proposals, or 5% of all 

submissions. That these institutions nonetheless remain highly prolific in the activist arena is  

 

Table 5.1. Number of proposal submissions by sponsor identity and year. 

Year Total 1996 1997 1998 1999 2000 2001 2002 2003 2004 2005 

Investment firms 62 2 5 3 7 16 6 4 5 7 7 

GAMCO Investors 17 - - 1 - 2 2 3 4 3 2 

Jewelcor Management 9 - - - 2 5 2 - - - - 

Greenway Partners 6 1 3 1 - - 1 - - - - 

Public pension funds 136 13 8 18 15 12 10 21 12 11 16 

New York City 84 10 6 10 8 7 7 11 7 7 11 

CalPERS 19 - 1 4 2 3 2 2 - 2 3 

TIAA-CREF 16 1 1 2 3 2 1 3 2 1 - 

Connecticut 10 - - - - - - 4 3 1 2 

Union pension funds 926 49 36 44 55 42 60 81 215 178 166 

UBCJA 159 8 2 3 - 1 2 13 36 44 50 

Teamsters 120 12 12 9 7 6 27 14 18 6 9 

Longview 91 7 5 5 6 11 10 11 16 10 10 

Sheet Metal Workers 74 - - - - 1 - 2 23 21 27 

Plumbers and Pipefitters 70 - - - 6 - 1 7 25 24 7 

AFL-CIO 67 - - 1 4 3 3 3 18 15 20 

IBEW 67 1 3 3 7 4 6 8 20 8 7 

Laborers 65 4 - 2 4 - 3 10 20 14 8 

AFSCME 51 - - - - 5 5 5 13 13 10 

Coordinated investors 197 48 35 24 16 16 18 7 2 9 22 

IRAA 174 47 34 22 14 14 14 2 - 7 20 

BellTel Retirees 20 - - 2 2 2 4 5 2 2 1 

Religious/socially responsible investors 121 5 11 8 16 15 7 7 17 10 25 

ICCR 61 5 11 7 8 8 2 1 3 6 10 

Catholic Funds 13 - - - - - - - 2 - 11 

UFE/Responsible Wealth 13 - - - 8 - 1 2 2 - - 

Individuals 1350 88 130 121 132 116 124 140 194 177 128 

Evelyn Y. Davis 301 21 35 38 32 29 33 29 32 28 24 

Chevedden family 150 2 4 7 11 13 16 17 30 27 23 

Rossi family 134 3 3 3 4 4 6 27 44 28 12 

Gilbert family 96 22 23 24 11 6 5 5 - - - 

Gerald R. Armstrong 44 1 4 5 5 4 4 3 7 5 6 

Morse family 34 6 3 - 5 4 1 3 - 12 - 

Prominent individuals 20 - - - - 1 3 2 8 2 4 

Unidentified 27 16 - 1 1 1 2 1 3 2 - 

Total proposals 2819 221 225 219 242 218 227 261 448 394 364 
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demonstrated by a wealth of studies looking at their behind-the-scenes negotiations with 

target firms. As has been mentioned, public pension funds did not begin focusing on private 

dialogue with management until the early 1990s. Indeed, Gillan and Starks (2000) report that 

they made substantially more, 344 proposal submissions between 1987 and 1994. The 

subsequent withdrawal of the California Public Employees' Retirement System (CalPERS) 

and the Teachers Insurance and Annuity Association - College Retirement Equities Fund 

(TIAA-CREF) from proposal sponsorship is particularly well-known. The various funds of 

New York City public employees remained reasonably active, however, with a total of 84 

submissions made between 1996 and 2005. 

Coordinated investor associations sponsored 197 proposals over the sample period, or 7% 

of the total. The most prolific advocacy group was the Investor Rights Association of 

America (IRAA), a spin-off of the now-defunct USA. The IRAA also disbanded in 1998, but 

its founding members, Charles Miller and William Steiner, himself the former chair of the 

USA‟s New York Chapter, continued to make proposal submissions. Another active 

shareholder group was the Association of BellTel Retirees and its members, acting mostly as 

a de facto union for the former employees of Verizon Communications and its predecessors. 

Between 1996 and 2005, proposal sponsorship by hedge funds and other investment firms 

remained relatively modest, with 62 submissions. As has been mentioned, these institutions 

are much better known for negotiating directly with management, although the advisory firm 

GAMCO Investors became a significant proposal sponsor after 2000. Socially responsible 

investors and religious organizations were considerably more prolific, submitting 121 

proposals, many of which were co-sponsored by multiple institutions. The most significant 

socially responsible activists were the Interfaith Center on Corporate Responsibility (ICCR) 

and the United for a Fair Economy (UFE) movement through its Responsible Wealth project. 

The remaining 1350 proposals, or 48% of the total, were submitted by individual activists. 

The most prominent proposal sponsors, often referred to as “gadfly” investors, included 

Evelyn Y. Davis and the Chevedden, Rossi and Gilbert families, with a total of 681 proposals. 

The Gilbert brothers are especially well-known for their presence in the activist arena since 

the 1930, and continued to submit proposals until 2003. Prominent individuals previously 

involved in well-publicized proxy contests sponsored 20 proposals over the sample period, 

and included Steve Bostic, Patrick Jorstad, and Selim Zilka. 
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5.3.2. Proposal types 

Table 5.2 groups the proposal submissions by year and the issue addressed. The issues are 

categorized by whether the proposal concerned (i) anti-takeover devices, (ii) executive 

compensation, (iii) the board of directors, (iv) voting rules, (v) the sale of the target firm (vi) 

auditing services, (vii) the annual meeting, or (viii) other miscellaneous issues. 

The results show that as has been the case historically, anti-takeover devices were by far 

the most popular subjects of proxy proposals between 1996 and 2005. A total of 987 

proposals were takeover-related, targeted primarily at the removal of classified boards (442), 

poison pills (314), and golden parachutes (130). Shareholder activists targeted these devices 

particularly intensely after 2000, coinciding with the stock market downturn of the early 

2000s and the exacerbation of corporate governance concerns as a result of the Enron and 

subsequent accounting scandals. 

Shareholders sponsored an additional 611 compensation-related proposals, more than 

double the 247 proposals reported for 1987-1994 by Gillian and Starks (2000). Over two 

thirds of these were submitted after 2003, reflecting the growing discontent of activists with 

the recent widely-discussed hikes in stock-based managerial pay. Activism related to board 

and voting issues remained comparatively stable over time with a total of 499 and 357 

proposals, respectively. The number of proposals calling for the sale of the target firm was 

117 overall, much higher than the 17 reported by Gillan and Starks (2000) but declining 

considerably in the early 2000s. Audit-related activism remained moderate with a total of 71 

proposals, but picked up after the Enron scandal and the ensuing prosecution of Arthur 

Andersen. Routine issues concerning the annual meeting were targeted by 38 proposals. 

The recent surge in the number of takeover- and compensation-related proposals was 

largely driven by unions becoming increasingly prolific activists in recent years. Though not 

reported in the table, anti-takeover devices and board independence were uniformly targeted 

by all institutional investors. However, unions were by far the most active in also engaging 

firms over executive compensation, with emphasis on stock option expensing and the granting 

of performance-based options and restricted shares. That unions also sought to achieve their 

own self-serving agenda is shown by their use of the proxy process to demand employee 

representation on corporate boards and the linking of managerial pay to employee welfare. 

Public pension funds, investment firms, and coordinated investors were somewhat more 

focused on engaging firms over anti-takeover devices. Public pension funds were also active 

sponsors of board independence and confidential voting, while investment firms and  
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Table 5.2. Number of proposal submissions by issue addressed and year. 

Year N 1996 1997 1998 1999 2000 2001 2002 2003 2004 2005 

Takeover issues 987 86 59 66 97 89 91 119 161 120 99 

Repeal classified board 442 56 35 44 57 48 43 40 47 34 38 
Redeem or vote on poison pill 314 14 18 12 25 25 20 48 82 49 21 
Remove golden parachutes 130 12 4 4 9 6 12 18 17 26 22 
Eliminate/reduce supermajority provision 66 1 - 2 3 7 12 10 9 7 15 
Restore right to special meeting/written 

consent 

10 - - 3 1 1 1 - 3 - 1 
Reincorporate in a different state 10 1 1 - 1 - - 2 2 3 - 
Remove all antitakeover provisions 6 - - - 1 2 3 - - - - 
Prohibit targeted share placement 4 1 1 1 - - - - - - 1 
Opt out of state takeover statute 3 - - - - - - 1 1 1 - 
Adopt antigreenmail provision 1 - - - - - - - - - 1 
Repeal fair price provision 1 1 - - - - - - - - - 

Voting issues 357 33 38 46 36 27 25 25 17 33 77 

Adopt cumulative voting 222 21 31 37 26 20 17 17 17 20 16 
Adopt majority vote to elect directors 69 - 1 - - - - - - 11 57 
Adopt confidential voting 45 10 3 6 5 5 7 5 - 1 3 
Allow vote against directors 5 - - 1 1 - - 3 - - - 
No discretionary voting 9 2 3 - 4 - - - - - - 
Counting shareholder votes 7 - - 2 - 2 1 - - 1 1 

Board Issues 499 59 58 43 43 38 45 47 62 59 45 

Independent board chairman 102 1 3 6 3 2 4 2 27 31 23 
Increase board independence 74 4 9 7 11 8 6 11 6 9 3 
Increase key committee independence 52 5 5 7 4 4 6 13 3 2 3 
Independent lead director 6 - 1 1 2 1 - - - 1 - 
Director tenure/retirement age 47 3 7 5 4 3 5 5 6 6 3 
Limit number of directorships 8 2 - - 1 2 - - - 1 2 
Director liability 5 2 1 - - - - - - - 2 
Double board nominees 46 - - - 2 5 16 8 10 4 1 
Equal access to the proxy 7 - 1 1 - 1 1 - - 1 2 
Eliminate advance notice requirement 2 - - - - - - 1 1 - - 
Create key committee 11 2 1 4 2 - - 1 - 1 - 
Board inclusiveness 44 4 5 4 6 5 5 4 6 2 3 
Board size 2 - - - - - 1 - 1 - - 
Board attendance 2 1 1 - - - - - - - - 
Union/employee representation on board 8 1 2 1 3 - - 1 - - - 
Director ownership 10 2 4 - 1 3 - - - - - 
Pay directors in stock 33 13 11 3 - 2 1 1 - - 2 
Restrict director compensation 11 2 2 1 2 - - - 2 1 1 
Restrict director pensions 29 17 5 3 2 2 - - - - - 

Executive Compensation 611 24 33 26 39 22 30 26 170 137 104 

Implement compensation plan 27 - - - - - - - - 25 2 
Approval of deferred compensation plan 15 - - - - - - - 5 7 3 
Approve compensation 7 1 1 1 - - - 1 2 - 1 
Restrict compensation 80 6 6 7 13 4 1 2 7 6 28 
Abolish/suspend stock options/stock grants 64 6 4 - 7 5 3 4 10 18 7 
Performance-based stock options/stock 

grants 

96 1 - - 4 1 8 4 56 3 19 
Performance/time-based restricted shares 44 - - - - - - - - 25 19 
Link pay to performance 29 3 4 4 2 1 6 1 2 4 2 
Link pay to dividends 11 2 5 2 2 - - - - - - 
Link pay to social criteria 17 - 1 - 2 3 4 4 1 1 1 
Disclose compensation 45 5 8 9 6 4 2 2 3 3 3 
Review/report on executive compensation 25 - 4 1 1 2 3 - 10 1 3 
Expense stock options 115 - - - - - - 2 68 34 11 
Require option shares to be held 16 - - - - 1 - - 2 9 4 
No repricing of underwater stock options 7 - - 2 2 1 1 1 - - - 
Pension fund surplus 13 - - - - - 2 5 4 1 1 

Study sale of company 117 6 17 19 17 26 18 1 2 5 6 
Audit-related 71 1 1 1 1 1 1 25 17 16 7 

Annual meeting 38 4 6 10 3 2 6 3 2 2 - 
Other 139 8 13 8 6 13 11 15 17 22 26 

Total proposals 2819 221 225 219 242 218 227 261 448 394 364 
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coordinated investors called the most often for the sale of the target firm. Socially responsible 

investors and religious organizations tended to pursue softer governance objectives. While 

they submitted several takeover-related proposals, they most commonly sought board 

inclusiveness. The same activists often targeted executive pay as well, calling for 

compensation reviews and restrictions, as well as compensation being tied to social criteria. 

The issues addressed by individual activists were by far the most dispersed. The figures 

often show a very strong association between the identity of the individual proponent and the 

particular issues addressed. For example, Evelyn Y. Davis sponsored 39 of the 47 proposals 

on director tenure, 42 of the 45 proposals on compensation disclosure, and 28 of the 38 

proposals on the date and location of the annual meeting. Even more remarkably, Davis and 

the Gilbert brothers sponsored 161 of the 222 submissions on cumulative voting, while 151 of 

the 314 poison pill proposals were submitted either by the Chevedden or Rossi families. 

 

5.4. The success of shareholder proposals: voting outcomes and market 

reactions 

5.4.1. Voting outcomes 

A key measure of the success of shareholder proposals is the voting support they receive 

when going to shareholder vote. That proposal submissions have become increasingly 

successful over the years is well-documented, including most recently by Gillan and Starks 

(2007). Indeed, I find that the share of votes cast in favor of the average proposal increased by 

approximately 8.4% points between 1996 and 2005, regardless of the identity of the sponsor 

or the issue addressed. More importantly, there was a quadrupling in the proportion of 

proposals receiving majority support, from 7% in 1996 to 31% in 2005.To some extent, these 

trends may be contributed to the on-going rise in the equity holdings of institutional investors. 

However, a jump in the percentage vote was particularly apparent between 2001 and 2003, 

coinciding with the stock market downturn and corporate accounting scandals of the early 

2000s, as well as the introduction of the mutual fund proxy vote rule in June 2003. 

Table 5.3 shows how the voting results were affected by the issue addressed and the 

identity of the proponent shareholder, for the 2750 proposals for which I have voting data 
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available
34

. The results confirm that the proposals targeting anti-takeover provisions received 

by far the most votes in favour, with an average 53.4% of the votes cast. In fact, most of these 

proposals passed the vote, such that nearly two thirds received majority support over the 

sample period, and as many as 84% in 2005. The number of votes received was uniformly 

high for each provision targeted, with the most successful proposals seeking to eliminate 

poison pills, classified boards and supermajority provisions, and restore special meeting and 

written consent rights. The sole exception was the ten, mostly union-sponsored proposals 

calling for reincorporation, typically in Delaware, with 16.9% of the votes on average. 

The proposals pertaining to other issues enjoyed only moderate success, although those 

tackling the well-publicized aspects of corporate governance often attracted considerable 

support. On average, the compensation-related proposals received 21.5% of the votes cast. 

The more successful ones sought greater shareholder say in approving compensation 

packages, or concerned the pay-performance sensitivity and accounting treatment of stock- 

 

Table 5.3. Percentage of votes FOR shareholder proposals by issue addressed and sponsor 

identity. 

 

N Mean Median St. dev. Min Max 

All proposals 2750 32.9 30.4 22.3 0.0 97.6 

Panel A: Issue addressed 

Anti-takeover issues 973 53.4 54.2 16.3 2.2 97.2 

Voting issues 344 32.3 30.9 14.7 0.4 97.6 

Board issues 488 19.3 17.1 13.4 0.0 95.7 

Study sale of company 113 14.2 9.6 12.3 1.7 83.0 

Executive compensation issues 594 21.5 13.6 17.8 1.6 96.0 

Annual meeting 35 5.4 4.5 4.0 1.9 19.7 

Audit-related issues 70 21.7 15.4 14.1 3.8 70.8 

Panel B: Sponsor identity 

Investment firms 56 41.0 40.1 22.2 5.5 97.1 

Public pension funds 133 43.0 42.7 20.1 3.8 95.7 

Unions and union pension funds 914 34.8 33.9 20.8 0.0 87.7 

Coordinated investors 194 28.6 26.2 20.6 2.1 88.0 

Religious/socially responsible investors 121 19.9 11.7 18.7 2.0 79.8 

Individuals 1308 32.1 28.4 23.3 0.0 97.6 

                                                 

34
 The remaining 69 proxy proposals also went to shareholder vote but the target firms did not report the detailed 

voting outcomes. Proposals are sometimes withdrawn either because the sponsor has successfully negotiated a 

resolution with the target firm, or because the SEC has allowed the firm to exclude the proposal from its ballot 

due to its improper subject matter or technical reasons (Carleton, Nelson, and Weisbach, 1998; Gillan and 

Starks, 2000). The IRRC data do not include these withdrawn proposals, however. 
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based compensation. Standing out among these were the mostly union-sponsored proposals 

calling for the expensing of stock options, which had an average 49.0% voting support and 

actually passed in half of the cases. The board-related proposals received only 19.4% of the 

votes cast on average. Of these, the highest percentage votes were attracted by the proposals 

related to the independence of the board and the board chairman.  In comparison, the 

outcomes achieved by the voting-related proposals were significantly better, with an average 

32.3% of the votes in favour. The proposals calling for confidential voting were particularly 

successful, receiving 45.5% of the votes on average and passing in a third of the cases. The 

audit-related proposals, as well as those related to the annual meeting or seeking the sale of 

the target firm did not receive considerable shareholder support. 

The latter part of Table 5.3 shows how the identity of the proposal sponsors affected the 

voting results. Previous studies point out that the proponent shareholders best able to build 

voting coalitions should be those which are the least likely to be beset with incentive 

conflicts, and are therefore perceived to be the most focused on shareholder value. The table 

shows strong support for this argument. The proposals submitted by public pension funds and 

investment firms received by far the most votes in favour, at an average 43.0% and 41.0% of 

the votes cast, respectively. The percentage votes were consistently high across all the major 

pension funds. Of the investment firms, GAMCO Investors was the most successful, with its 

strictly takeover-related proposals attracting an average 55.7% of the votes. 

The proposals sponsored by union pension funds received considerably lower voting 

support, at an average 34.8%. This is consistent with the view that unions may use the proxy 

process to achieve their self-serving agenda rather than to maximize firm value. Indeed, the 

percentage votes gathered by union-sponsored proposals were lower on all proposal types, 

including on the subset of takeover-related proposals. The proposals submitted by coordinated 

investor groups, and religious and socially responsible investors received only 28.6% and 

19.9% voting support, respectively. I find the poor support drawn by the IRAA and its former 

members unexpected, given their historical focus on shareholder value and association with 

the previously very successful USA. Finally, individual activists received an average 

percentage vote of 32.1%, much higher than the 18.7% reported for 1987-1994 by Gillan and 

Starks (2000).  Indeed, several “gadfly” investors popular in the business media emerged as 

being very powerful in building voting coalitions. The voting outcomes achieved by the 

Chevedden and Rossi families were particularly remarkable, with their mostly takeover-

related proposals typically attracting majority support. 
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5.4.2. Market reactions 

I now employ an alternate measure of the success of shareholder proposals, that being the 

market reaction to their announcement in the proxy statements. Section 5.2.3 already 

discussed the considerable limitations of this type of analysis. Firstly, it is difficult to identify 

the wealth effects of individual proposals, because proxy statements typically contain multiple 

proposals and disclose other important information. In addition, information leakages are 

likely to occur, especially given the propensity of institutional activists to announce which 

firms they are going to target (Gillan and Starks, 2000).  

Secondly, the market reaction to proposal announcements may be driven by both a positive 

real effect and a negative signalling effect. In terms of the real effect, the market should 

respond positively if it views the proposal as an effective tool of mitigating agency concerns, 

and the proposal sponsor as a valuable monitoring agent. In this respect, I expect the market 

reaction to be broadly in line with the voting outcomes. In terms of the signalling effect, 

however, the very submission of the proposal may indicate that the proponent shareholder has 

previously tried and failed to settle the issue of concern through private negotiations. Existing 

studies tend to conclude that this signalling effect is as strong as the real effect, because they 

find little or no relation between return behaviour and the voting patterns, or indeed evidence 

that proposal announcements would be met with a positive market response. Of course, this 

argument does not explain why activists are actually prepared to bear the considerable costs 

of submitting proxy proposals, if the market expects these to be ineffective anyhow in 

disciplining management. 

To address this problem, I now examine the cumulative abnormal returns (CAR) induced 

by proposal announcements in the three-day period [-1,+1] surrounding the proxy mailing 

date
35

. As has been mentioned, previous studies find that all information from the proxy 

statement should be incorporated in the share price around this time (Bhagat, 1983; Bhagat 

and Brickley, 1984). The mailing dates are hand-collected from the SEC‟s EDGAR database, 

because they are not reported by the IRRC. The CARs are calculated using the market model 

event study methodology. I estimate the market model parameters over the 200-day period 

                                                 

35
 I experiment with a number of event windows other than [-1,+1], including [-1,0], [0,+1], [-2,+2], [-1,+3], [-

1,+5], and [-1,+7], and find that the results are similar but considerably weaker. 
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preceding 20 days before the proxy mailing date, using the CRSP equal-weighted index. Of 

the 1756 initial proxy mailing dates, the parameters can be calculated for 1754 events. 

In Table 5.4, I report the CARs for the full sample as well as the subsamples partitioned by 

proposal issue and sponsor identity. The significance of the CARs is tested using Boehmer, 

Musumeci and Poulsen‟s (1991) standardized cross-sectional Z-test
36

 and Corrado‟s (1989) 

non-parametric rank test. 

Remarkably, the results show strong evidence of a positive real effect for the sample as a 

whole, notwithstanding a potential negative signalling effect. The mean three-day CAR is 

0.24%, and while the rank statistic is insignificant, the Z-statistic is significant at the 1% 

level. The strength of these results suggests that the market does perceive the proxy process to 

 

Table 5.4. Cumulative abnormal returns surrounding proxy mailing dates. 

 

N Mean Median 

Std. 

dev. Min Max Z stat Rank stat 

All proposals 1754 0.25 0.02 4.14 -19.33 33.17 2.40 
***

 0.18 

 Panel A: Issue addressed 

Anti-takeover issues 862 0.44 0.13 4.27 -17.02 33.17 2.97 
***

 1.59 
*
 

Voting issues 353 -0.03 0.03 3.47 -17.08 13.10 0.02 

 
-0.33 

 Board issues 480 0.38 0.06 3.87 -13.58 21.20 1.83 
**

 0.87 

 Study sale of company 123 0.55 -0.13 4.80 -11.46 21.20 1.17 

 
0.24 

 Executive compensation issues 495 0.01 -0.17 3.88 -19.33 29.02 0.52 

 
-0.66 

 Annual meeting 38 0.02 -0.27 3.10 -5.17 6.69 1.03 

 
0.20 

 Audit-related issues 69 0.03 -2.40 3.44 -9.25 10.78 -0.48 

 
-0.56 

 Panel B: Sponsor identity 

Investment firms 54 0.53 0.05 4.26 -14.08 13.72 1.01 

 
0.64 

 Public pension funds 131 1.08 0.53 5.93 -16.14 33.17 2.56 
***

 2.01 
**

 

Unions and union pension funds 703 0.16 0.07 3.57 -19.33 18.45 1.59 
*
 0.17 

 Coordinated investors 141 0.34 0.03 3.68 -9.65 21.20 0.95 

 
0.65 

 Religious/socially responsible investors 113 0.14 -0.05 4.16 -10.15 21.39 0.19 

 
-0.27 

 Individuals 945 0.06 -0.13 4.14 -32.73 29.02 0.17 

 
-1.20 

 Note to Table 5.4. This table shows percent cumulative abnormal returns in the days -1 to +1 surrounding the 

date that the proxy statements are mailed. Market model parameters are estimated over the 200-day period 

ending 30 days before the proxy mailing date, using the CRSP equal-weighted index. The significance of the 

means and medians is tested using Boehmer, Musumeci and Poulsen‟s (1991) standardized cross-sectional Z-test 

and Corrado‟s (1989) non-parametric rank test, respectively. *, ** and *** denote significance at the 10, 5 and 

1% level, respectively. 

                                                 

36
 Boehmer, Musumeci and Poulsen‟s (1991) z-statistic compensates for a possible increase in the variance of 

returns on the event date. The authors find that when an event causes even small increases in variance, the 

standard z-statistic rejects the null hypothesis of zero excess returns too frequently when it is true. 
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be a relevant control mechanism, and is a notable departure from previous studies which 

systematically find insignificant or outright negative abnormal returns. 

Table 5.4 shows that the positive market reaction to the shareholder proposals was most 

fundamentally driven by the proposals targeting anti-takeover provisions. The three-day 

CARs around takeover-related proposal announcements are 0.44% on average, and are 

significant using both the parametric and non-parametric tests. This fully corresponds to the 

observed voting patterns, in so much as takeover-related proposals both tend to receive by far 

the most votes and are the most likely to pass. More interesting in light of the voting 

outcomes is that the market response is also significantly positive to board-related proposals, 

with a mean CAR of 0.38%. 

Of the proponent shareholders, public pension funds stand out as attracting by far the most 

positive market reaction with their proposal submissions. The CARs around their proposal 

announcements are highly significant both statistically and economically, at an average 

1.08%. The union-sponsored proposals also induce small wealth gains of an average 0.16%, 

although these are only significant using the parametric test. The CARs are positive but 

statistically insignificant for the remaining sponsor types, including investment firms which 

are otherwise very successful in building voting coalitions. 

That the proposals submitted by public pension funds are so well received by the market 

has two important implications. On one hand, it confirms that public pension funds are 

viewed as very effective monitors of corporate governance. On the other, it suggests that these 

institutions are indeed successful in using the proxy process to openly confront management, 

once they have failed to reach a satisfactory outcome through private dialogue. This latter 

inference explains why activist institutions are actually motivated to sponsor proxy proposals, 

despite the non-trivial cost of doing so. It also poses a clear challenge to the signalling 

hypothesis propagated by the literature, which implies that managers who have not responded 

to behind-the-scenes pressure will also ignore proposal submissions. 

 

5.5. Multivariate analysis of the probability and success of proposal 

submissions 

I now answer two very important questions with respect shareholder activists‟ use of the 

proxy process: (i) what drives the success of proposal submissions in terms of the voting 

outcomes and market reactions and (ii) why firms actually get targeted by shareholder 
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proposals. Previous studies stop short of addressing these two questions simultaneously. This 

is a critical issue, because the very success of proposal submissions is likely to be endogenous 

to the selection of the target firms. Moreover, while independent studies show that the 

probability and success of proposal submissions are related to the target firms‟ prior 

performance and ownership structures, there is very little evidence on the issue of whether the 

quality of the firms‟ governance structures also has any relevance at all. This is surprising, 

since the vast majority of shareholder proposals are indeed targeted at what are perceived to 

be poor corporate governance structures. 

I use Heckman‟s (1979) sample selection model, often referred to as a type-2 tobit model, 

to jointly analyze the probability and success of proposal submissions. To compare the 

financial, performance, ownership, and governance characteristics of target versus non-target 

firms, I collect data on a total of 1961 firms which are covered by each of the Compustat, 

CRSP, IRRC, Thomson Financial CDA/Spectrum, and ExecuComp databases. 

 

5.5.1. Descriptive statistics on target versus non-target firms 

Table 5.5 compares a large set of descriptive statistics on the target versus non-target firms. 

The difference in means t-tests assume unequal variances between the two groups when the 

tests of equal variances are rejected at the 10% level. The significance of the differences in the 

medians are based on Wilcoxon rank-sum tests. The variable descriptions are provided in 

Appendix 5.1. 

Panel A first shows how the two groups compared in terms of their financial 

characteristics. The figures show that shareholder activists tended to target very large firms, 

with average assets and sales of $46.5 billion and $15.8 billion, respectively. The non-target 

firms were only fairly small in comparison, with the respective asset and sales figures at $7.3 

billion and $3.3 billion. The mean debt-to-equity ratios of the two groups, at 1.45 and 1.35, 

were not statistically different, but the non-parametric rank-sum test indicates that the typical 

target firm was more levered. The market-to-book ratios were not significantly different by 

either statistic, and had means of 3.02 and 4.32, respectively. 

The market performance data show that most target firms indeed performed rather poorly 

during the year up to two months before being targeted. The average raw return on the target 

stocks was 14.5%, underperforming the CRSP equal-weighted index by 17.8%. In 

comparison, the non-target stocks fared much better with a raw return of 20.6% and a relative 
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Table 5.5. Descriptive statistics of target and non-target firms. 

  
Targets 

  
Non-targets 

 Difference in 

means 

Difference in 

medians 
 

    N       Mean       Median       St. dev. 
 

    N       Mean       Median       St. dev. 
 

Panel A: Financial, performance and ownership characteristics 

Assets ($ millions) 1494 46,549 10,538 129,968 

 

9096 7,252 1,459 28,421 

 

39,298 
*** 

9,079 
*** 

Sales ($ millions) 1494 15,773 7,139 14,456 

 

9096 3,291 1,208 7,459 

 

12,482 
*** 

5,931 
*** 

Debt-to-equity ratio 1494 1.45 0.91 11.20 

 

9096 1.35 0.55 34.82 

 

0.11 
 

0.37 
*** 

Market-to-book ratio 1494 3.02 2.29 12.17 

 

9096 4.32 2.30 79.35 

 

-1.29 
 

-0.01 
 

Prior 1-year raw performance (%) 1494 14.48 11.57 46.17 

 

9096 20.56 13.61 72.32 

 

-6.08 
*** 

-2.04 
*** 

Prior 1-year abnormal performance (%) 1494 -17.75 -18.80 46.24 

 

9096 -11.22 -16.51 71.59 

 

-6.54 
*** 

-2.29 
*** 

Prior 1-year turnover 1494 1.37 1.04 1.13 

 

9096 1.73 1.17 1.77 

 

-0.37 
*** 

-0.13 
*** 

Institutional ownership (%) 1494 62.72 63.23 16.54 

 

9096 63.88 65.01 20.90 

 

-1.16 
** 

-1.78 
*** 

Institutional ownership - pressure sensitive (%) 1494 13.56 12.95 5.93 

 

9096 11.48 10.39 6.48 

 

2.08 
*** 

2.56 
*** 

Institutional ownership - pressure insensitive (%) 1494 49.16 48.86 15.98 

 

9096 52.40 52.61 20.08 

 

-3.24 
*** 

-3.75 
*** 

Panel B: Governance characteristics 

Governance index (max=24) 1494 9.91 10 2.48 

 

9096 9.40 9 2.67 

 

0.51 
*** 

1 
*** 

Entrenchment index (max=6) 1494 2.34 2 1.31 

 

9096 2.30 2 1.27 

 

0.04 
 

0 
 

Board size 1494 11.31 11 3.01 

 

9096 9.55 9 2.90 

 

1.76 
*** 

2 
*** 

Employee directors (%) 1494 16.28 13.33 9.10 

 

9096 20.44 16.67 11.15 

 

-4.16 
*** 

-3.33 
*** 

Average age of non-employee directors 1494 59.93 60 2.99 

 

9096 59.09 59.33 3.81 

 

0.83 
*** 

0.67 
*** 

Separate chair and CEO (binary) 1494 0.12 0 0.32 

 

9096 0.21 0 0.41 

 

-0.10 
*** 

0 
*** 

CEO ownership (%) 1494 1.19 0.12 4.36 

 

9096 2.45 3.58 5.96 

 

-1.27 
*** 

-3.46 
*** 

Firm value sensitivity of CEO option holdings 1494 6.56 3.19 10.66 

 

9096 10.73 7.05 12.38 

 

-4.17 
*** 

-3.86 
*** 

Stock-based to total CEO compensation (%) 1494 45.03 48.02 28.26 

 

9096 42.18 43.45 28.67 

 

2.85 
*** 

4.57 
*** 

CEO compensation excluding option grants 1494 8,658 3,302 26,670 

 

9096 4,117 1,620 10,307 

 

4,541 
*** 

1,682 
*** 

Abnormal CEO compensation 1494 -0.09 -0.20 0.94 

 

9096 0.01 -0.11 1.04 

 

-0.10 
*** 

-0.09 
*** 

Note to Table 5.5. This table compares the characteristics of firms which are targeted and firms which are not targeted by shareholder proposals in a given year. The variables 

are described in Appendix 5.1. The difference in means t-test assumes unequal variances when the test of equal variances is rejected at the 10% level. The significance of the 

difference in medians is based on Wilcoxon rank-sum tests. *, ** and *** denote significance at the 10%, 5% and 1% level, respectively. 
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underperformance of 11.2%
37

. Surprisingly, turnover was nonetheless lower in the target than 

in the non-target stocks, at 1.37 and 1.73, respectively. 

Panel A shows no evidence that the target firms had higher institutional ownership than the 

non-target firms. On the contrary, the mean equity share of institutional investors was 62.8% 

and 63.9% in the two groups, respectively. It is notable that pressure-insensitive institutions, 

including pension funds, investment firms and independent investment advisors, were 

particularly underrepresented in the target firms. Correspondingly, the equity interests of 

insurance companies and banks‟ trust departments, which Brickey, Lease and Smith (1988) 

and Pound (1988) regard as being pressure-sensitive investors, were actually larger. 

Panel B of Table 5.5 uses a very diverse set of variables to describe the quality of 

governance structures, in terms of the use of takeover defenses, board effectiveness, and CEO 

wealth and compensation. The incidence of takeover defenses is particularly relevant in the 

context of shareholder activism, since they block investors from using the market for 

corporate control as an alternative means of addressing governance concerns. The most 

commonly used measure of takeover protection is the Gompers, Ishii and Metrick (2003) 

Governance Index, which captures the incidence of 24 anti-takeover provisions. Based on this 

index, the target firms were relatively well-protected from takeover threat, with an average 

9.9 provisions in place. In comparison, the non-target firms employed only 9.4 provisions, 

with the difference significant at the 1% level. The alternative Entrenchment Index created by 

Bebchuk, Cohen and Ferrell (2005) uses only the six most important anti-takeover provisions 

to capture governance quality: classified boards, poison pills, golden parachutes, limits to 

bylaw and charter amendments, and supermajority provisions for mergers
38

. Of these, the 

targets and non-targets surprisingly employed exactly the same 2.3 provisions. 

Similar to Prevost, Rao and Williams (2006), I report four variables which may be related 

to board effectiveness in monitoring management: (i) board size, (ii) the proportion of 

employee directors, (iii) the average age of non-employee directors, and (iv) the independence 

of the board chairman. The good governance practices of activist institutions prescribe that 

the board‟s monitoring effectiveness is positively related to each of these variables (Council 

of Institutional Investors, 2006). It must be noted however that the empirical literature has 

                                                 

37
 The CRSP equal-weighted index is customarily used to price stock returns in the literature. However, it is 

extremely diversified, encompassing all NYSE-, AMEX- and NASDAQ-traded stocks. This explains why the 

large firms examined in this paper, both targets and non-targets, consistently underperform the index. 

38
 The authors find that these six provisions are by far the most correlated with firm value and stock returns. 
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largely failed to confirm this contention (Baysinger and Butler, 1985; Mehran, 1995; Klein, 

1998; Romano, 2001). 

Panel B shows that the target firms had 11.3 board members on average, considerably 

higher than the 9.6 members non-targets had and the optimal board size of six to eight 

members suggested by Jensen (1993) and Yermack (1996). However, employee directors 

constituted only an average 16.3% of the board, compared with a much higher 20.4% in the 

non-targets. The average age of non-employee directors was also higher in the target than in 

the non-target firms, at 59.9 and 59.1 years, respectively. The targets nonetheless fared 

considerably worse in terms of board chairman independence, with only 12% separating the 

CEO and chairman posts, compared with 21% in the non-target firms. 

Panel B finally reports five variables on three critical aspects of CEO wealth and 

compensation: the CEO‟s equity ownership, pay-performance sensitivity, and the actual level 

of compensation. Linking CEO wealth to firm performance through ownership and stock-

based compensation is viewed as a remedy to agency concerns, to the extent that it provides 

CEOs with efficient incentives to maximize firm value (Jensen and Murphy, 1990). However, 

Bebchuk and Fried (2003) argue that if stock-based compensation becomes very high, as has 

been since the late 1990s, it may actually reflect agency problems of managerial rent-seeking. 

The figures show CEO wealth was considerably less sensitive to firm value changes in 

targets than in non-targets. On one hand, the equity share of the target CEOs was 1.2% on 

average, less than half of the 2.5% held by the non-target CEOs. On the other, the total stock 

option holdings of the target CEOs gained only $6.56 dollars for every $1,000 increase in 

firm value, compared with $10.73 in the non-target firms. Nonetheless, CEO compensation 

itself tended to be reasonably high-powered in the target firms, with grants of stock options 

and restricted shares comprising an average 45% of total pay, compared with 42% in the non-

targets. However, the average compensation package was also worth considerably more, at 

$8.7 million and $4.1 million respectively. To determine whether these last figures were 

excessive compared to those granted by other firms in the ExecuComp database, I use 

Cremers and Romano‟s (2007) proxy for abnormal compensation. The authors define this 

proxy as the residual from an annual regression of the log of total compensation on firm size 

and industry dummies. Surprisingly, the results show that the average target firm actually 

underpaid its CEO compared to its size and industry peers.  
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5.5.2 Methodology 

The sample selection model I use to jointly analyze the probability and success of proposal 

submissions is specified as follows: 
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where  1 2,it it  are drawn from a normal distribution with mean 0, variances 2

1 and 2

2 , and 

correlation
12 (Amemiya, 1984). The variable *

1ity  is a dummy variable capturing whether firm 

i  is targeted in year t , while the variable *

2ity is the outcome of interest i.e. the voting outcome 

observed at the proposal level, or the CAR observed at the firm-level around the disclosure of 

one or more proposals in the proxy statement. It is assumed that only the sign of *

1ity is 

observed, and that *

2ity is observed only when *

1 0ity  . The X variables correspond to the 

explanatory variables. 
1itX and 2itX  are not disjoint but do differ. 

1itX is observed for all i , and 

includes firm-level variables as well as year and industry dummies. 2itX additionally includes 

proposal-related variables which are not observed when *

1 0ity  . Finally, 
1 and 

2 are 

vectors of the model coefficients. 

In a standard setting, the error terms are assumed to be i.i.d. drawings. In my model, i  

corresponds to a firm and t  to a year. I relax the assumption of independence of the error 

terms across t  and allow the clustering of observations corresponding to a given firm, i.e. I 

assume the error terms to be i.i.d. across firms but not necessarily for different observations 

within the same firm. All reported standard error estimates are adjusted for clustering. This 

procedure enhances the robustness of our findings and allows us to take the panel data 

structure of our sample explicitly into account. 

Throughout the paper I call Equation (5.1a) the selection equation and Equation (5.1b) the 

outcome equation. As has been mentioned, estimating the parameters of the outcome equation 

on the basis of the target sample only would not be a valid alternative to the method proposed 
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above, because the OLS estimator of 
2 is biased when the selection of the outcome sample is 

endogenous i.e. 
12 0  . My sample selection model addresses the endogeneity of selection, 

and therefore renders reliable parameter estimates for the outcome equation (Greene, 2000; 

Renneboog and Trojanowski, 2007). 

 

5.5.3. Joint analysis of the voting outcomes and the probability of proposal submissions 

5.5.3.1. Model specification and hypotheses 

I first use the sample selection model to jointly determine the drivers of the probability and 

voting outcomes of the proposal submissions. This part of the analysis is at the proposal rather 

than the firm level, therefore the target firms with multiple proposals are overweighted in the 

selection equations. Alternative firm-level model specifications yield unbiased results for the 

selection equations but lead to considerable information loss
39

. 

The outcome equations include 14 explanatory variables capturing the various 

characteristics of the proposal submissions. Times submitted captures the number of times a 

proposal had been submitted in consecutive years. I include this variable because Gillan and 

Starks (2000) find that consecutive resubmissions tend to garner a great deal of additional 

voting support
40

. Number of proposals in proxy shows the total number of proposals included 

in a proxy statement. While it is less immediate how this would affect the voting outcomes, it 

is likely that the more proposals shareholder activists submit, the stronger the negative signal 

sent to the voting shareholders over governance concerns, thereby increasing their propensity 

to vote in favor. Finally, I use seven and five dummies, respectively, to capture how a 

                                                 

39
 Alternative specifications which allow for the analysis to be run at the firm level include the exclusion of the 

firms targeted by multiple proposals in a given year, or taking their average voting results. 

40
 Indeed, I find that the proportion of votes cast in favor was 30.4% for first-time submissions but increased to 

48.6% for proposals submitted for the fifth time. Gillan and Starks (2000) point out that some of additional 

voting support gathered by consecutive resubmissions is likely to be due to selection bias. That is, one observes 

only those proposals being resubmitted which the sponsors expect to achieve better outcomes. In addition, the 

increase in voting support may be influenced by the SEC‟s submission rules. If a proposal receives less than a 

specified level of support, the target firm may refuse to put proposals of the same subject matter on its ballot for 

three years. In order to avoid possible exclusion, a proposal must receive at least 3% voting support on its first 

submission, 6% on the second, and 10% on the third. In September 1997, the SEC proposed a further increase in 

the hurdles to a respective 6%, 15%, and 30%, amid claims that firms were becoming inundated with 

shareholder proposals (Romano, 2001). Since then, no changes have been implemented, however. 
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proposal‟s voting outcome was affected by the issue addressed and the sponsor‟s identity. 

Each variable equals 1 if the variable description holds and 0 otherwise. All proposals are 

uniquely allocated to an issue and sponsor type, such that the intercept represents proposals 

addressing miscellaneous issues and sponsored by individual investors. 

In both the outcome and selection equations, I use the variables discussed in Section 5.5.1 

and described in Appendix 5.1 to control for the firm-level characteristics of both targets and 

non-targets. The financial controls included are (i) the log of assets, (ii) the debt-to-equity 

ratio, and (iii) the market-to-book ratio. I expect firm size to be positively related to the 

probability of proposal submissions, but negatively to the actual voting outcomes because 

building voting coalitions should be more difficult in large firms with dispersed ownership. In 

both the selection and outcome equations the signs on debt-to-equity and market-to-book 

should be negative, to the extent that they are reliable proxies for agency concerns (Fama and 

French, 2001). Prior poor stock performance and high turnover convey negative information 

on recent market reassessments of the future outlook of firms. Accordingly, I expect that both 

the probability and voting outcomes of proposal submissions are related negatively to the 

sample firms‟ abnormal stock performance relative to the CRSP equal-weighted index. In a 

similar vein, I expect the signs on the turnover variable to be positive in each model. The 

models separately control for ownership by (i) pressure-sensitive and (ii) pressure-insensitive 

institutional. The signs should be positive on each variable in both equations, but with the 

caveat that pressure-sensitive investors are less likely to support proposal submissions due to 

conflicts of interest. 

I finally include ten explanatory variables to capture the quality of governance structures in 

both target and non-target firms. The level of takeover protection is measured by the 

Bebchuk, Cohen and Ferrell (2005) Entrenchment Index. I expect the signs on the index to be 

always positive, because firms with more anti-takeover provisions in place should get both 

targeted and voted against more. Board effectiveness is controlled for by (i) board size, (ii) the 

square of board size, (iii) the proportion of employee directors, (iv) the average age of non-

employee directors, and (v) a dummy equal to 1 if the CEO and board chairman are separate 

and 0 otherwise. The square of board size is included to detect any concavities in the relation 

between board effectiveness and the number of directors. I expect the signs on board size to 

be negative and on squared board size to be positive, to the extent that board effectiveness is 

maximized at six to eight members (Jensen, 1993; Yermack, 1996). The signs should be 

always positive on the proportion of employee directors and negative on director age and 
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chairman independence, insofar as greater board independence and experience are associated 

with stronger governance. Finally, the agency aspects of CEO wealth and compensation are 

captured by (i) ownership, (ii) the firm value sensitivity of total option holdings, (iii) the 

proportion of stock-based to total compensation, and (iv) the level of abnormal compensation 

as proposed by Cremers and Romano (2007). I expect the signs to be negative on variables (i) 

to (iii) due to the incentive effects of wealth-performance sensitivity, and to be positive on 

variable (iv) to the extent that excessive compensation reflects managerial rent-seeking. 

 

5.5.3.2. Empirical results 

Table 5.6 shows five sample selection models with the voting results plugged into the 

outcome equations. The models provide different combinations of the three sets of 

explanatory variables in both the outcome and selection equations, in order to ensure 

robustness and detect potential identification problems. The final Model 5 encompasses the 

full set of explanatory variables. The results confirm that the probability of firms being 

targeted by shareholder activists and the actual voting outcomes on shareholder proposals are 

not independent. The model statistics show that the correlation   between the error terms of 

the selection and outcome equations is significantly different from zero in all but one 

specification. This underlines the importance of using the sample selection framework to 

examine the voting results of proposal submissions, and suggests that the OLS estimates 

reported by previous studies may be biased. 

I begin my analysis with the selection equations shown in Panel A. As has been mentioned, 

the predictive power of these equations is affected by the fact that the voting outcomes are 

analyzed at the proposal rather than the firm level. Nonetheless, the analysis still shows that 

shareholder activists pick their targets based on a very diverse set of criteria. 

The regressions confirm that large firms are by far the most likely to be confronted with 

shareholder proposals. The strength of this result is unsurprising, given the huge size 

difference between the target and non-target firms in Table 5.5. I additionally confirm that 

shareholder activists are less likely to target firms with high debt-to-equity ratios, which Fama 

and French (2001) find to have an inverse relationship with the level of agency problems. 

Surprisingly, however, I find that firms with high market-to-book ratios are more rather than 

less likely to be targeted. This is likely due to the fact that the market-to-book ratio also 

proxies for the level of informational asymmetries. To the extent that this is indeed the case, 

this result confirms the role of shareholder proposals as a signalling device, whereby activists 
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sponsor proposals to warn over corporate governance concerns. I find that shareholder 

proposals are indeed more likely to be directed at firms which have performed relatively 

poorly. However, there is only very marginal evidence that the probability of proposal 

submissions would increase in institutional ownership. 

The selection equations detect little statistical relationship between the probability of firms 

being targeted and the quality of their governance structures. The results confirm that 

proposals are less likely to be submitted against firms with high CEO ownership. However, 

the firm value sensitivity of the CEO‟s total options holdings is related positively rather than 

negatively to the probability of a proposal submission. This suggests that only direct CEO 

ownership is desirable from an agency perspective, and that large option holdings speak of 

excessive compensation in the past rather than incentive realignment. The remaining 

governance-related variables are statistically insignificant in each model. 

The outcome equations of the five models are shown in Panel B of the table. The results 

confirm that the actual voting support achieved by shareholder proposals is most strongly 

driven by the characteristics of the proposals themselves. In Model 5, the coefficient on the 

intercept, which represents the votes cast for miscellaneous proposals sponsored by 

individuals, is 28.4%. In comparison, takeover- and voting-related submissions attract a 

hugely significant 39.0% and 20.0% additional voting support, respectively. Board- and 

compensation-related proposals achieve only a respective 8.0% and 6.6% more votes, while 

those concerning audit services, the annual meeting, or the sale of the target firm receive even 

less. Of the proposal sponsors, investment firms and public pension funds collect 10.2% and 

6.3% more votes than do individual activists, respectively, while union pension funds get only 

about 2.6% more. Coordinated investor groups, and religious or socially responsible investors 

fail to outperform individual sponsors. Proposal resubmissions in consecutive years improve 

the voting outcome by approximately 0.9% each time. There is some evidence that other 

proposals included in the proxy statements also draw in some additional votes, of 

approximately 0.4%. 

The financial, performance, and ownership variables add comparatively modest but still 

very significant explanatory power to the models. The results confirm that the percentage 

votes decline considerably in the size of the target firm. However, there is no robust evidence 

that the debt-to-equity or market-to-book ratio would have an effect. Of the target‟s stock 

market track record, prior performance surprisingly has no statistical impact, but prior 

turnover now shows a strong positive relationship with the voting outcome. The results finally 
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Table 5.6. Sample selection models explaining the voting outcomes and probability of shareholder proposal submissions. 

 
Model 1 

 
Model 2 

 
Model 3 

 
Model 4 

 
Model 5 

 
Coefficient T-stat 

 
Coefficient T-stat 

 
Coefficient T-stat 

 
Coefficient T-stat 

 
Coefficient T-stat 

Panel A:  Selection equations 

Intercept -7.053 
*** 

-15.04 
 

-6.574 
*** 

-4.66 
 

-6.607 
*** 

-4.69 
 

-5.372 
*** 

-3.32 
 

-6.765 
*** 

-4.78 

Log of assets 0.380 
*** 

20.13 
 

0.402 
*** 

23.62 
 

0.401 
*** 

23.61 
 

0.394 
*** 

22.42 
 

0.400 
*** 

23.80 

Debt-to-equity -0.006 
*** 

-2.69 
 

-0.031 
*** 

-2.94 
 

-0.032 
*** 

-3.12 
 

-0.034 
*** 

-3.16 
 

-0.031 
*** 

-3.06 

Market-to-book 0.001 
 

0.51 
 

0.007 
*** 

2.63 
 

0.007 
** 

2.31 
 

0.005  1.03 
 

0.007 
** 

2.33 

Prior 1-year abnormal performance -0.123  -1.10 
 

-0.242 
** 

-2.01 
 

-0.261 
** 

-2.27 
 

-0.256 
** 

-1.98 
 

-0.249 
** 

-2.13 

Prior 1-year turnover 0.038  0.87 
 

-0.007  -0.09 
 

-0.025  -0.30 
 

-0.026  -0.29 
 

-0.022  -0.27 

Institutional ownership – pressure sensitive 0.396  0.46 
 

1.336  1.39 
 

1.543 
* 

1.65 
 

0.937  0.85 
 

1.504  1.64 

Institutional ownership – pressure insensitive 0.493  0.90 
 

0.558  0.72 
 

0.427  0.57 
 

1.004 
* 

1.94 
 

0.436  0.59 

Entrenchment index 
    

0.077  1.37 
 

0.071  1.26 
 

-0.020  -0.33 
 

0.058  0.97 

Board size 
    

-0.155  -1.16 
 

-0.154  -1.19 
 

-0.093  -0.78 
 

-0.134  -1.03 

Board size squared 
    

0.001  0.19 
 

0.001  0.22 
 

-0.001  -0.27 
 

0.000  0.05 

Employee directors 
    

-0.087  -0.09 
 

-0.117  -0.12 
 

-0.828  -0.91 
 

-0.111  -0.12 

Average age of non-employee directors 
    

0.006  0.34 
 

0.006  0.36 
 

-0.015  -0.70 
 

0.008  0.45 

Separate chair and CEO 
    

0.228  1.06 
 

0.211  1.00 
 

0.184  0.86 
 

0.229  1.08 

CEO ownership 
    

-2.900 
*** 

-2.94 
 

-2.905 
*** 

-3.01 
 

-3.003 
*** 

-3.02 
 

-2.860 
*** 

-2.92 

Firm value sensitivity of CEO option holdings 
    

0.022 
*** 

4.33 
 

0.023 
*** 

4.28 
 

0.022 
*** 

3.97 
 

0.023 
*** 

4.23 

Stock-based to total of CEO compensation 
    

-0.107  -0.40 
 

-0.080  -0.29 
 

-0.160  -0.65 
 

-0.127  -0.46 

Abnormal CEO compensation 
    

-0.012 
 

-0.22 
 

-0.010 
 

-0.19 
 

-0.004 
 

-0.07 
 

-0.017 
 

-0.32 
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Table 5.6 (continued). Sample selection models explaining the voting outcomes and probability of shareholder proposal submissions. 

 
Model 1 

 
Model 2 

 
Model 3 

 
Model 4 

 
Model 5 

 
Coefficient T-stat 

 
Coefficient T-stat 

 
Coefficient T-stat 

 
Coefficient T-stat 

 
Coefficient T-stat 

Panel B:  Outcome equations 

Intercept 3.739 
** 

1.90 
 

5.149 
** 

2.58 
 

26.178 
*** 

3.41 
 

67.765 
*** 

4.57 
 

28.429 
** 

2.57 
Times submitted 0.663 

** 
2.56 

 
0.581 

** 
2.24 

 
0.880 

*** 
3.38 

  
 

  
0.860 

*** 
3.35 

Number of proposals in proxy -0.003  -0.01 
 

-0.132  -0.40 
 

0.267  1.10 
  

 
  

0.417 
* 

1.66 

Proposal - Antitakeover 39.826 
*** 

23.23 
 

40.408 
*** 

23.67 
 

39.501 
*** 

22.31 
  

 
  

39.019 
*** 

21.69 
Proposal - Voting 19.789 

*** 
10.90 

 
20.112 

*** 
10.95 

 
19.937 

*** 
10.88 

  
 

  
19.957 

*** 
10.71 

Proposal - Board 7.294 
*** 

4.47 
 

7.317 
*** 

4.41 
 

8.040 
*** 

4.70 
  

 
  

8.008 
*** 

4.61 
Proposal - Sale of company 3.303  1.59 

 
3.964 

* 
1.84 

 
2.342  1.07 

  
 

  
2.087  0.96 

Proposal - Compensation 6.162 
*** 

3.69 
 

6.216 
*** 

3.67 
 

6.844 
*** 

3.89 
  

 
  

6.616 
*** 

3.75 
Proposal - Annual meeting -2.376  -1.37 

 
-2.382  -1.30 

 
-1.424  -0.76 

  
 

  
-1.577  -0.85 

Proposal - Audit 4.828 
** 

2.00 
 

4.729 
* 

1.92 
 

4.775 
* 

1.92 
  

 
  

4.569 
* 

1.86 

Sponsor - Investment firm 10.196 
** 

2.28 
 

11.777 
*** 

2.69 
 

10.411 
** 

2.57 
  

 
  

10.207 
** 

2.58 
Sponsor - Non-union pension fund 9.044 

*** 
4.67 

 
9.601 

*** 
4.92 

 
6.666 

*** 
3.58 

  
 

  
6.336 

*** 
3.38 

Sponsor - Union pension fund 3.888 
*** 

3.80 
 

3.996 
*** 

3.92 
 

2.931 
*** 

3.07 
  

 
  

2.576 
*** 

2.68 
Sponsor - Coordinated investors 0.352 

 
0.26 

 
1.260 

 
0.94 

 
-0.400  -0.31 

  
 

  
-0.605  -0.47 

Sponsor - Religious/socially responsible -0.986 
 

-0.65 
 

-0.836 
 

-0.55 
 

-1.027  -0.65 
  

 
  

-1.209  -0.74 

Log of assets 
        

-1.095 
*** 

-3.58 
 

-2.356 
*** 

-4.46 
 

-0.758 
** 

-2.09 
Debt-to-equity 

        
-0.023 

 
-0.55 

 
-0.066 

** 
-2.32 

 
-0.029  -0.70 

Market-to-book 
        

0.027 
 

1.16 
 

0.087 
* 

1.90 
 

0.029  1.26 
Prior 1-year abnormal performance 

        
-0.003  0.00 

 
-0.322  -0.27 

 
-0.121  -0.14 

Prior 1-year turnover 
        

1.298 
*** 

2.63 
 

1.154 
* 

1.70 
 

1.130 
** 

2.23 
Institutional ownership – pressure sensitive 

        
-8.828  -1.04 

 
25.177 

* 
1.69 

 
-6.254  -0.80 

Institutional ownership – pressure insensitive 
        

12.564 
*** 

3.70 
 

19.405 
*** 

3.82 
 

11.102 
*** 

3.32 

Entrenchment index 
            

2.953 
*** 

5.73 
 

0.908 
** 

2.53 
Board size 

            
-0.014  -0.02 

 
-1.108 

** 
-2.17 

Board size squared 
            

0.002  0.09 
 

0.037 
** 

2.17 
Employee directors 

            
-1.234 

 
-0.20 

 
1.403 

 
0.31 

Average age of non-employee directors 
            

-0.033  -0.16 
 

-0.078 
 

-0.50 
Separate chair and CEO 

            
-3.704 

** 
-2.15 

 
-0.572 

 
-0.45 

CEO ownership 
            

-7.653 
 

-0.61 
 

-2.925 
 

-0.27 

Firm value sensitivity of CEO option holdings 
            

-0.082 
 

-1.31 
 

0.026 
 

0.51 
Stock-based to total of CEO compensation 

            
1.776 

 
0.95 

 
1.805 

 
1.28 

Abnormal CEO compensation 
            

-0.590 
 

-1.08 
 

0.281 
 

0.71 
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Table 5.6 (continued). Sample selection models explaining the voting outcomes and probability of shareholder proposal submissions. 

 
Model 1 

 
Model 2 

 
Model 3 

 
Model 4 

 
Model 5 

Number of observations 11485 
 

11485 
 

11485 
 

11485 
 

11485 

Number of uncensored observations 2338 
 

2338 
 

2338 
 

2338 
 

2338 

Number of firms 1960 
 

1960 
 

1960 
 

1960 
 

1960 

Year dummies Yes 
 

Yes 

 
 

Yes 
 

Yes 
 

Yes 

Industry dummies Yes 
 

Yes 
 

Yes 
 

Yes 
 

Yes 

Wald χ
2 

2206.1
***

 
 

2434.1
***

 
 

2735.8
***

 
 

362.3
***

 
 

3007.5
***

 

Log-likelihood 918.8 
 

953.1 
 

1027.9 
 

166.5 
 

1039.4 

ρ 0.711
***

 
 

-0.288 
 

-0.380
***

 
 

-0.859
***

 
 

-0.332
***

 

Note to Table 5.6. In the selection equations of Panel A, the dependent variable is a dummy equal to one if a shareholder proposal has been submitted and zero otherwise. In 

the outcome equations of Panel B, the dependent variable is the percentage of votes FOR shareholder proposals. The firm-level independent variables included in both Panels 

A and B are described in Appendix 5.1. The proposal-specific independent variables in Panel B are dummies equal to one if the variable description holds and zero otherwise. 

Log of assets is the natural logarithm of the book value of assets. Wald χ
2
 tests the joint significance of the outcome and selection equation pairs. ρ = 0 tests the independence 

of the outcome and selection equation pairs using a Wald χ
2
 test. T-statistics in parentheses use standard errors with White (1980) correction for heteroscedasticity and 

adjusted for clustering of observations on each firm. *, ** and *** denote significance at the 10, 5 and 1% level, respectively. 
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confirm that the voting results are strongly affected by the target firm‟s ownership 

distribution. Model 5 shows that a 10% rise in the equity holdings of pressure-insensitive 

institutions increases the number of votes in favor by around 1.1%. However, the impact of 

ownership by pressure-sensitive institutions is insignificantly negative rather than positive, 

which suggests that these investors may indeed be beset by conflict of interest issues. 

A critical result in Panel B that the target firm‟s governance characteristics are just as 

important in determining the actual voting outcome as its other attributes. The impact of the 

Entrenchment Index is highly significant and fully robust, with Model 5 showing that the 

voting support for shareholder proposals increases by around 0.9% for every additional anti-

takeover provision in place. I also experiment with Gompers, Ishii and Metrick‟s (2003) 

broader Governance Index, and find that the results are very similar and only slightly less 

significant. Of the board characteristics, board size shows the expected non-linear relation 

with the voting outcome. However, the independence and experience of board members have 

no statistical impact. I also find no robust evidence that the various aspects of CEO wealth 

and compensation would affect the percentage votes. 

 

5.5.4. Joint analysis of the market reactions and the probability of proposal submissions 

5.5.4.1. Model specification and hypotheses 

I now use the sample selection framework to jointly determine what drives the probability of 

proposal submissions and the actual market reactions to their disclosure in the proxy 

statements. The CARs used in the outcome equations are calculated at the firm level, 

therefore the selection equations are now unbiased. Previous studies often stop short of fully 

analyzing the market reactions as measured by CARs, while others find only a weak 

association between returns and either proposal- or firm-specific attributes. There is 

nonetheless some evidence that the market response is related to the target firm‟s prior 

performance and ownership distribution (Gillan and Starks, 2000; Borokhovich, Brunarski, 

Harman and Parrino, 2006). Prevost, Rao and Williams (2006) also control for certain aspects 

of the target‟s governance quality, and find that proposals are better received when directed at 

firms with ineffective boards. 

The outcome equations again include 14 variables related to the proposal submissions. 

However, the proposal-level Times submitted variable is now replaced by the firm-level 

Targeted in previous year dummy. I expect the sign on this variable negative, to the extent 
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that the first-time confrontation of management has the greatest signalling effect. The 

variables corresponding to the issues addressed and sponsor identities remain dummies equal 

to 1 if a firm‟s proxy statement included at least one proposal with the corresponding issue or 

sponsor type, respectively. I expect the firm-specific regressors to affect return behaviour in 

the way hypothesized in Section 5.5.3.1 for the voting results. There are two important 

exceptions from this rule, given that the market should actually respond to the agency 

implications of the firm characteristics rather than their impact on the voting results. Firstly, I 

expect the CARs to decrease in institutional ownership, because agency concerns should be 

lower in the presence of institutional investors with superior monitoring skills and incentives. 

Secondly, I expect the CARs to increase in firm size, to the extent that size is an appropriate 

proxy for agency problems as discussed by Fama and French (2001). 

 

5.5.4.2. Empirical results 

Table 5.7 contains the sample selection models with the CARs plugged into the outcome 

equations. As before, the models show different combinations of the explanatory variables in 

the outcome and selection equations, with the final Model 5 including all variables. 

Surprisingly, I now find only limited evidence that the equation pairs are not independent, 

with the correlation coefficient   significantly different from zero in just two of the five 

models. 

The selection equations in Panel A are now very well-defined, and show highly robust 

evidence on why firms get targeted by shareholder proposals. The results confirm that firm 

size is the single most important determinant of proposal submissions, and that firms with 

high debt-to-equity ratios are less likely to be targeted. There is also evidence that firms with 

high market-to-book ratios are more probable targets, although the corresponding statistics are 

quite marginal. The regressions fully confirm that poorly performing firms are more likely to 

be singled out by shareholder activists. Moreover, I now find that institutional ownership also 

has a very strong impact. On one hand, Model 5 shows that the probability of a proposal 

submission increases by 1% for every 1% increase in the equity share of pressure-insensitive 

institutions. On the other, the same probability actually decreases by 1.8% for every 1% 

increase in the equity share of pressure-sensitive institutions, shedding further light on their 

potential incentive conflicts. 

The most important finding in the selection equations is that shareholder proposals are 

indeed much more likely to be directed at firms with what are perceived to be poor 
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governance structures. The Entrenchment Index is significant at the 1% level across all 

specifications, and suggests that the probability of a proposal submission increases by 24.8% 

percent for every additional anti-takeover provision in place. This result is also robust to the 

broader Governance Index. I also detect the predicted non-linear relation between submission 

probability and board size, as well as find that firms whose non-employee directors are older 

and more experienced are less likely to be targeted. As before, the independence of either the 

board or the board chairman has no impact. Finally, the regressions fully confirm that the 

probability of a proposal submission is linked closely to the perceived wealth- and 

compensation-related incentives of the CEO. On one hand, a firm is less likely to be targeted 

if its CEO has a considerable equity stake or receives mostly stock-based compensation. On 

the other, I again find that the firm value sensitivity of the CEO‟s total options holdings 

increases rather than decreases the probability of a proposal submission. 

The outcome equations are provided in Panel B. The results surprisingly show that the 

market reaction to shareholder proposals is driven to a fairly limited extent by the proposal 

characteristics. As expected, takeover-related submissions achieve the strongest market 

response, with the associated CARs higher by 0.57% compared to the intercept representing 

miscellaneous proposals. Of the proposal sponsors, public pension funds stand out in terms of 

the reception of their proposal submissions, with their respective CARs 1.09% higher than 

those accrued to individual activists. Surprisingly, the CARs appear to decrease rather than 

increase in the number of proposals presented in the proxy statement. This suggests that the 

intense confrontation of firms with multiple submissions may actually dilute the positive 

wealth effect attributed to shareholder proposals. 

The panel shows that the market responds considerably better to proposals submitted 

against large firms. This suggests that the marginal control benefits associated with 

shareholder activism are higher in firms which, through their sheer size, are more likely to be 

beset with agency problems and protected from the takeover market. The prior stock price 

performance and turnover of target firms are also strongly related to the eventual market 

reaction to proposal announcements. The analysis detects no statistical relationship between 

the CARs and either the debt-to-equity and market-to-book ratios or the size of institutional 

ownership. 

Of the governance-related variables, two have an impact on the market reaction to proposal 

submissions.  Firstly, the Entrenchment Index is consistently significant at the 1% level, with 

Model 5 suggesting that for every additional anti-takeover provision in place, the CARs 
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Table 5.7. Sample selection models explaining the cumulative abnormal returns and probability of shareholder proposal submissions. 

 

Model 1 
 

Model 2 
 

Model 3 
 

Model 4 
 

Model 5 

 

Coefficient T-stat 
 

Coefficient T-stat 
 

Coefficient T-stat 
 

Coefficient T-stat 
 

Coefficient T-stat 

Panel A:  Selection equations 

Intercept -8.838 
***

 -11.76 

 

0.037 

 

0.01 

 

-0.002 

 

0.00 

 

-0.169 

 

-0.07 

 

-0.144 

 

-0.06 

Log of assets 0.548 
***

 12.96 

 

0.598 
***

 16.38 

 

0.595 
***

 16.62 

 

0.592 
***

 16.45 

 

0.592 
***

 16.56 

Debt-to-equity -0.004 
***

 -3.81 

 

-0.030 
***

 -5.03 

 

-0.030 
***

 -5.18 

 

-0.030 
***

 -5.39 

 

-0.030 
***

 -5.33 

Market-to-book 0.000 

 

0.23 

 

0.004 
*
 1.82 

 

0.003 
*
 1.67 

 

0.003 

 

1.57 

 

0.003 

 

1.59 

Prior 1-year abnormal performance -0.200 
**

 -2.12 

 

-0.274 
**

 -2.13 

 

-0.238 
*
 -1.88 

 

-0.220 
*
 -1.73 

 

-0.224 
*
 -1.77 

Prior 1-year turnover 0.095 
***

 6.88 

 

0.044 

 

1.22 

 

0.041 

 

1.11 

 

0.045 

 

1.29 

 

0.044 

 

1.25 

Institutional ownership - pressure sensitive -3.137 
***

 -2.95 

 

-1.895 
*
 -1.73 

 

-1.904 
*
 -1.69 

 

-1.784 

 

-1.63 

 

-1.815 
*
 -1.65 

Institutional ownership - pressure insensitive 1.361 
***

 4.07 

 

1.035 
***

 3.61 

 

1.019 
***

 3.67 

 

0.994 
***

 3.73 

 

0.998 
***

 3.71 

Entrenchment index 

    

0.264 
***

 2.74 

 

0.259 
***

 2.71 

 

0.247 
***

 2.65 

 

0.248 
***

 2.65 

Board size 

    

-0.246 
***

 -3.31 

 

-0.244 
***

 -3.34 

 

-0.236 
***

 -3.19 

 

-0.237 
***

 -3.21 

Board size squared 

    

0.007 
***

 3.30 

 

0.007 
***

 3.29 

 

0.007 
***

 3.13 

 

0.007 
***

 3.15 

Employee directors 

    

-0.096 

 

-0.10 

 

-0.061 

 

-0.06 

 

0.007 

 

0.01 

 

0.010 

 

0.01 

Average age of non-employee directors 

    

-0.139 
***

 -3.29 

 

-0.137 
***

 -3.27 

 

-0.134 
***

 -3.23 

 

-0.135 
***

 -3.23 

Separate chair and CEO 

    

0.102 

 

0.38 

 

0.104 

 

0.39 

 

0.097 

 

0.36 

 

0.098 

 

0.36 

CEO ownership 

    

-1.115 
*
 -1.78 

 

-1.061 
*
 -1.81 

 

-0.971 
*
 -1.84 

 

-0.979 
*
 -1.84 

Firm value sensitivity of CEO option holdings 

    

0.022 
***

 5.78 

 

0.022 
***

 5.83 

 

0.022 
***

 5.88 

 

0.022 
***

 5.87 

Stock-based to total of CEO compensation 

    

-1.111 
***

 -3.38 

 

-1.090 
***

 -3.39 

 

-1.038 
***

 -3.40 

 

-1.041 
***

 -3.39 

Abnormal CEO compensation 

    

0.107 
*
 1.64 

 

0.103 

 

1.56 

 

0.095 

 

1.38 

 

0.096 

 

1.41 
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Table 5.7 (continued). Sample selection models explaining the cumulative abnormal returns and probability of shareholder proposal 

submissions. 

 
Model 1 

 
Model 2 

 
Model 3 

 
Model 4 

 
Model 5 

 

Coefficient T-stat 
 

Coefficient T-stat 
 

Coefficient T-stat 
 

Coefficient T-stat 
 

Coefficient T-stat 

Panel B:  Outcome equations 

Intercept -0.586 
 

-1.53 
 

-0.588 
 

-1.53 
 

-5.137 
***

 -2.92 
 

-0.023 
 

-0.75 
 

-3.481 
 

-1.16 
Targeted in previous year -0.347 

 
-1.43 

 
-0.351 

 
-1.45 

 
-0.397 

 
-1.62 

     
-0.382 

 
-1.57 

Number of proposals in proxy -0.236 
 

-1.37 
 

-0.236 
 

-1.37 
 

-0.310 
*
 -1.83 

     
-0.299 

*
 -1.78 

Proposal - Antitakeover 0.614 
**

 2.06 
 

0.615 
**

 2.06 
 

0.675 
**

 2.27 
     

0.565 
*
 1.89 

Proposal - Voting 0.082 

 

0.26 

 

0.085 

 

0.27 

 

0.081 

 

0.26 

     

0.161 

 

0.53 

Proposal - Board 0.500 
 

1.46 
 

0.500 
 

1.47 
 

0.465 
 

1.37 
     

0.509 
 

1.48 
Proposal - Sale of company 0.407 

 

0.66 

 

0.406 

 

0.66 

 

0.580 

 

0.93 

     

0.531 

 

0.84 

Proposal - Compensation 0.147 
 

0.48 
 

0.149 
 

0.49 
 

0.104 
 

0.34 
     

0.088 
 

0.29 
Proposal - Annual meeting 0.121 

 

0.21 

 

0.120 

 

0.21 

 

-0.009 

 

-0.02 

     

0.015 

 

0.02 

Proposal - Audit -0.019 
 

-0.04 
 

-0.016 
 

-0.03 
 

0.028 
 

0.06 
     

0.106 
 

0.20 

Sponsor - Investment firm -0.060 
 

-0.08 
 

-0.047 
 

-0.07 
 

0.131 
 

0.19 
     

0.077 
 

0.11 
Sponsor - Non-union pension fund 1.002 

*
 1.70 

 

1.007 
*
 1.71 

 

1.119 
*
 1.88 

     

1.094 
*
 1.82 

Sponsor - Union pension fund 0.254 
 

1.12 
 

0.253 
 

1.12 
 

0.238 
 

1.04 
     

0.232 
 

1.02 
Sponsor - Coordinated investors 0.069 

 

0.18 

 

0.074 

 

0.19 

 

0.197 

 

0.52 

     

0.197 

 

0.51 

Sponsor - Religious/socially responsible 0.015 
 

0.03 
 

0.014 
 

0.03 
 

0.009 
 

0.02 
     

0.177 
 

0.38 

Log of assets 
        

0.184 
**

 2.32 
 

0.170 
*
 1.91 

 
0.244 

***
 2.59 

Debt-to-equity 

        

0.008 

 

1.62 

 

0.005 

 

1.25 

 

0.006 

 

1.31 

Market-to-book 
        

0.006 
 

0.97 
 

0.006 
 

1.24 
 

0.006 
 

1.15 
Prior 1-year abnormal performance 

        

-0.456 

 

-1.59 

 

-0.483 
*
 -1.70 

 

-0.485 
*
 -1.68 

Prior 1-year turnover 
        

0.252 
**

 2.26 
 

0.258 
**

 2.37 
 

0.242 
**

 2.12 
Institutional ownership - pressure sensitive 

        

1.292 

 

0.66 

 

1.715 

 

0.93 

 

1.644 

 

0.88 

Institutional ownership - pressure insensitive 
        

-0.202 
 

-0.28 
 

-0.194 
 

-0.26 
 

-0.388 
 

-0.51 

Entrenchment index 
            

0.309 
***

 3.91 
 

0.252 
***

 3.17 
Board size 

            

-0.244 

 

-1.39 

 

-0.232 

 

-1.28 

Board size squared 
            

0.010 
 

1.45 
 

0.009 
 

1.31 
Employee directors 

            

-0.523 

 

-0.45 

 

-1.170 

 

-1.00 

Average age of non-employee directors 
            

-0.021 
 

-0.50 
 

-0.029 
 

-0.66 
Separate chair and CEO 

            

0.108 

 

0.35 

 

0.088 

 

0.28 

CEO ownership 

            

-2.253 

 

-0.91 

 

-2.264 

 

-0.90 

Firm value sensitivity of CEO option holdings 
            

0.006 
 

0.49 
 

0.005 
 

0.43 
Stock-based to total of CEO compensation 

            

-0.694 

 

-1.62 

 

-0.739 
*
 -1.74 

Abnormal CEO compensation 
            

0.081 
 

0.67 
 

0.096 
 

0.80 
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Table 5.7 (continued). Sample selection models explaining the cumulative abnormal returns and probability of shareholder proposal 

submissions. 

 

Model 1 
 

Model 2 
 

Model 3 
 

Model 4 
 

Model 5 

Number of observations 10551 

 

10551 

 

10551 

 

10551 

 

10551 

Number of uncensored observations 1451 

 

1451 

 

1451 

 

1451 

 

1451 

Number of firms 1961 

 

1961 

 

1961 

 

1961 

 

1961 

Year dummies Yes 
 

Yes 

 
 

Yes 
 

Yes 
 

Yes 

Industry dummies Yes 
 

Yes 
 

Yes 
 

Yes 
 

Yes 

Wald χ
2 

41.56
***

 

 

41.74
***

 

 

59.94
***

 

 

71.76
***

 

 

87.94
***

 

Log-likelihood 2628.7 

 

2637.6 

 

2646.3 

 

2645.7 

 

2654.9 

ρ -0.095 

 

-0.220
**

 

 

-0.170
*
 

 

-0.091 

 

-0.104 

Note to Table 5.7. In the selection equations of Panel A, the dependent variable is a dummy equal to one if a shareholder proposal has been submitted and zero otherwise. In 

the outcome equations of Panel B, the dependent variable is the cumulative abnormal return in the days -1 to +1 surrounding the date that the proxy statement is mailed. 

Market model parameters are estimated over the 200-day period ending 30 days before the proxy mailing date, using the CRSP equal-weighted index. The firm-level 

independent variables included in both Panels A and B are described in Appendix 5.1. The proposal-specific independent variables in Panel B are dummies equal to one if the 

variable description holds and zero otherwise. Log of assets is the natural logarithm of the book value of assets. Wald χ
2
 tests the joint significance of the outcome and 

selection equation pairs. ρ = 0 tests the independence of the outcome and selection equation pairs using a Wald χ
2
 test. T-statistics use standard errors with White (1980) 

correction for heteroscedasticity and adjusted for clustering of observations on each firm. *, ** and *** denote significance at the 10, 5 and 1% level, respectively.  
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increase by as much as 0.24%. Secondly, the CARs are lower in firms with relatively high-

powered CEO pay packages in terms of stock-based compensation, corresponding to the 

positive incentive effects of pay-performance sensitivity. 

Overall, it is important to emphasize that the market responds as much to the act of 

shareholder activists confronting management through the proxy process, as to the actual 

objectives and characteristics of the proposals they sponsor. Indeed, Table 5.7 shows that the 

joint significance of the outcome and selection equations actually suffers the most when the 

governance-related variables, and the Entrenchment Index in particular, are excluded. From a 

corporate governance perspective, this has key economic implications: it shows that the 

market perceives proposal submissions to be a relevant control and signalling device, to the 

extent that they disclose important information on governance concerns and indicate close 

monitoring by the proponent shareholders. 

 

5.6. Conclusions 

This chapter has studied how shareholder activism through proxy proposals evolved in the 

period between 1996 and 2005, and examined the success of proposal submissions in terms of 

the voting outcomes and stock price reactions. The use and effectiveness of shareholder 

proposals has been subject to much debate in recent years, with very little empirical evidence 

that they would have create firn value, or indeed be a relevant control and signalling device. 

Some legal scholars have even suggested that the costs of shareholder activism are likely to 

exceed its benefits, and that the SEC should accordingly consider raising the hurdles for 

submitting shareholder proposals. 

The results presented here make very important contributions to the literature. Firstly, I 

have found that proposal submissions are actually met with a positive rather than negative 

stock price response. The market reactions also tend to match the main voting outcomes in 

that the proposals which are takeover-related and sponsored by public pension funds are by 

far the most successful. This latter result poses a clear challenge to the signalling hypothesis 

advocated by previous studies, which implies that the real price effect of proposal 

submissions made by institutional activists is counterbalanced by a negative signalling effect. 

Secondly, the results have shown that both the voting outcomes and stock price reactions 

are driven very strongly by the quality of the target firm‟s corporate governance structures, 

and especially by its use of anti-takeover provisions. Previous studies tend not to control for 
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governance quality at all or do so to a limited extent, which is surprising given that most 

shareholder proposals are in fact directed at what are perceived to be poor governance 

structures. My analysis suggests that the market reaction to proposal announcements is 

actually better predicted by the governance proxies than by the individual proposal 

characteristics. 

And thirdly, this has been the first study to use Heckman‟s (1979) sample selection model 

to jointly estimate the success of proposal submissions and the actual probability that a firm 

gets targeted by shareholder activists. This is a critical issue, because the very success of 

shareholder proposals is likely to be endogenous to the selection of the target firms, and the 

OLS estimates reported by previous research may therefore be biased. The selection equations 

have shown that shareholder activists do tend to single out underperforming firms with poor 

governance structures. This explains why the market perceives shareholder proposals to be a 

relevant control and signalling device, to the extent that they disclose important information 

over governance concerns and indicate close monitoring by shareholder activists. Overall, my 

results suggest that despite the concerns in the public domain, shareholder activism through 

the proxy process should be regarded as a useful means of resolving agency concerns and the 

proposal sponsors as valuable monitoring agents. Whether and how this translates into better 

operating and stock price performance by the target firm is left for future research. 
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Appendix 5.1. Variable descriptions. 

  Description and source 

Panel A: Financial, performance and ownership characteristics 

Assets ($ millions) The book value of total assets. Source: Compustat. 

Sales ($ millions) The value of total net sales. Source: Compustat. 

Debt-to-equity ratio Total debt divided by the book value of equity. Source: Compustat. 

Market-to-book ratio Market capitalization of equity divided by the book value of equity. Source: 

Compustat. 

Prior 1-year performance The dividend-adjusted stock price return in the year up to two months before the 

proxy mailing date. Source: CRSP. 

Prior 1-year abnormal 

performance 

The dividend-adjusted stock price return minus the return on the CRSP equal-

weighted index, in the year up to two months before the proxy mailing date. 

Source: CRSP. 

Prior 1-year turnover The total number of shares sold during the year up to two months before the 

proxy mailing date, divided by total shares outstanding. Source: CRSP. 

Institutional ownership The number of shares held by institutions, divided by total shares outstanding. 

Source: Thomson Financial CDA/Spectrum. 

Pressure sensitive The number of shares held by banks and insurance companies, divided by total 

shares outstanding. Source: Thomson Financial CDA/Spectrum. 

Pressure insensitive The number of shares held by private and public pension and labor union funds, 

investment companies and their managers, independent investment advisors, and 

university endowments, divided by total shares outstanding. Source: Thomson 

Financial CDA/Spectrum. 

Panel B: Governance characteristics 

Governance Index (Max=24) Gompers, Ishii and Metrick (2003) index of 24 governance-related charter and 

by-law provisions. Source: Investor Responsibility Research Center. 

Entrenchment Index (Max=6) Bebchuk, Cohen and Ferrell (2005) index of 6 governance-related charter and 

by-law provisions. Source: Investor Responsibility Research Center. 

Board size The number of directors on the board of directors. Source: Investor 

Responsibility Research Center. 

Employee directors The number of directors employed by the firm, divided by total board size. 

Source: Investor Responsibility Research Center. 

Age of non-employee directors The average age of non-employee directors. Source: Investor Responsibility 

Research Center. 

Separate chair and CEO A dummy variable equal to 1 if the CEO is also the current chairman of the 

board, and 0 otherwise. Source: Investor Responsibility Research Center. 

CEO ownership The number of shares held by the CEO divided by total shares outstanding. 

Source: ExecuComp. 

Firm value sensitivity of CEO 

option holdings 

The value change in the CEO's total option holdings for a $1,000 change in the 

market value of equity. Source: ExecuComp. 

Stock-based to total CEO 

compensation 

The value of stock options and restricted stock grants, divided by total CEO 

compensation for the individual year. Source: ExecuComp. 

CEO compensation excluding 

option grants ($000s) 

Total CEO compensation for the individual year, including salary, bonus, 

restricted stock, stock options, long-term incentive payouts and other 

compensation. Source: ExecuComp. 

Abnormal CEO compensation The natural logarithm of the residual from an annual regression, which regresses 

the log of total CEO compensation excluding stock option grants on the book 

value of assets and industry dummies. Source: ExecuComp. 
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Samenvatting (Dutch Summary) 

 

 

De agency literatuur beschrijft twee cruciale principaal-agent problemen in de context van de 

onderneming. Enerzijds kan de scheiding tussen de eigendom en het bestuur van de 

onderneming ervoor zorgen dat het management persoonlijke voordelen verkiest boven het 

maximaliseren van de aandeelhouderswaarde. Anderzijds kunnen de aandeelhouders zelf 

crediteuren benadelen door het risico te verhogen, wat tegelijkertijd een daling in de waarde 

van de schuld en een stijging in de waarde van het aandelenkapitaal veroorzaakt. De 

effectiviteit van de middelen die principalen tot hun beschikking hebben om deze problemen 

te beheersen, blijft het centrale vraagstuk in corporate governance onderzoek. In dit 

proefschrift onderzoek ik kwesties die in eerdere studies grotendeels onbesproken zijn 

gebleven en hierdoor de huidige interpretatie van het bestaande empirische bewijs in vraag 

stellen.  

De eerste helft van het proefschrift besteedt aandacht aan het conflict tussen 

aandeelhouders en crediteuren in de context van ondernemingsherstructureringen. In 

Hoofdstuk 2 wordt een uitgebreid overzicht gegeven van het bestaande onderzoek naar de 

reacties van obligatiehouders op belangrijke herstructureringen. Deze herstructureringen 

kunnen in de aanwezigheid van agency problemen en door hun invloed op het risico 

aanzienlijke vermogensstromen tussen aandeelhouders en obligatiehouders veroorzaken. 

Omdat een herstructurering wordt gedefinieerd als iedere transactie die de kapitaalstructuur 

van een onderneming beïnvloedt, behandelt het hoofdstuk meer dan alleen de traditionele 

herstructurering van activa en omvat het ook transacties als leveraged buyouts, 

aandelenuitgiftes, aandelenruilen en de uitgifte van aandelenopties. De resultaten leveren 

overtuigend bewijs voor het bestaan van agency problemen tussen aandeelhouders en 

obligatiehouders, maar de literatuur is onvolledig. Het belangrijkste probleem is dat vroegere 

studies geen herstructureringen in landen buiten de Verenigde Staten onderzoeken, ondanks 
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het feit dat de onderhandelingspositie van crediteuren ten opzichte van de onderneming sterk 

wordt beïnvloed door de governance-traditie en juridische context van een specifiek land.  

Hoofdstuk 3 is de allereerste academische studie die analyseert hoe internationale 

verschillen op het gebied van governance en wetgeving de reactie van obligatiehouders op 

herstructureringen beïnvloeden. De prestaties van obligaties rondom aankondigingen van 

zowel nationale als internationale fusies en overnames worden geanalyseerd aan de hand van 

een steekproef van obligaties uitgegeven door Europese overnemers. De resultaten bevestigen 

dat de prestaties van obligaties extreem gevoelig zijn voor governance en wetgeving. Ten 

eerste, stakeholder-georiënteerde corporate governance modellen garanderen dat continentale 

Europese obligaties het beter doen en minder gevoelig zijn voor risico‟s veroorzaakt door 

fusies en overnames. Ten tweede, obligaties functioneren ceteris paribus slechter in 

internationale fusies en overnames, maar zij presteren beter in een op stakeholders 

georiënteerd model of wanneer de wetgeving voordelig is voor crediteuren. Dit resultaat laat 

zien dat de intensiteit van het aandeelhouder-crediteur conflict wordt beïnvloed door de 

invloed die crediteuren kunnen uitoefenen op de besluitvorming binnen de onderneming en de 

mate waarin de nationale rechtspraak hen beschermt tegen de onderneming. Het meest 

opmerkelijke resultaat in dit hoofdstuk is dat het spill-over effect tussen landen op het gebied 

van crediteurenbescherming veroorzaakt door fusies en overnames een veel grotere omvang 

heeft dan eerder werd verondersteld. Dit effect wordt versterkt door het vermogen van 

crediteuren tot arbitrage tussen juridische stelsels. 

De tweede helft van het proefschrift heronderzoekt de doeltreffendheid van twee cruciale 

agency mechanismen beschikbaar voor aandeelhouders om de vrijheid van het management in 

te perken. Hoofdstuk 4 heropent het debat over de substitutie van dividenden en 

aandeelhouderscontrole in de beperking van vrije kasstromen. Eerdere studies stellen vast dat 

dividenduitkeringen in continentaal Europa doorgaans laag zijn en concluderen dat de 

geconcentreerde eigendomsstructuren in deze stakeholder-georiënteerde governance modellen 

het gebruik van dividenden als toezichtinstrument overbodig maken. Dit argument volstaat 

echter niet. Het is bekend dat ondernemingen in deze modellen vaak instrumenten aanwenden 

die de macht van aandeelhouders inperken. Deze instrumenten hinderen de maximalisatie van 

de aandeelhouderswaarde en kunnen de passieve houding op het gebied van 

dividenduitkeringen verklaren. Dit probleem stel ik in dit proefschrift aan de orde door een 

analyse van Nederland, waar de rechten van aandeelhouders ernstig beperkt worden door het 

wettelijke opgelegde governance regime en het gebruik van instrumenten als de zogenaamde 
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„Dutch-style poisson pills‟. De resultaten laten zien dat dividenduitkeringen in Nederlandse 

ondernemingen over het algemeen laag zijn, niet reageren op winstveranderingen en 

nauwelijks gerelateerd zijn aan de grootte, schuldpositie en investeringsmogelijkheden van 

ondernemingen. De diverse instrumenten die deze ondernemingen gebruiken om de macht 

van aandeelhouders te beperken, beïnvloeden de dividenduitkeringen in verschillende mate. 

De instrumenten die een duidelijke invloed hebben, worden echter door de meerderheid van 

de Nederlandse beursgenoteerde bedrijven gebruikt. Ik vind geen bewijs dat ondernemingen 

met een geconcentreerde eigendomsstructuur een minder strikt dividendbeleid toestaan. Zij 

vragen daarentegen juist meer in plaats van minder dividenduitkeringen om te voorkomen dat 

ze worden benadeeld en om een grotere nadruk op de aandeelhouderswaarde te leggen. 

Bovendien is er bewijs dat ondernemingen die gecontroleerd worden door insiders of 

institutionele investeerders met superieure monitoring-vaardigheden en -incentives ook 

hogere dividenden uitkeren. Deze bevindingen staan in contrast tot de conlusies uit de reeds 

verschenen literatuur en suggereren dat dividenden en aandeelhouderscontrole 

complementaire, eerder dan substituerende, mechanismen zijn om agency problemen te 

beperken. Het is onwaarschijnlijk dat dit resultaat specifiek is voor Nederland en daarom kan 

het mogelijk worden uitgebreid naar andere regimes die op stakeholders gericht zijn.  

Het laatste hoofdstuk bestudeert het Amerikaanse proxy mechanisme om de veelbesproken 

rol van aandeelhoudersactivisme in de vermindering van agency problemen te analyseren. 

Eerdere studies tonen aan dat aandeelhoudersvoorstellen op steeds meer steun kunnen rekenen 

tijdens de jaarlijkse aandeelhoudersvergaderingen, maar vinden geen positieve reacties in de 

aandelenprijs. Dit onderzoek levert een belangrijke bijdrage aan de over dit onderwerp 

bestaande literatuur. Ten eerste vind ik bewijs dat het indienen van voorstellen wel samengaat 

met positieve prijsreacties, in het bijzonder als deze voorstellen betrekking hebben op 

overnames of gesteund worden door openbare pensioenfondsen. Dit gaat in tegen de 

signaling-hypothese uit de literatuur, die stelt dat het effect van voorstellen gedaan door 

institutionele investeerders wordt gecompenseerd door een negatief signaal-effect. Ten 

tweede wordt de uitkomst van een stemming en de reactie in de aandelenprijs sterk beïnvloed 

door de kwaliteit van de governance structuur van de doelonderneming en in het bijzonder 

door het gebruik van anti-overname maatregelen. Vroegere studies controleren hier niet voor, 

hoewel de meeste voorstellen gericht zijn op governance structuren die als zwak worden 

beschouwd. Ten derde is dit de eerste studie die tegelijkertijd de kans op het indienen van 

voorstellen en de kans op succes schat in een sample selection model dat 
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endogeniteitsproblemen oplost. De resultaten tonen aan dat actieve aandeelhouders zich 

richten op slecht presterende ondernemingen met minderwaardige governance structuren, wat 

verklaart waarom de markt aandeelhoudersvoorstellen als relevante controle-instrumenten 

met een zekere signaalfunctie beschouwt.  

Het onderzoek in dit proefschrift is uitgevoerd samen met mijn zeer gewaardeerde 

begeleider Luc Renneboog. 
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