Alternative Mechanisms for Corporate Control
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An important function of the board of
directors of a public corporation is to moni-
tor the top management team and to replace
it when necessary. Although some writers
(Eugene Fama and Michael Jensen, 1983)
suggest that boards carry out this control
function effectively, others (for example,
Myles Mace, 1971) conclude that boards do
not do very much. Jensen holds the failures
of boards of directors responsible for the
advent of hostile takeovers.

This paper adds to our understanding of
the functioning of corporate boards by con-
trasting the circumstances in which boards
succeed in disciplining top managers with
those in which substitute control devices,
such as, hostile takeovers, come into play.
We examine a variety of performance and
management characteristics of 454 of the
1980 Fortune 500, and follow the manage-
ment changes and takeovers that these firms
experience between 1981 and 1985. It is easy
to summarize our main findings. Internally
precipitated complete turnover of the top
management team,’ which we associate with
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!Non-takeover-related complete turnover of top
managers appears to be the best measure of forced
internally precipitated change, as opposed to orderly
transitions. We do not treat ordinary internal succession
as a control change, since it does not usually represent a
response to management problems.
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successful monitoring by the board, is more
likely to occur in firms that underperform
their industry, but is no more likely to occur
in troubled industries than in healthy indus-
tries. In addition, internally caused complete
turnover is less prevalent in firms run by
founders or “one-man” management teams.
In contrast, hostile takeovers, which we asso-
ciate with the board’s failure to discipline
managers, are predictable based on poor
performance of the whole industry, and are
disproportionately targeted at firms with
“one-man” management teams. Finally, to
the extent that they are disciplinary, friendly
acquisitions seem to be encouraged by cor-
porate boards that are faced with poor per-
formance relative to a healthy industry.2
These findings are consistent with the fol-
lowing characterization of the board’s disci-
plinary role. The board of directors looks at
other firms in the same industry to evaluate
the performance of its firm’s managers, and
replaces top managers when the firm under-
performs its industry, that is, when the man-
agers can be blamed with some confidence.
On the other hand, when the whole industry
is suffering, the board is reluctant to make
changes that raise market value. In particu-
lar, even when board members know how to
raise value, they may refuse to do so because
the required changes in a declining industry
(layoffs, investment cutbacks, and divesti-
tures) harm employees who are considered
more important to the organization than

’In previous work in this area, Anne Coughlan and
Ronald Schmidt (1985), Jerold Warner, Ross Watts,
and Karen Wruck (1988), and Michael Weisbach (1988)
find that poor performance of the firm raises the like-
lihood of replacement of the Chief Executive Officer.
Joel Hasbrouck (1985), Krishna Palepu (1986), David
Ravenscraft and F. M. Scherer (1987) and Randall
Morck, Andrei Shleifer, and Robert Vishny (1988a)
examine the characteristics of takeover targets. The
contribution of the current paper is, first, to differenti-
ate between industrywide and firm-specific performance
failures, and, second, to contrast hostile takeovers and
internal turnover as control devices.
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shareholders who are only “out for specula-
tive profit.” In these cases, a hostile bidder
often buys the firm and implements profit-
increasing changes against the wishes of both
the board and the top management of the
target. More generally, takeovers come to
play a role in replacing managers who the
board is unable or unwilling to discipline, as
in firms with one-man management teams.
Section I of the paper discusses the data we
use in our empirical work, and presents the
basic characteristics of firms that undergo
different forms of control change. Section II
presents the main empirical results that iden-
tify characteristics conducive to various types
of control change. Section III concludes.

1. A Brief Description of the Data
A. Types of Control Changes

The analysis in this paper is based on the
sample of all publicly traded 1980 Fortune
500 firms. Of the 454 firms in the sample, 82
have been acquired by third parties or went
through a management buyout (MBO) in the
period 1981-1985. Based on an examination
of the Wall Street Journal Index, 40 of those
appear to have started hostile and 42
friendly. We call an acquisition hostile if the
initial bid for the target (which need not be a
bid by the eventual acquiror) was neither
negotiated with its board prior to being made
nor accepted by the board as made. Initial
rejection by the target’s board is thus taken
as evidence of the bidder’s hostility, as is
active management resistance to the bid, es-
cape to a white knight, or a management
buyout in response to unsolicited pressure.
We sort acquisitions on the basis of the
initial mood because we are interested in
firm characteristics that sparked the bidding
in the first place. Targets that are not classi-
fied as hostile are called friendly.

Following Morck, Shleifer, and Vishny
(1988a), we exclude friendly management
buyouts (MBOs)—those proposed by man-
agement in the absence of visible evidence of
outside takeover threat—from our sample of
acquisitions, since they neither represent
control changes nor resemble ordinary tar-
gets of friendly offers in their characteristics.
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This reduces the sample of friendly acquisi-
tions to 34. Also, following the evidence in
Morck et al. (1988a), we treat hostile MBOs
—that are defensive responses to a hostile
bid or 13-D filing—as regular hostile take-
overs. Our sample of hostile takeovers stays
at 40 observations.

Among the firms that have not been ac-
quired, we define complete turnover as a
complete change between 1980 and 1985 in
the list of officers signing the letter to share-
holders in the annual report. A firm experi-
ences a complete turnover if none of the
officers who signed the annual report in 1980
also signs in 1985. An alternative way to
define complete turnover would be using
changes in the list of people holding top
titles rather than in the list of signers. The
trouble with following this path is that titles
can be retained by figureheads, who have no
effective control or power. Signers of the
annual report, in contrast, seem to be in
active control. We focus on complete rather
than partial turnover of signers because we
are interested in disciplinary management
changes forced by the board. Most of the
changes in which one cosigner of the annual
report replaces another, presumably repre-
sent ordinary succession rather than disci-
plinary action by the board. Consistent with
this interpretation, Morck et al. (1988b) find
that partial (CEO only) turnover is actually
preceded by abnormally good performance.
This might be expected if choosing a succes-
sor from the existing management team is a
reward for good performance.?

Where a company has experienced a man-
agement turnover prior to a hostile takeover,
this company is treated as an acquisition and
not as a turnover. This happens in 4 out of
40 hostile takeovers. While in these cases the
board is arguably trying to deal with the
management problems, it is not providing an
adequate solution. A takeover is still re-
quired to provide an alternative that maxi-
mizes shareholder wealth. Similarly, if man-
agement turns over prior to a friendly acqui-

’In approximately 80 percent of the cases of partial
(CEO only) turnover, the replacement CEO is one of
the other signers of the 1980 annual report.
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sition, which also happens in 4 out of 34
cases, the turnover cannot be properly viewed
as solving the need for new management.
Accordingly, we classify these cases as
friendly acquisitions.

The above definition yields 93 cases of
complete turnover. This number seems
too high as a measure of disciplinary
turnover, and doubtless still includes some
ordinary successions. Some such non-disci-
plinary cases are planned CEO retirements
accompanied by the appointment of an out-
side replacement team, but such cases are
rare (Richard Vancil, 1987). More com-
monly, these are cases where the planned
internal successor did not come from the list
of 1980 signers of the annual report. Overall,
although our definition probably covers most
extraordinary non-takeover-related manage-
ment changes, it also covers some cases of
ordinary replacement that only add noise.

B. Performance Characteristics by Type
of Control Change

This study uses three different measures
of performance: average Tobin’s Q, stock
market abnormal returns, and employment
growth rates. Average Tobin’s Q is equal to
the ratio of the firm’s market value to the
replacement cost of its physical assets. To-
bin’s Q can be viewed as measuring the
intangible assets of the firm, such as fu-
ture growth opportunities, monopoly power,
goodwill, rents appropriated away from
unions, as well as the quality of manage-
ment. We use the level of @, rather than its
change over some interval of time preceding
the control change, in order to capture the
effects of problems that have built up over
time. Especially for measuring industrywide
problems, looking at the level of Q might be
preferred to looking at changes in Q over
short periods, since we do not really know
when the problems started or when the mar-
ket learned about them. Our two other mea-
sures of performance—stock returns and
employment growth over 1978—1980—reflect
more recent news about, and changes in, the
firm and its industry.

Tobin’s Q was obtained from the Griliches’
R&D Master File (Clint Cummins, Bronwyn

SEPTEMBER 1989

Hall, and Elisabeth Laderman, 1982) for
1980. Its numerator is the sum of the actual
market value of the firm’s common stock
and estimated market values of preferred
stock and debt.* The denominator of Q is
the replacement cost of the firm’s plant and
inventories also taken from the R&D Master
File. Values of Q are available for only 371
firms, primarily because of the difficulty of
obtaining values of long-term debt and, in
some cases, of the replacement cost. In this
final sample of 371 firms, there are 80 cases
of complete turnover, 31 hostile takeovers,
and 17 friendly acquisitions.

The second measure of performance is the
cumulative abnormal return over the period
1978-1980, calculated using the Capital As-
set Pricing Model. The data for returns are
the standard monthly series from the Center
for Research in Securities Prices. The reason
for using abnormal returns is that they cap-
ture the market’s evaluation of more recent
news about the firm’s current and future
profitability. Our sample using returns con-
sists of 427 non-OTC firms, of which 87
went through complete turnover of manage-
ment, 37 were targets of hostile takeovers,
and 32 of friendly ones.

The third measure of performance is em-
ployment growth over the 1978-1980 period.
Although employment growth is not a clear-
cut measure of performance, we use it for
two reasons. First, it is more closely related
to the business side, as opposed to being
based on stock market prices. Use of such a
measure enables us to say that takeover tar-
gets are not characterized solely by being
priced by the market below the true value of
their earnings streams under current operat-
ing strategies. Second, employment growth is

“The market value of common stock is taken from
Standard & Poor’'s COMPUSTAT tape. The market
value of preferred stock is estimated by dividing the
preferred stock dividend figure (reported on COMPUS-
TAT) by the Moody’s preferred dividend rate for the
median-risk companies. The market value of the firm’s
debt is taken as the value of its short-term liabilities net
of its short-term assets (from COMPUSTAT) plus an
estimate of the market value of its long-term debt.
Estimates of the market value of long-term debt for our
firms were obtained from the NBER’s R& D Master File
(see Cummins, Hall, and Laderman).



