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Abstract

Two decades of empirical research on poison pills and other takeover defenses does not
support the belief — common among legal academics — that defenses reduce firm value.
Even by their own terms, such studies produced weak and inconsistent results, and have
not been well designed to discriminate among information effects of midstream defense
adoptions. But prior studies suffer from three additional, serious, and previously
unrecognized design flaws. (1) pill studies wrongly assume that pill adoption has an
effect on takeover vulnerability; (2) studies of antitakeover amendments (ATAS) focus on
terms made vestigia by the pill; and (3) al studiesfail to account for ways defenses
interact. Recognition of these flaws helps explains the weak and mixed results of such
studies, and should improve future empirical research on takeover defenses.
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I ntroduction

The strength of the market for corporate control in the 1990s makes an understanding of
takeover defenses a matter of ongoing interest.! Despite widespread adoption of
defenses, nearly 70 hostile takeover bids were made in 1995, well over the average
annual number of bidsin the 1980s, and almost 80% of the number made in 1988, the
peak year for hostile activity in the 1980s.> Negotiated deals — including many deals that
would not have been done but for the background threat of a hostile bid or boardroom

coup — have broken records in each of the past five years, reaching an all-time high in the

! Thisisone of a series of related papers on takeover defensesin the 1990s. Other papersin the

seriesinclude J. Coates, Measuring the Domain of Mediating Hierarchy: How Contestable Are US Public
Corporations?, __ J. Corp. L. __ (forthcoming 1999) [hereinafter, “How Contestable?’]; .J. Coates, An
Index of the Contestability of Corporate Control: Studying Variation in Takeover Vulnerability, Working
Paper (June 30, 1999) (describing new methodology for studying takeover defenses and other governance
terms that attempts to address shortcomings of prior empirical studies of defenses) [hereinafter, “ Studying
Variation]; J. Coates, Failure in the Market for Corporate Legal Advice: Explaining Variation in
Takeover Defensesin |POs 1990-1992 (forthcoming) (applying new methodology to defenses adopted in
initial public offeringsin the period 1990-1992) [hereinafter, “ Explaining Variation]. Intheinterest of full
disclosure, it should be noted that | was formerly a partner at the law firm of Wachtell, Lipton, Rosen &
Katz generaly credited with inventing the best-known takeover defense (the poison pill).

See J. Coates, How Contestable?, supranote 1, at .
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U.S. in 1998, even after accounting for growth in the overall economy.® Recent research
has shown that prior to IPOs a significant number of firms adopt terms making takeovers
more difficult than default law, * contrary to the belief — widespread among legal
academics — that structural takeover defenses’ (such as poison pills® and staggered
boards’) reduce firm value. Y et the same research shows that defenses vary significantly,
contrary to beliefs of practitionersthat afull set of defensesis privately optimal for all

firms2

These facts pose numerous puzzles. How can the market for corporate control be so

strong despite the widespread adoption of takeover defenses? On the one hand, if

3 Id. at .
4 Robert Daines & Michael Klausner, Value-Maximizing Charters: An Empirical Analysis of
Antitakeover Provisionsin Corporate Charters at the IPO Stage, Working Paper (Jan. 13, 1997) (on file
with author); L. Field, Control Considerations of Newly Public Firms: The Implementation of
Antitakeover Provisions and Dual Class Shares Before the PO, Working Paper (Feb. 19, 1999) (on file
with author) (finding that 50% of industrial firms going public 1988-1992 either use dual class structures or
more than one takeover defense at time of 1PO). In related work, | study governance terms adopted by
flrms going public in the period 1990-1992. John C. Coates 1V, Explaining Variation, supra note

A note on terminology: Two types of defenses may be distinguished: (1) transactional defenses,
which are financial or operational transactions anticipating or reacting to a bid and designed to make a
takeover more difficult, by raising afirm’s share price, paying off the bidder, or reducing a bidder's profit;
and (2) structural defenses, which are legal terms or mechanisms, often adopted in advance of a bid,
designed to deter or impede bids without having afinancial or operational effect on the target. This paper
focuses on structural defenses, but for brevity refersto “ defenses’ as short-hand for structural defenses.
One structural defense not addressed are multiple classes of voting equity: such structures are qualitatively
different, in that they generally are adopted not to deter or impede bids, but to prevent them altogether, and
50 alow the sale of equity without loss of a control "lock." See Luigi Zingales, What Determines the
Value of Corporate Votes?, Q. J. Econ. 1047 (1995), at 1061 (average voting block held by largest
shareholder in firms with dual class capitalization is 32%, which is generally sufficient for control); Lucian
A. Bebchuk, A Theory of the Evolution of Ownership Structures in Publicly Traded Companies, NBER
Work| ng Paper (July 1999) (on file with author) (same).

See Wachtell Lipton Rosen & Katz, The Share Purchase Rights Plans, reprinted in Ronald J.
Gilson & Bernard S. Black, THE LAW AND FINANCE OF CORPORATE ACQUISITIONS (2d ed. 1998 Supp.) at
4-12 (setting forth terms of standard rights plan) [hereinafter “Wachtell Lipton”].

Firm with staggered boards el ect a portion (usually one third) of their directors each year, with
directors serving multi-year (usualy three) year terms. See Delaware General Corporation Law (DGCL)
§ 141(authorizing staggered boards with two or three classes having two or three-year terms).



defenses reduce firm value, why are they adopted prior to I1POs, when (assuming an
efficient IPO market) their costs are borne by pre-1PO shareholders? Why do even
sophisticated pre-1PO shareholders (such as venture capitalists and leveraged buyout
firms) not block their adoption and so increase |PO proceeds? And why do practitioners
(investment bankers as well as lawyers) generally recommend that firms adopt defenses
prior to an IPO? On the other hand, if defenses increase firm value, how do they do so?
Why don't all firms adopt afull set of defenses prior to an IPO? Why do institutional
investors oppose proposals to adopt defenses midstream, and even incur costs to oppose
and attempt to repeal defenses once adopted? And why do so many legal academics

believe so strongly that defenses reduce firm value?

Asapreliminary step in exploring these puzzles, this paper surveys 20 years of the
“scientific evidence”* on poison pills and other defenses to assess whether thereis an

empirical basisfor the claim that defenses reduce firm value™ The survey reveals that,

8 See Michadl Tognetti, Anti-Takeover Defenses and Share Value: An Interview of the Industry,
Working Paper (Apr. 14, 1999) (on file with author) (documenting consistent and general belief among
practitioners that takeover defenses are advisable generally and prior to an 1PO).

See Daines & Klausner, supranote .

The phrase “ scientific evidence” istaken from awidely cited survey of empirical research on
takeovers generally. Michael C. Jensen & Richard S. Ruback, The Market for Corporate Control: The
Scientific Evidence, 11 J. Fin. Econ. 5 (1980). For other earlier surveys of empirical evidence on takeover
defenses, see Gregg A. Jarrell, James A. Brickley & Jeffry M. Netter, The Market for Corporate Control:
The Empirical Evidence Since 1980, 2 J. Econ. Persp. 49 (1988) (surveying empirical evidence on
takeovers, including studies of takeover defenses); Jeffrey G. Maclntosh, The Poison Pill: A Noxious
Nostrum for Canadian Shareholders, 15 Can. Bus. L.J. 276 (1988) (surveying empirical evidence on use of
poison pillsin the U.S.); Roberta Romano, A Guide to Takeovers: Theory, Evidence and Regulation, 9
YaeJ Reg. 119 (1992) (surveying empirical evidence on takeovers).

n Frank Easterbrook & Daniel Fischel, THE ECONOMIC STRUCTURE OF CORPORATE LAW (1991) at
204; Ronald J. Gilson, The Case Against Shark Repellent Amendments: Structural Limitations on the
Enabling Concept, 34 Stan. L. Rev. 775 (1982), at 804, n. 110 & 821-22; Dale Arthur Oesterle, THE LAW
OF MERGERS, ACQUISITIONS, AND REORGANIZATIONS (1991), at 468 ("available data ... suggest [that]
when afirm employs ... defenses before a ... bid is on the table, the announcement ... reduces the value of
the firm's stock"); Roberta Romano, THE GENIUS OF AMERICAN CORPORATE LAW (1993) at 70-71;
Maclntosh, supranote __, at 282. But see Jesse H. Choper, John C. Coffee, Jr., & Ronald J. Gilson, CASES
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even by their own terms, such studies produced weak and inconsistent results. Worse, (1)
prior studies of pills are premised on the incorrect assumption that pill adoption changes
the takeover defense posture of the adopting firm; (2) studies of antitakeover charter
amendments (ATAS) focus on terms rendered vestigia by the poison pill; and (3) both
types of studies fail to take into account ways that pills and ATAs interact, greatly
reducing their ability to reveal wealth effects of defenses. In sum, prior empirical studies

of takeover defenses do not support the belief that defenses reduce firm value.

The paper proceeds as follows. Part | exhaustively surveys the most common type of
empirical study of takeover defenses: “event studies’ of pillsand ATAs. Part Il extends
one prior criticism of event studies by presenting an informal model of the many signals
that a particular defense adoption may send to the market, and argues that prior studies
have not been well-designed to reveal the strength or content of such signals. Part Il sets
forth three serious, previously unrecognized flaws that afflict prior studies of takeover
defenses, and argues that signal effects are the only effects reliably captured by event
studies of defenses. Recognition of these flaws helps explain the weak and mixed results
of such studies, and reinforces the conclusion of Parts | and Il that such studies reveal
little to nothing about wealth effects of defenses. Part IV surveys studies using other

(non-event study) methodol ogies, notes that they too produce inconsistent results, and

AND MATERIALS ON CORPORATIONS (4™ ed. 1995), at 907-09 ("evidence seems reasonably clear that
successful resistance for the target is bad news for shareholders, but the evidence is much more ambiguous
regarding the impact of specific defensive tactics,” including adoption of poison pills and other structural
defenses).
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begins the task of reinterpreting these studiesin light of the design flaws described in Part

1.2

12 Two caveats arein order. This paper does not take up theoretical arguments about why might

increase or decrease firm value or social welfare, or whether they are normatively desirable. For agood if
now somewhat dated survey, see Roberta Romano, A Guide to Takeovers. Theory, Evidence and
Regulation, 9 Yale J. Reg. 107 (1992). Nor doesit present new, affirmative evidence either in support of or
against takeover defenses. Thus, the only policy conclusion warranted by the paper is that policy questions
on defenses remain open.



l. Event Studies By Their Own Terms Tell Us L ittle About Defenses

Until recently, empirical research on takeover defenses has been dominated by event
studies of poison pills and midstream ATAS.® Itisfair to say that event studies have
provided the principal evidence supporting legal academic views of the effects of
defenses on shareholder wealth and social welfare.™* Frank Easterbrook and Daniel
Fischel rely on such studies as the primary evidence for asserting that “every device
giving managers the power to delay or prevent an acquisition makes shareholders worse
off.”** Roberta Romano states that “event studies of defensive tactics find significant
negative returns on their adoption”*® and cites those studies to support the statement that
poison pills “are most likely to defeat [takeover] bids and therefore to diminish
shareholder wealth.”'” Most recently, Robert Daines and Michael Klausner cite event
studies as the primary basis for the “ conventional” academic view that takeover defenses

harm shareholders.®®

1B Another set of event studies that bears on takeover defenses are studies of state anti-takeover

statutes. For a survey of such studies and a general discussion of such statutes, see Roberta Romano, The
Genius of American Corporate Law (1993) at 60-75; see also John C. Coates 1V, State Takeover Statutes
and Corporate Theory: The Revival of an Old Debate, 64 N.Y.U. L. Rev. 806 (1989) (describing and
evaluating such statutesin light of theories of the corporation). Many such statutes have effects similar or
identical to ATAs, and may in fact be viewed as ATAsimposed as a matter of default law. Thus, event
studies of such statutes are subject to the same criticisms made of ATAs set out in Part |1; however, | do not
here review such statutesin detail.

14 Seenotes__ - supra. Many financial economists have also been convinced by event studies,

see, e.g., Robert Bruner, The Poison Pill Anti-Takeover Defense: The Price of Strategic Deterrence (May
1991), at 21 (touting event studies as evidence of wealth effects of pills); Rakesh Duggal & James A.
Millar, Ingtitutional Investors, Antitakeover Defenses and Success of Hostile Takeover Bids, 34 Q. Rev.
Econ. & Fin. 387 (1994), at 394 (citing event study as sole basis for assertion that pills “ are severe defenses
that reduce takeover probability and stockholder wealth”); Paul Milgrom & John Roberts, Economics,
Organization and Management (1992), at 182-83 (citing review of event studies as “empirical evidence’
that “adopting a poison pill typically reduces the firm’s share value,” representing “simply an expropriation
of the shareholders’ property”); J. Fred Weston, Kwang S. Chung & Juan A. Siu, Mergers, Restructuring,
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Event study methodology is now well-known and generally accepted as providing
potentially useful information about the wealth effects of legal and other “events’
affecting stock prices.”® The relationship between afirm’s stock price and the overall
stock market is estimated, the estimate is used to predict price changes during an
specified interval that includes the event being studied, and differences between predicted
and actual returns during the event interval are summed, producing a*“cumulative
abnormal return” or CAR.”? Event studies are premised on the assumption that stock
prices are unbiased estimates of firm value —that is, even if prices are inaccurate, they are

off by an amount that averages zero in large samples. Researchers thus calculate CARs

and Corporate Control (1990), chapter 20 (concluding that poison pills harm sharehol der wealth based on
event studies). Some have been more careful of late, see, e.g., J. Fred Weston, Kwang S. Chung & Juan A.
Siu, Takeovers, Restructuring, and Corporate Governance (2d ed. 1998) (favorably summarizing Robert
Comment & G. William Schwert, Poison or Placebo? Evidence on the Deterrence and Wealth Effects of
Modern Antitakeover Measures, 39 J. Fin. Econ. 3 (1995), as finding pills achieve some takeover
deterrence but “target shareholders gain[] even after taking into account deals ... not completed because of
poison pills’); but not al, see, e.g., Chamu Sundaramurthy, Corporate Governance Within the Context of
Antitakeover Provisions, 17 Strategic Mgt. J. 377 (1996), at 380 (after reviewing event studies, asserts that
“preponderance of empirical evidence supports the managerial entrenchment viewpoint derived from
agency theory”).

15 F. Easterbrook & D. Fischel, THE ECONOMIC STRUCTURE OF CORPORATE LAW (1991) at 204
(emphasisin original); seealsoid., at 196-98 (summarizing event studies listed inid., at 209-211), and at
205 (citing “the absence of any existing [takeover defense] that increases targets market value” after
reviewing event studies) (emphasisin original).

16 Romano, supranote __at 70-71 (comparing event studies of takeover defenses with event studies
of state anti-takeover statutes).

v Id., at 80 & n.58 (contrasting purportedly less detrimental effects of golden parachutes and
greenmail) (emphasis added).

18 Supranote ,at .

On event study methodology generally and as applied to legal events, see John J. Binder,
Measuring the Effects of Regulation with Stock Price Data, 16 Rand J. Econ. 167 (1985); Stephen J. Brown
& Jerold B. Warner, Using Daily Stock Returns. The Case of Event Studies, 14 J. Fin. Econ. 1 (1985);
Eugene Fame, L. Fisher, Michael Jensen & Richard Roll, The Adjustment of Stock Pricesto New
Information, Int’| Econ. Rev. 1 (1969) (generally credited asinitiating event study methodology);

G. William Schwert, Using Financial Data to Measure Effects of Regulation, 24 J.L. & Econ. 121 (1981).
A succinct and basic description of techniques for measuring abnormal returns more generally is contained
inJ. Fred Weston et al., supranote |, at 93-106. For commentators critical of the methodology generally,
seenote _infra

19



from many similar events, test the average effects for statistical significance, and state
how likely it is market reactions were caused by information about the event, rather than

unspecified causes (or “random chance”).

Event studies are subject to a number of potential methodological flaws,** many of which
have not been adequately addressed in event studies of takeover defenses. But even

taken at face value, event studies of takeover defenses produced little reliable evidence
(either way) on the wealth effects of takeover defenses. Within a given study, results are
mixed and weak; between studies, results are inconsistent; over time, results have become
less significant (both statistically and economically); and when firms are partitioned on
various traits, results differ among subsamples. Even with no further anaysis, event

studies do not provide much if any support for theoretical (positive) arguments that such

2 Different event studies use different models, and produce dightly different measures of an event’s

information effects. See generally Ronald J. Gilson & Bernard S. Black, THE LAW AND FINANCE OF
CORPORATE ACQUISITIONS (2d ed. 1994), at 200-228.

2 See generally Gilson & Black, supranote __, at 215-228. For example: (1) daily returns may not
be normally distributed with constant variance, and shifts in parameters used to estimate relationship
between individual stocks and market may (a) be induced by the events themselves, e.g., Sanjai Bhagat &
Richard Jefferis, Voting Power in the Proxy Process. Antitakeover Charter Amendments, 30 J. Fin. Econ.
193 (1991); Ekkehart Boehmer, Jim Musumeci and Annette B. Poulsen, Event-Study Methodology Under
Conditions of Event-Induced Variance, 30 J. Fin. Econ. 253 (1991), or (b) arise for unrelated reasons, e.g.,
Frank De Jong, Angelien Kemna, and Tevin Kloeck, A Contribution to Event Study Methodology with an
Application to the Dutch Stock Market, 16 J. Bus. & Fin. 11 (1996); John Rumsey, The Market Model and
the Event Study Method: A Synthesis of Econometric Criticisms. Comment, 5 Int’l Rev. Fin. Anal. 79
(1996), (2) event studies depend on knowing when new information affects market prices, yet legal or
regulatory events often involve gradual, non-discrete rel ease of information and learning over time, see
Merritt B. Fox, The Role of the Market Model in Corporate Law Analysis. A Comment on Weiss and
White, 76 Cal. L. Rev. 1015 (1987); (3) if events cluster, variance may be biased upwards, risking Type ||
errors, Brown & Warner, supranote __, at 232; Pamela P. Peterson, Event Studies: A Review of |ssues
and Methodology, 28 Q. J. Bus. & Econ. 36 (1989), and (4) pooling of prediction errors may also bias
against the null hypothesis of no price reaction, risking Type | errors, see George M. Frankfurter & Helmut
Schneider, Some Further Examination of the Event Study Method of Analysis, 13 Res. in Fin. 275 (1995).
See also Lawrence Cunningham, Capital Market Theory, Mandatory Disclosure, and Price Discovery

51 Wash. & Lee L.Rev. 843 (1994) (arguing that chaos-theoretic models of stock price movements cast
sufficient doubt on standard market model for estimating abnormal returns, and linear regression models
for statistical tests, that event studies are generally unreliable); Jill E. Fisch, Picking a Winner, 20 J. Corp.
L. 451 (1995) (same).
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defenses harm shareholders, or for normative arguments that such defenses should be
prohibited. Nor do they provide any assistance in understanding how defenses might
improve firm value, or improve firm value at some firms and not at others, and so cast

little light on why some but not all firms adopt defenses prior to IPOs.

A. Event Studies of Poison Pills

The most well-known and frequently cited event studies of takeover defenses take as
their “event” public announcement of the adoption of a poison pill. Gregg Jarrell and
Michael Ryngaert led the way with a 1986 study of 245 pills, finding that in the two days
following announcement of pill adoption, stock prices of adopting companies fell on
average, net of market movements, but only by an absolutely small amount not
statistically different from zero. Faced with this unexciting result from their full
sample, Jarrell & Ryngaert attempted to find stronger results by studying increasingly

smaller subsamples, a pattern shared by many of the pill event studies.”®

First, they focused only on “discriminatory flip-in” pills, which block acquisitions of
more than a specified threshold (10-30%) of atarget’s stock.” They separated stock
price reactions to 122 such pills from 118 early, less effective “flip-over” pills that only

blocked bidders from engaging in back-end mergers or similar transactions following

2 Gregg Jarrell and Michael Ryngaert, Office of Chief Economist of the Securities and Exchange
Commission, The Effects of Poison Pills on the Wealth of Target Shareholders (Oct. 23, 1986).

2 See Ryngaert, supranote__; Comment & Schwert, supranote .

2 Since 1985, the more effective discriminatory flip-in pills have become standard. See Wachtell
Lipton, supranote __.
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acquisition of control.® Even in this subsample, the price decline remained absolutely
small and not statistically different from zero. Next, they focused solely on 62 firms
subject to takeover speculation at the time of pill adoption, % in order to reduce one of
several possible signal effects sent by pill adoption (i.e., that target managers had private
information suggesting a takeover bid was about to be made).” Again, results remained

statistically equivalent to zero.

Finally, the authors decided to eliminate all pill adoptions accompanied by a
“confounding event,” which they defined to be any announcement about takeover bids,
other defenses, self-tenders, filings of Schedule 13D, dividend changes, sales, and even
routine earnings announcements.”® This technique produced results consistent with their
hypothesis that pills are adopted to entrench managers. a statistically significant decline
in adopting firm stock prices, net of market movements.® Even with this degree of
refinement, however, the size of the decline was only -0.65%, and over 40% of the
subsampl e showed positive price reactions, making any general conclusions about pill
effects tenuous at best.* Finally (frustration would have been understandable at this
point), the authors focused on those few firms (n=15) in their sample that (a) adopted

discriminatory pills (b) in the face of takeover speculation (c) without confounding

% See See Ronald J. Gilson & Bernard S. Black, supranote __, at 747 (discussing shortcomings of

pills without flip-in provisions).

Defined by the authors as aformal or informal bid or request for sale of the firm publicly reported
in the past year; a Schedule 13D filed in the past year by an investor declaring a control-oriented intent; or
published takeover rumors accompanied by 10+% net-of-market return two months prior to pill adoption.
Id. (note to table 6).

2 See Part |1 for afull discussion of signal effects of takeover defense adoptions.
% Id. (note to table 7).
2 See TAN __infra(discussing problematic nature of this procedure).

12



events. Here, they found slightly stronger results (—2.21%), but given the size of thistiny
final subsampleit is not surprising that the results were less than compelling (statistically
significant only at the 5% level). By comparison, merger premiums averaged 42% over
pre-bid market pricesin the 1980s,*" and premiums in hostile takeovers were typically
larger than premiums in negotiated deals.** Not every firm adopting a pill would receive
such a premium price, but the odds should have been high for firmsin their sample,
which the authors had limited to only those firms subject to takeover speculation. If pills
substantially impaired the likelihood that target shareholders would receive 50%
premiums (as claimed by the authors), a price decline at a carefully selected group of

likely targets should have been significantly greater than 2.21%.

Equally striking, nearly athird of their final subsample of companies had positive price
reactions.®*® Even where an adopting firm was already the subject of atakeover
speculation, even where the type of pill adopted was the stronger discriminatory flip-in,
and even after the authors combed news reports looking for a reason to kick afirm out of
the subsample, stock prices went up in reaction to pill adoption at 30% of adopting firms
(29 of 64 firmsin Ryngaert’s follow-up study®). If pills have or had the negative impact
attributed to them by legal commentators, and if the event study methodology is well-

designed to reveal that impact, investor reaction in these instances seems inexplicable.

%0 This point was emphasized in William J. Carney, Controlling Management Opportunism in the

Market for Corporate Control: An Agency Cost Model, 1988 Wisc. L. Rev. 385, at 399.

s Defined as the percent premium offered for a controlling equity interest (acquisitions of 51% or
more of a company’s outstanding shares), measured against market price 30 days prior to announcement.
Mergerstat Review 1990.

2 See Jarrell, Brickley & Netter, supranote _, at 49; Jensen & Ruback, supranote .

3 A similar proportion of firms subject to takeover speculation excluding confounding events
experienced positive price reactions in alarger, follow-up study by Ryngaert, supranote __ (table 3).
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In sum, the results of the first serious event study of poison pills were statistically mixed
and economically weak.* The results suggest that even if the sample were
representative, the wealth effects of pills were neither large, nor certain, nor general .*
Nevertheless, the authors felt able to conclude that “ poison pills are harmful to
shareholders, on net,”* a mischaracterization (or at least an exaggeration) common to the

early pill studies that has been parroted ever since.® Despite economically weak and

3“ Id.

% Cf. Maclntosh, supranote __, at 284 (noting that results of early event studies of pills are “quite
small” but arguing that “any negative price effect” shows that pills should not be adopted) (emphasisin
origina). Inaddition to the pill studies summarized in Table 1, three studies preceded the Jarrell &
Ryngaert study: Kidder Peabody, Impact of Adoption of Stockholder Rights Plans on Stock Price, Private
Study (1986) (cited in Jarrell & Ryngaert, supranote ), Office of the Chief Economist, Securities and
Exchange Commission, The Economics of Poison Pills (Mar. 5, 1986) (cited in Jarrell & Ryngaert, supra
note ), and Paul H. Malatesta & Ralph A. Walkling, The Impact of Poison Pill Securities on Stockholder
Wealth, Working Paper (1985) (cited in MacIntosh, supranocte __, at n. 26). The latter two studies were
earlier versions of the Jarrell & Poulsen and Malatesta & Walkling articles cited in Table 1; the Kidder
Peabody study was not published, relied upon such long event intervals that its results are not meaningful,
and in any event produced results suggesting pills had positive, not negative effects. See Jarrell &
Ryngaert, supranote __, at __ .

% Cf. Maclntosh, supranote __, at 312 (“1 have argued rather strenuoudly in this article that poison
pills are, on average, not in the best interests of shareholders. ... Thisleavesroom to argue that in
particular cases, poison pills do in face enhance shareholder wealth.”) (emphasisin original).

3 Jarrell & Ryngaert, supranote _, at 43. Their conclusion was also based on a study of 30
takeover battlesinvolving pills, in which 45% of the companies remained independent, resulting in short-
term price declines, and another 45% of the companies were acquired at higher prices resulting from
auctions. Net, targets experienced a weighted average net-of-market return over six months of —2.0%. Id.
at 25-28. These result, again, do not support any strong or general view for or against pills.

8 Seenote _ supra. Gregg Jarrell lost no timein overstating the findings of his own study,
claiming (in his 1987 study of ATAS) that his poison pill study found that *“on average, 245 poison pills
issued from 1981 through 1986 [had] a negative effect on stock prices of 1.7% at their announcement.”
Jarrell & Poulsen, supranote _, at 128. Infact, the poison pill study found no statistically significant
average effect, and found the —1.7% effect only with respect to 37 pills (both flip-over and flip-in) at
companies that were subject to takeover speculation but were involved in no “confounding event” in
announcing their pills. Jarrell & Ryngaert, supranote __, Table9. See also Agrawal & Mandelker, supra
note __, at 144 (citing Malatesta & Walking, supranote __; MacIntosh, supranote |, at 282 (citing
Malatesta & Walkling, Jarrell & Ryngaert and Ryngaert as “lend[ing] support to the managerial
entrenchment explanation of poison pills’); Robert A. Prentice, Front-End Loaded, Two-Tiered Tender
Offers: An Examination of the Counterproductive Effects of a Mighty Offensive Weapon, 39 Case W. Res.
389 (1989) at n.347 (citing Jarrell & Ryngaert, Ryngaert and Malatesta & Walkling studies for proposition
that pill adoptions reduce firm value); Ryngaert, supranote _, as evidence that “takeover defenses not
subject to shareholders' approval [such as poison pills] result in large decreases in shareholders' wealth”);
Guhan Subramanian, New Takeover Defense Mechanism: Equal Treatment as an Alternative to the Poison

14



statistically non-robust results, the Jarrell & Ryngaert study attracted widespread
attention® and acceptance,® in part no doubt because the studies were published with the
imprimatur of the SEC’ s Office of the Chief Economist.” The 1986 study continues to

be cited as proof that takeover defenses reduce shareholder wealth.*

PFill, 23 Del. J. Corp. L. 375 (1998), at n.146 (citing Jarrell & Ryngaert study as evidence that pills harm
shareholders, but failing to note results reported were statistically insignificant).

® For newspaper articles heralding the Jarrell & Ryngaert study, see SEC Faults Poison Pill, New
York Times (Oct. 29, 1986) (describing Jarrell & Ryngaert study); Peter C. Clafman & Richard M.
Schlefer, The Fuss Over Poison Pills; A Recipe for Management Autocracy, New Y ork Times (Dec. 14,
1986) (same); 'Poison Pills’ Are Found to Decrease Stock Price, Wall Street Journal (Mar. 11, 1986)
(same); Bruce Ingersoll, 'Poison Pill’ Move Can Hurt Holders, SEC Report Says, Wall Street Journal (Oct.
29, 1986) (same); Peter Behr, 'Poison Pill’ Defense Bodes 111 for Shareholders, SEC Study Says,
Washington Post (Oct. 29, 1986) (same).

40 Legal scholars citing the early pill studies constitute awho's who of corporate legal academia:
Lucian Arye Bebchuk and Marcel Kahan, A Framework for Analyzing Legal Policy Towards Proxy
Contests, 78 Calif. L. Rev. 1073 (1990) at 1116 (citing Malatesta & Walkling for proposition that pill
adoptions reduce firm value); Easterbrook & Fischel,. supranote |, at 204; Melvin Aron Eisenberg,
Contractual Freedom In Corporate Law: Articles & Comments; The Structure Of Corporation Law, 89
Colum. L. Rev. 1461 at n.197 (1989) (citing Jarrell & Ryngaert study); Ronald J. Gilson & Reinier
Kraakman, Delaware's Intermediate Standard for Defensive Tactics: |s There Substance to Proportionality
Review?, 44 Bus. Law. 247 (1989), at n.59 (citing Jarrell & Ryngaert study); David D. Haddock, Jonathan
R. Macey & Fred S. McChesney, Property Rightsin Assets and Resistance to Tender Offers, 73 Va. L.
Rev. 701 (1987), at n.110 (citing Jarrell & Ryngaert study as evidence of "wealth effects’ of defensive
tactics); Dale Arthur Oesterle, THE LAW OF MERGERS, ACQUISITIONS, AND REORGANIZATIONS (1991), at
467 (citing Ryngaert and Malatesta & Walkling studies); Dale Arthur Oesterle, The Negotiation Model Of
Tender Offer Defenses And The Delaware Supreme Court, 72 Cornell L. Rev. 117 at n.10 (1986) (citing
Jarrell & Ryngaert study); Roberta Romano, Symposium: Regulating Corporate Takeovers: The Future Of
Hostile Takeovers. Legidation And Public Opinion, 57 U. Cin. L. Rev. 457 (1988) at n.113 (citing Jarrell
& Ryngaert study); Steve Thel, Regulation Of Manipulation Under Section 10(b): Security Pricesand The
Text Of The Securities Exchange Act Of 1934, 1988 Colum. Bus. L. Rev. 359 at n.154 (same); Samuel C.
Thompson, Jr., BUSINESS PLANNING FOR MERGERS AND ACQUISITIONS (1997), at 1081 (reprinting excerpt
from Jarrell & Ryngaert study).

4 The Jarrell & Ryngaert study was presented to a Congressional subcommittee holding hearings on
takeovers, see Corporate Takeovers (Part 2), Hearings Before the House Subcomm. on
Telecommunications, Consumer Protection and Finance of the Comm. on Energy and Commerce, 99"
Cong., 1% Sess. 690, 697 (1985), and within two years of the publication of the Ryngaert study, which built
on the Jarrell & Ryngaert study, it had been cited 24 timesin the Journal of Financial Economics alone.
See G. William Schwert, The Journal of Financial Economics. A Retrospective Evaluation (1974-91), 33 J.
Fin. Econ. 369 (1993) at 407 (table A1). Cf. Gerald F. Davis & Henrich R. Greve, Corporate Elite
Networks and Governance Changes in the 1980s, 103 Am. J. Soc. 1 (1997), at 7 ("practices that start at the
center will spread faster and further than those that start at the periphery™).

42 See, e.g., Easterbrook & Fischel, supranote |, at 210; Matthew Garms, Shareholder By-law
Amendments and the Poison Pill: The Market for Corporate Control and Economic Efficiency, 24 J. Corp.
L. 433 (1999), at n.172 (citing Jarrell & Ryngaert and Malatesta & Walkling studies as "supportive of a
conclusion that the adoption of poison pills has a negative effect on shareholder wealth™).
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Since 1986, the mgority of poison pill event studies have followed Jarrell & Ryngaert in
attempting to resolve the debate over pills' wealth effects. Subsequent studies have
produced results that make the case against pills ook even weaker. These studies and
their statistically significant results are summarized in Table 1. As can be seen, results
are sensitive to event interval, and the majority of studies show no significant price unless
some attempt is made to isolate a subsample of pills, either by focusing on firms subject
to takeover bids, as done by Jarrell & Ryngaert, or by focusing on some other firm
characteristic, such as the number of independent directors or pills adopted in a particul ar
year. Pooling results from full samplesin al studies using two or three-day event
intervals, the weighted average price reaction is +0.02%.* In other words, the net price
impact of pill adoptions has been positive, albeit optically close to zero. The net results
are two orders of magnitude smaller than two- or three-day price effects of secondary
stock offerings (—3.0%),* announcements of acquisitions (abnormal returns ranging from

—1.2% to —3.3%),* spin-offs (+3.4%),” deaths of inside 5+% blockholders (+3.01%),*

4 Indoing this, | follow Jensen & Ruback, supranote _, at 12-13 (table 3 note h) (pooling results

from several studies of abnormal returns associated with mergers and tender offers). Aswith their pooling
of results, abnormal returns are weighted by samples in calculating the weighted average, and no effort has
been made to adjust for overlap in the samples. If one sets statistically insignificant results to zero, the
pooled result is—0.04%. For just studies that excluded “confounding events,” the weighted average is—
0.62%.
4 SeeR. Brealey & S. Myers, PRINCIPLES OF CORPORATE FINANCE (4™ ed. 1991), at 349
(summarizing results from three studies).

Mark L. Sirower, The Synergy Trap: How Companies Lose the Acquisition Game (1997) at 147
(table A.1) (surveying results from 10 studies, including six using two- or three-day event intervals around
merger announcements). The public policy reaction to these findings, anong legal academics and more
general ly, has been much more muted compared to the much weaker findings on takeover defenses.

Lane Daley, Vikas Mehrotra, & Ranjini Sivakkumar, Corporate Focus and Value Creation:
Ewdence From Spinoffs, 45 J. Fin. Econ. 257 (1997) (table 2).

Myron B. Slovin & Marie E. Sushka, Ownership Concentration, Corporate Control Activity, and
Firm Value: Evidence from the Death of Inside Blockholders, 48 J. Fin. 1293 (1993) (table I1).
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and sales of 5+% blocks of stock (+5.1%),” and much smaller even than effects of non-

binding agreements to make relatively minor governance reforms, such as the adoption of

confidential voting (+0.90%).%

Table 1.

Event Studies of Poison Pills

Study

Event, Interval, Market Index and
Sample

Results

Jarrell & Ryngaert [SEC
OCE] (1986)

2-day press date event interval
S& P 500 as market

245 pills adopted 1982-1986, including
flip-over, flip-in and voting pills

no significant effect on full sample

no significant effect on 62 pills at firms
subject to takeover speculation

-0.65% CAR on 179 pills ex
confounding events

—2.21% CAR on 15 pills at firms subject
to takeover speculation ex confounding
events

Jarrell & Poulsen (1986)

2-day event interval around press reports
of adoption

market index not given

37 pills (type not given) adopted 1979-
1985

no significant effect on full sample

-1.46% CAR on 32 pills ex confounding
events

-1.42% CAR on 25 pills at firms subject
to takeover speculation

-2.39% CAR on 20 pills at firms subject
to takeover speculation ex confounding
events

Malatesta & Walkling
(1988)

2-, 10- and 38-day press date event
intervals

S& P 500 as market

118 pills adopted 1982-1986, including
flip-over, flip-in and voting pills

—0.52% CAR over 2-day interval on full
sample

-0.92% CAR over 2-day interval on 113
pills ex confounding events

positive CARs over other intervals

8 Michael J. Barclay & Clifford G. Holderness, Negotiated Block Trades and Corporate Control, 46

J. Fin. 861 (1991) (table 1).
49

Deon Strickland, Kenneth W. Wiles & Marc Zenner, A Requiem for the USA: Is Small

Shareholder Monitoring Effective?, 40 J. Fin. Econ. 319 (1996) (table 5).
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Ryngaert (1988)

2-day press date event interval
S& P 500 as market

380 pills adopted 1982-1986, including
flip-over, flip-in and voting pills

no significant effect on full sample

—0.34% CAR for 283 pills ex
confounding events

-0.38% CAR for 87 pills at firms subject
to takeover speculation

-1.51% CAR for 57 pills at firms subject
to takeover speculation ex confounding
events

Margotta (1989)

event intervals ranging from 1 to 40 days
around pill adoption

CRSP equally weighted index as market

26 pills adopted 1985-1987, including
flip-over and flip-in pills; al companies
were eventually acquired in hostile
takeovers

no significant effect over any interval

Choi, Kamma &
Weintrop (1989)

1-, 2-, 3-, 5- and 8-day press date event
intervals

CRSP equally weighted index as market

267 pills adopted in 1986; types of pills
not identified

—0.48% CAR for full sample over 2-day
interval

—0.70% for subsample of 133 Delaware
firms over 2-day interval

—1.67% CAR for subsample for 120
firms ex confounding events and —0.85%
for subsample of 62 Delaware firms ex
confounding events over 5-day interval

no significant effects over other
intervals, or for non-Delaware firms
over any interval

Strong & Meyer (1990)

2-day press date event intervals; 29-day
event intervals pre- and post-adoption;
59- and 89-day intervals ending 30- and
90-days prior to adoption

S& P and CRSP value-weighted indices as
market

128 pills adopted 1985-1986; types of
pills not identified

for [__] firms not experiencing control
change within six months after adoption:

no significant effects over 2-, 29-, 31-,
59-day intervals

-2.39% CAR over 89-day pre-adoption
interval

for [__] firms experiencing control
change within six months after adoption:

-2.26% CAR over 69-day pre-adoption
interval

+6.94% CAR over 29-day post-adoption
interval
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-2.06% CAR over 2-day post-adoption
interval

+2.73% CAR over 29-day pre-adoption
interval

-3.67% CAR over 89-day pre-adoption
interval

John, Lang & Shih (1992)

2-day press date event interval
CRSP equally weighted index as market

117 flip-over and flip-in pills adopted
1983-1986, ex confounding events

—0.60% CAR on full sample

+0.30% CAR for subsample of firms at
which insiders were net buyers prior to
pill adoption

—1.00% CAR on subsample of firms at
which insiders were net sellers prior to
pill adoption

institutional ownership has no effect

Brickley, Coles & Terry
(1994)

2-day press date event interval
CRSP equally weighted index as market

247 flip-over and flip-in pills adopted
1984-1986

no significant effect on full sample

no significant effect on 178 pills ex
confounding events

+0.94% CAR on 54 pills adopted by
firms with majority of outside directors

—0.31% CAR on 193 pills adopted by
firms without majority of outside
directors

Comment & Schwert
(1995)

3-day press date event interval
CRSP equally weighted index as market

1,459 flip-over and flip-in pills adopted
1984-1991

no significant effects on pill adoptionsin
1985-1990

—2.85% CAR for pill adoptionsin 1984

—2.09% CAR for 242 pills subject to
takeover bids or speculation

Datta & Iskandar-Datta
(1996)

2-, 3- and 30-day intervals, from -30 to —
1,0to+1, -1to +1 and +1 to +30, around
date intent to adopt pill appearsin Dow
Jones News Retrieval Service

market index not given

91 pills adopted 1985-1989, types not
given

no significant results over 2- and 3-day
intervals

-2.25% CAR for nine pills adopted by
firms subject to takeover speculation

Johnson & Meade (1996)

2-day interval around date intent to adopt
pill appearsin Dow Jones News Retrieval

no significant results for full sample
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Service no significant results for subsampl es of
firms with and without prior ATAs
CARs taken directly from CRSP Excess
Return File

191 pills adopted 1983-1987, types not
given

Mahoney, Sundaramurthy | -50 to +5 interval around earlier of proxy | —2.86% CAR for full sample
& Mahoney (1996) statement mailing date or Wall Street
Journal announcement

CRSP equal weighted index as market

196 pills adopted 1985-1988, types not
given

CAR = cumulative average residual
CRSP = Center for Research in Security Prices
S& P = Standard & Poor’s

Studies: James A. Brickley, Jeffrey L. Coles & Rory L. Terry, Outside Directors and the Adoption of Poison Pills,
35 J. Fin. Econ. 371 (1994); Dosoung Choi, Sreenivas Kamma & Joseph Weintrop, The Delaware Courts, Poison
Pills, and Shareholder Wealth, 5 J. L. Econ. & Org. 375 (1989); Robert Comment & G. William Schwert, Poison
or Placebo? Evidence on the Deterrence and Wealth Effects of Modern Antitakeover Measures, 39 J. Fin. Econ. 3
(1995); Sudip Datta& Mai Iskandar-Datta, Takeover Defenses and Wealth Effects on Securityholders: Poison
Pills of Poison Pill Adoptions, 20 J. Banking & Fin. 1231 (1996); Gregg Jarrell and Annette B. Poulsen, Shark
Repellents and Poison Pills; Stockholder Protection — From the Good Guys or the Bad Guys?, 4 Midland Corp.
Fin. J. 39 (1986); Gregg Jarrell and Michael Ryngaert, Office of Chief Economist of the Securities and Exchange
Commission, The Effects of Poison Pills on the Wealth of Target Shareholders (Oct. 23, 1986); Dana J. Johnson &
Nancy L. Meade, Shareholder Wealth Effects of Poison Pillsin the Presence of Anti-Takeover Amendments, 12 J.
Appl. Bus. Res. 10 (1996); Kose John, Larry Lang & F.Y. Shih, Antitakeover Measures and Insider Trading:
Theory and Evidence, N.Y.U. Salomon Center Working Paper No. S-93-27 (May 1992); James M. Mahoney,
Chamu Sundaramurthy & Joseph T. Mahoney, The Differential Impact on Stockholder Wealth of Various
Antitakeover Provisions, 17 Manag. & Dec. Econ. 531 (1996); Paul H. Malatesta & Ralph A. Walkling, Poison
Pill Securities: Stockholder Wealth, Profitability, and Ownership Structure, 20 J. Fin. Econ. 347 (1988); Donald
G. Margotta, Takeover Premiums. With and Without Shareholder Rights Plans (Feb. 2, 1989) (unpublished paper
on file with author); Michael Ryngaert, The Effect of Poison Pill Securities on Shareholder Wealth, 20 J. Fin.
Econ. 377 (1988); John S. Strong & John R. Meyer, An Analysis of Shareholder Rights Plans, 11 Manag. & Dec.
Econ. 73 (1990)

Results are also inconsistent from study to study: for example, Malatesta & Walkling's
study of adoptions produced small but statistically significant negative results for their
full sample,® in contrast to findings of no significant effects by Jarrell & Ryngaert and by

Ryngaert in his larger follow-up study, despite the fact that all three studies examined pill
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adoptions in identical time periods (1982-1986). Results are also inconsistent over time:
earlier studies show more negative results, whereas the only studies of pill adoptions
from after 1986 show no statistically significant results for their full samples™ and
Comment & Schwert’ s recent analysis, which uses the largest sample of any the studies
(n=1459), produces no statistically significant results for adoptions in any year except

1984, prior to judicia approval and widespread adoption of the pill.>

More recent commentators have used event studies of pills to contrast wealth effects on
different partitions of firms adopting pills based on (and so test propositions about the
importance and role of) independent directors,* insider trading,> or institutional
shareholders.® This shift in research focus has not followed any significant
reconsideration of the event study methodology as applied to defenses, and may instead
be attributable to many scholars having read the conclusion and not the details of the

earlier studies (and so thought the basic research question of pill wealth effects was

%0 Paul H. Malatesta & Ralph A. Walkling, Poison Pill Securities: Stockholder Wealth, Profitability,
and Ownership Structure, 20 J. Fin. Econ. 347 (1988), at .
5t Comment & Schwert, supranote __, at__; Sudip Datta& Mai Iskandar-Datta, Takeover Defenses

and Wealth Effects on Securityholders: Poison Pills of Poison Pill Adoptions, 20 J. Banking & Fin. 1231
(1996); Donald G. Margotta, Takeover Premiums: With and Without Shareholder Rights Plans (Feb. 2,
1989) (unpublished paper on file with author).

52 Supranote ,at .

%3 James A. Brickley, Jeffrey L. Coles& Rory L. Terry, Outside Directors and the Adoption of
Poison Pills, 35 J. Fin. Econ. 371 (1994) (average stock price reaction to pill adoptionsis positive when
board has majority of independent directors and negative when it does not; cf. VictoriaB. McWilliams &
Nilanjan Sen, Board Monitoring and Antitakeover Amendments, 32 J. Fin. & Quant. Anal. 491 (1997)
(samefinding for ATAS).

> Kose John, Larry Lang & F.Y. Shih, Antitakeover Measures and Insider Trading: Theory and
Evidence, N.Y.U. Salomon Center Working Paper No. S-93-27 (May 1992) (net insider buying prior to pill
adoption correlates with positive average stock price reaction to pill adoption, and net insider selling has
the opposite effect).

% Id. (ingtitutional ownership has no effect on stock price reactions to poison pill adoptions); see
also Chamu Sundaramurthy, Corporate Governance Within the Context of Antitakeover Provisions, 17
Strategic Mgt. J. 377 (1996) at 387 (reaching same conclusion in multivariate regression of institutional
share ownership against incidence of pill adoption).
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settled). Alternatively, scholars may have shifted research focus because the legality of
the pill has been clearly settled in nearly all states,*® making the policy debate less urgent
or interesting, or because the number of takeover bids fell dramatically during the early
1990s,>” or simply out of adesire to say something new. Whatever the explanation, the
fact that (as Table 1 shows) several later studies show significantly different stock price
reactions — some positive, some negative — depending on firm characteristics not directly
involved in the mechanism or effects of the pill itself (e.g., insider trading, independent
directors) makesit even harder to draw strong or general conclusions about the wealth
effects of pills from average stock price reactions across alarge pool of heterogeneous

firms.

Further, the general conclusion of this paper —that empirical studies of pills and other
defenses do not support the belief that defenses reduce firm value by deterring bids —
casts doubt on the proper interpretation of even these more recent and interesting studies.
Most of these “partitioning” studies assume implicitly or explicitly that pill adoptionisa
marker of agency costs, or managerial entrenchment, or at the very least a decreased
likelihood of bid incidence or success.® These assumptions are made in part based on
theoretical work supporting such hypotheses, but they are also based in part on prior
empirical studies—the very studies that are surveyed and critiqued in this paper. If (as

argued in Parts 11 and 111) pill adoption price reactions are largely or completely complex

% Eric S. Robinson, John C. Coates IV & Mitchell S. Presser, State Takeover Statutes: A Fifty State
Survey (1989) (privately published, on file with author) (survey showing that in all statesin which state
courts found poison pillsillegal, state legislatures had overturned the decisions).

> See Coates, How Contestable?, supranote 1, at .
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mixtures of different kinds of signal effects that have not yet been adequately explored,
then assuming anything about the merits of pill adoption based on such studiesisa

mistake. Thus, recent “partitioning” studies, too, should be relied upon with care, or at
least an awareness that they are built on as-yet-unproven theories about the effects and

purposes of takeover defenses generally.

%8 E.g., James A. Brickley, Jeffrey L. Coles & Rory L. Terry, Outside Directors and the Adoption of
Poison Pills, 35 J. Fin. Econ. 371 (1994); Kose John, Larry Lang & F.Y. Shih, Antitakeover Measures and
Insider Trading: Theory and Evidence, N.Y.U. Salomon Center Working Paper No. S-93-27 (May 1992).
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B. Two Previously Noted Shortcomings of Event Studies of Pills

In anumber of pill studies, the authors themselves note shortcomings of event study
methodology for measuring the wealth effects of pills,> of which two are worth
highlighting. First, aswith all event studies, stock price reactions to pill adoptions reflect
not wealth effects but (at best) shareholder expectations about wealth effects. Y et the pill
was atrue innovation in corporate governance,® and pills in the early and mid-1980s
were subject to considerable legal, financial and practical uncertainty.”® Shareholders
knew, on the one hand, that takeovers usually occurred at large premiums,® and pills
threatened to interfere with those premiums. Precisely because pills were an innovation,
however, shareholders had little direct experience with how boards and managers would
use the power that pills provided them. Investors also had concerns about likely litigation
about the legality of the pills and the outcome of those cases.®® It is not hard to imagine
that stock price reactionsto early pills could simply misestimate pills' actual wealth
effects.* Thisisnot (necessarily) aclaim that market isinformationally inefficient, only
that market participants are not omniscient. With the belated recognition that proxy
fights offer away of circumventing pills at many firms,® market participants may no

longer react as negatively to them as they once did.*®

% In addition to the difficulties mentioned in the text, each of the three major early studies also

aggregated standard flip-over and flip-in pills with voting pills, which can be expected to have alarger and
permanent effect on an adopting company’s legal takeover vulnerability (because they immediately affect
voting rights of shareholders, and may not easily be eliminated through a proxy fight, as standard pills can
be). SeeJarrell & Ryngaert, supranote _, at 20-30 (including three such pills); Ryngaert, supranote __, at
382-83 (including an unspecified number of such pills); and Malatesta & Walkling, supranote _, at 349-
55 (including three such pills). Signal effects, discussed in Part |1, were noted by early researchers as being
difficult if not impossible to untangle from real wealth effects. E.g., Jarrell & Ryngaert, supranote , at
21 (“thereislittle we can do about these possible signaling difficulties’); Ryngaert, supranote _, at 414
(noting signal effects); Brickley, Coles & Terry, supranote __, at 381 (same); cf. Bruner, supranote __, at
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Second, identifying and excluding effects of “confounding events’ (or focusing solely on
firms subject to takeover speculation) — as done by all of the early pill studiesin order to
show or enhance negative price effects”” — is a dubious econometric technique. Aninitial
strike against such procedures are that they are ad hoc. They fly in the face of the well-
accepted techniques of doing event studies, which generally work from the premise that,
but for risk and mean market returns (which are eliminated through the market model
event study method), average abnormal price movements during appropriately specified
event periods at alarge sample of firmswill reflect investors' reaction to the events, so

that searching for “confounding events’ or artificialy constructing subsamplesto exclude

17-18 (discussing complexity of pill effects but suggesting without explanation that event studies can
resolve issues). Finally, as Ryngaert notes, pill adoptions may well be anticipated in many instances by the
market, particularly as pill adoption became generally more common and essentially routine in the context
of an actual takeover bid. Ryngaert, supranote , at 398-400; see also Gilson & Black, supranote , at
216-17 (event studies are difficult to interpret if information is either anticipated or released gradually).

60 E.g., Bruner, supranote _, at 1 (“the poison pill is arguably the most significant corporate
financial innovation of the 1980s").

61 One commentator suggested (hyperbolically) that “an important deterrent effect of a poison pill is
that is almost impossible for any raider to understand how it will work.” David R. King, quoted in W.
Matthewson, Shop Talk, Wall Street Journal (Apr. 21, 1988), at B3, quoted in Bruner, supranote __, at 5.
62 See Mergerstat 1990, supra note .

63 See Robinson et al., supranote  (surveying poison pill litigation); Bruner, supranote , at 2
(“virtually all major hostile tender offers of the late 1980s involved litigation about the poison pill”).

o4 Comment & Schwert, supranote __, at __, reach asimilar conclusion. See generally Gilson &
Black, supranote _, at 220 (event studies are difficult to interpret if investors misestimate event being
studied).

6 See Coates, How Contestable?, supranote .

66 It isinteresting to contrast the apparent decline in negative stock price reactions from the mid-
1980s with the increasingly large number of anti-pill votes cast by ingtitutional shareholders over the same
time period. Compare Georgeson & Co., Corporate Governance 1998: Annua Wrap-Up (showing steadily
increasing percentages of votes in favor of poison pill redemption proposals since 1987) with Comment &
Schwert, supranote __, at __ (showing decline in negative price reactions after 1984). This may suggest
that institutional investors are exhibiting different preferencesin their voting and investment behavior, or
that institutions are targeting their negative pill votes at particular institutions rather than at the pill itself, or
that institutions have different interests than shareholdersin general. Seealso TAN __infra (discussion of
potential agency problems at institutional investors and divergent interests between institutional and other
investors).

o7 See Jarrell & Ryngaert, supranote__, at 30; Malatesta & Walkling, supranote _, at 360 n. 14;
Ryngaert, supranote __, at 414.
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signal effectsis neither necessary nor typical.® One can (and the authors did) develop
plausible theoretical rationalizations for such procedures. confounding events may not be
unbiased “noise” on average if they are strategically generated by managers to mask or
reduce negative stock price reactions to the event being studied (pill adoption); and the
absence of takeover speculation or bids at the time of pill adoption may bias the results if
adoption in their absence sends a one-directional signal suggesting an impending bid,
which is then reduced by focusing only on firms where such a signal would be weak.
Neither procedure is thus indefensible in principle. With respect to confounding events,
however, no independent, prior theory or evidence existed to justify such procedures at
thetime of theinitial pill studies.® Nor isit clear to what degree strategic behavior
designed to produce “noise” surrounded pill adoption then, or surrounds it now. Without
some sense of how often such strategic behavior occurs, any procedure to correct for it
will necessarily be speculative.” With respect to takeover speculation, as discussed in
Part 11, pill adoptions do not send one-directional signals, so the theoretical justification
for focusing only on firms subject to takeover speculation isweak.” Thus, their usein

the context of the early event studies suffers from precisely the problems that led Popper

68
69

See sources cited in note ___ supra.

Even in the presence of some degree of biasin error terms (caused for example by strategic
generation of confounding events), large samples can produce useful results without requiring such
subjective procedures, and this may be an explanation for different findings of early studies (which used
smaller samples) and the very large study (n=1459) by Comment & Schwert, supranote .

0 Maclntosh, supranote |, at n.28, in reviewing pill event studies, states that exclusion of
confounding eventsis designed to “ensure that imputation of causation isreliable” so that it was “important
to eliminate from the sample any cases where detected share price movements may be attributable to causes
other than the poison pill.” Normally, however, event studies accomplish this task by estimating non-event
price movements with aregression of returns for the firm against a market index during some baseline
period that excludes the event, and then adjusting actual event period returns by applying the parameters
derived from this estimation. See sourcescitedinnote _ supra. Only if there is some reason to expect
that returns during the event interval are biased by some observable action would further procedures be
justified.

n See TAN __infra.

26



to attack ad hoc research methods as an “immunizing strategem” for rendering an

underlying theory unfalsifiable.”

In addition, such procedures involve time-intensive and subjective tasks: drawing up
criteriafor excluding firms based on confounding events or the absence of takeover
speculation, searching news reports or other databanks, and categorizing all (and only)
those firms based on such criteria. ® The subjectivity of these tasks reduces the reliability
of such effortsin the hands of any one researcher, yet both time-intensiveness and
subjectivity make replication and verification of a given study by other researchers
difficult and unlikely. Results of studies based on such procedures are thus inherently
less scientific, and raise troublesome methodol ogical issues that undermine a study’s
persuasive power when presented to a neutral or hostile audience, even if they may
(perversely) enhance a study’ s persuasive power when presented to an audience already
inclined for theoretical or ideological reasons to expect the results that such a procedure

produces.”

2 Karl Popper, The Unended Quest (1976), at 42-44.

3 Seenote __ supra

74 The canonical study on the "polarizing” effect that evidence that is ambiguous or in need of
interpretation can have on those with relevant prior beliefsis Charles G. Lord, Lee Ross and Mark R.
Lepper, Biased Assimilation and Attitude Polarization: The Effects of Prior Theories on Subsequently
Considered Evidence, 37 J. Person. & Soc. Psych.2098, 2099 (1979) (people who hold strong opinions on
complex social issues are likely to accept "confirming" evidence at face value while subjecting
"disconfirming" evidence to critical evaluation; exposing contending factionsin a dispute to identical and
relevant empirical evidence may increase polarization). For brief surveys of the psychology literature, see
Matthew Rabin, Psychology and Economics, 36 J. Econ. Lit. 11, 26-29 (1998); Lee Ross & Craig A.
Anderson, Shortcomings in the Attribution Process: On the Origins and Maintenance of Erroneous Social
Assessments, in JUDGMENT UNDER UNCERTAINTY: HEURISTICS AND BIASES (eds. Daniel Kahneman, Paul
Slovic & Amos Tversky, 1982), at 129-60.
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In the original Jarrell & Ryngaert study, for example, the authors excluded only firms
making public announcements of various sorts, and they did not attempt to exclude other
potentially confounding events that might reasonably have firm- or industry-specific
effects not captured by a benchmark relationship between the adopting company’ s stock
price and amarket index.” In fact, selection of confounding eventsin both Jarrell &
Ryngaert and in Ryngaert’ s follow-up study include events that are out of the control of
firm managers, and thus should not bias price reactions to pill adoptions. Worse,
confounding events seem to be excluded if they increase prices but not if they decrease
prices (and thus to bias results of the studies downward). Thus, for example, Ryngaert
includes “ debt upgrades’ as a confounding event (but not debt downgrades), and
announcements of new holdings by third-party investors, which would often indicate that
abid or even an auction was impending (but not dispositions by existing blockholders,
which might send negative signals to the market).” The authors may well have been

sincerein their effort to be objective in trying to “clean” (their word) their samples, but

S See Jarrell & Ryngaert, supranote _, at 30. Examples of other plausible candidates for exclusion

include news reports about financial or regulatory devel opments affecting a pending takeover; earnings,
sales, dividend or other announcements by industry peers of the adopting company; or earnings, sales,
dividend or other announcements by a bidder for the adopting company. Jarrell & Ryngaert also excluded
filings by third parties of Schedules 13D against the adopting company, even though there is no theoretical
reason to believe that such filings would occur systematically more frequently in event windows than in
clean periods used to control for market movements. Cf. Malatesta& Walkling, supranote __, at 360 n. 14
(excluding only confounding events reflected in the adopting company’ s press release relating to the pill
itself); Ryngaert, supranote _, at 414 (table 14) (defining confounding event to include news story “that
could significantly affect stock returns,” and listing nonexclusive list of events relating to the adopting
company).
4 Ryngaert, at 414 (table 14). In addition, management always has a stronger incentive to disclose
good than bad news at times other than required periodic reporting events, so the overall effect of an
otherwise neutral procedure for excluding confounding events may be to downwardly bias normal stock
returns. See Michael Kinney & Robert Trezevant, The Use of Special Itemsto Manage Earnings and
Perceptions, J. Fin. Statement Analysis, Fall 1997, at 45-48. The effect is noted in the context of an ATA
event study by Beni Lauterbach, lleen B. Matlitz & Joseph VVu, Takeover Threats, Antitakeover
Amendments and Stock Price Reaction, 12 Manag. & Dec. Econ. 499 (1991), at 502 (“If information is
released in arandom manner, half of the [confounding] events should be favorable and half unfavorable. In
our sample, however, most of the confounding events are favorable to the firm....").
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the effort seems to have been serioudly influenced by a prior conviction that pills reduce

firm value on balance.

C. Event Studiesof ATAs

Parallel to event studies of pills are event studies of midstream antitakeover charter
amendments (ATAS), often called “shark repellents.” Studies have focused on four types
of ATAs: (1) fair price provisions, (2) supermajority vote requirements (with or without
exceptions for board-approved transactions, or “board outs’), (3) staggered boards, and
(4) “blank check” authorizations of preferred stock.” All such ATAs are perceived as
being intended or likely to make takeovers— or at least two-tier or creeping takeovers —
more difficult. All but one of these studies focused on board-sponsored ATAS that
presumptively made takeovers harder; the latest study focused on sharehol der-sponsored
proposals designed to make takeovers easier.”® These studies and their statistically

significant findings are summarized in Table 2.

" Two studies have also examined ATAs eliminating or limiting the right of shareholders (5) to act

by written consent in lieu of a meeting, (6) to remove directors without cause, or (7) to call a special
meeting; but in both such ATAswere lumped in with other ATAs without explanation. McWilliams, supra
note __, at 1637 (lumping the amendments in with “blank check” authorizations); Bhagat & Jefferis, supra
note __, at 197 and 202 (lumping the amendments with staggered board amendments). Finally, one study
examined (8) anti-greenmail ATAs. Bhagat & Jefferis, supranote |, at 198. This study also examined the
“bundling” of multiple proposals, including the use of reincorporation votes as away of “hiding” other
sortsof ATAs. Id. (It might noted in passing that their claim that reincorporation votes “hide” other
amendment proposals is inconsistent with semi-strong market efficiency, since all amendments must be
disclosed in the proxy statement relating to the reincorporation, and the authors of the study do not claim
that proxy statements for the amendments they study were misleading in any way.)

78 [Karpoff, Malatesta & Walkling, supranote ]
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Table 2.

Event Studies of Charter Amendments

Study

Event, Interval, M arket Index and
Sample

By
g
7

DeAngelo & Rice (1983)

2- day intervals examined independently
and cumulatively from —40 to +40 days
around proxy mailing date

CRSP equally weighted index as market

100 staggered board and supermajority
amendments adopted 1971-1979

no significant effects

Linn & McConnell (1983)

varying intervals from board approval
date, to proxy statement mailing date and
from mailing date to shareholder meeting
date

388 firms adopting 475 amendments
1960-1980

+1.43% CAR for 307 firms over period
from mailing date through date before
shareholder meeting date

+1.48% CAR for 172 firmsfrom—90 to
—1 day before board approval date

no significant effects for 170 firms from
board approval date through day before
mailing date

+0.86% CAR for 437 firmsin 90 days
following shareholder meeting date

-3.63% CAR for 49 firms that removed
previously enacted amendments

Jarrell, Ryngaert &
Poulsen [SEC OCE]
(1984)

43-day intervals examined cumulatively
from —40 to +2 days around proxy
mailing date, as well as 51- and 61-day
intervals examined cumulatively from —
40 to +10 and —40 to +20 for OTC firms
around proxy mailing date

market index not disclosed

131 fair price amendments for listed
firms; 87 fair price and supermajority
amendments for listed firms; 40 fair price
provisions for OTC firms; all adopted
1980-1983

no significant effects for fair price
amendments for listed firmsor OTC
firms over 43-day intervals

—3.09% CAR for combination fair
price/supermajority proposals for listed
firms

-3.38% and —4.92% CAR for fair price
provisions for OTC firms over 51- and
61-day intervals

Jarrell & Poulsen (1986)

31-day interval from —20 to +10 around
proxy statement “signing” dates

-2.27% CAR for full sample

no significant effects for fair price,
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market index not disclosed

551 fair price, supermajority, blank check
preferred and staggered board
amendments adopted 1979-1985

supermajority (no board out), staggered
board or blank check preferred
amendments

-4.92% CAR for 48 supermajority (with
board out) amendments

Jarrell & Poulsen (1987)

3-, 7-, 21-, 31-, and 62-day intervals from
-1to+1,-5to+1, -10 to +10 and —20 to
+10 around proxy statement “signing”
dates

S& P 500 as market index
649 fair price, supermgjority, staggered

board and blank check amendments
proposed 1979-1985

no significant effects over 3-, 7-, 21- or
62-day intervals for full sample

—1.25% CAR over 31-day interval for full
sample

no significant effects for fair price
amendments, or for any amendment at
listed firms, over any interval

no significant effects for supermajority
(with or without “board out”), staggered
board or blank check amendments over
3—or 7-or 62—day intervals

—2.27% CAR for supermajority with
board out over 31-day interval

Brickley, Lease & Smith
(1988)

11-day interval from -5 to +5 around
proxy statement mailing date

CRSP equally weighted index as market

133 firms adopting fair price,
supermajority, blank check preferred,
staggered board and other amendments
proposed in 1984

no significant results for full sample

no significant results for firm ex
confounding events

Eckbo (1990)

2-day event interval around

32 anti-greenmail provisions adopted
1984-1985

no significant results for full sample

Agrawal & Mandelker
(1990)

2-, 3-, 12-, 22- and 42-day intervals from

-1t00,-1to+1,-10to _1,-20to +1 and

—40 to +1 around proxy statement mailing
date

NY SE and AMEX value weighted index
from CRSP as market

372 fair price, supermgjority, staggered
board and blank check amendments
proposed 1979-1985

no significant effects over 2-, 3- or 12-
day intervals

-1.81% CAR over 22-day and —2.6%
CAR over 42-day interval

CARsrange from 1.6% to 7.3% in third
quartile and —1.5% to —10.6% in first
quartile over al intervals

no significant effects over 2-day interval
for three portfolios of firms ranked by
institutional ownership, or for firms with
high or average institutional ownership
over any interval
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—3.2% CAR over 22-day and —6.4% CAR
over 42-day intervals for firmswith
lowest institutional ownership

controlling for institutional ownership, no
significant effect of staggered board or
fair price amendments over any interval,
but significant effect of supermajority
vote amendments on CARSs

McWilliams (1990)

2- and 40-day interval around earlier of
proxy statement mailing date or
announcement in Wall Street Journal;
also examined isinterval between mailing
and later of meeting or published report
of meeting

CRSP equally weighted index as market
763 fair price, supermgjority, staggered

board and other amendments proposed at
325 firms 1980-1984

no significant effects over 2-day interval
for full sample

+1.77% CAR over post-mailing interval
for full sample

+0.49% CAR over 2-day interval for
firms with <10% insider ownership
(board, CEO, or baoth)

no significant effects over any interval for
firms with >10% insider ownership

Lauterbach, Malitz & Vu
(1991)

2-day interval around proxy statement
“signing” date, and 20 day intervals from
—20to -1 and +1 to +20 days before and
after signing date

Equally weighted index NY SE and Amex
firms as market index

383 staggered board, supermgjority and
fair price provisions adopted 1979-1985

no significant effects over 2- and 20-day
pre-event intervals for

—full sample
— 304 firms ex “confounding events

— 231 firms not subject to prior
speculation

— 46 firms subject to post-adoption
takeover speculation or bids

— 27 firms subject to prior takeover
speculation

over 20-day post-event interval:
+1.2% CAR for full sample

+0.81% CAR for subsample of 304 firms
ex “confounding events’

+5.1% CAR for subsample of 37 firms
adopting fair price provisions subject to
post-adoption takeover speculation or
bids

Bhagat & Jefferis (1991)

2-, 3-, 31- and 41-day interval around
proxy statement mailing date (excluding
3-day event interval in calculating 41-day
interval)

no significant effects over any interval
using standard event study methodology

difference in CARs of —2.09% over 3-day
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S& P 500 index as market (CRSP equally
weighted index produced statistically
indi stinguishable results)

197 fair price, supermajority, anti-
greenmail, blank check, or other
amendments adopted 1984-1985

also uses atwo-stage instrumental
variables estimator to eliminate effects of
anticipated amendment proposals

interval between firms proposing
amendments and sample of firms not
proposing amendments matched by total
equity value, three-digit SIC and
proximate proxy mailing date

two-stage instrumental estimation shows
CAR of approximately —1.0% over 2- and
3-day intervals, but no significant results
over 31-day interval

Mahoney & Mahoney
(1993)

61-day interval around proxy statement
mailing date; returns for full period given
and graphed

CRSP equally weighted index as market

409 firms adopting supermajority and
staggered board amendments 1974-1988

no significant effects over 2- or 3-day
intervals

-1.6% CAR over 61-day interval

no significant effects for subsample of 93
amendments adopted 1974-1979

-1.9% CAR over 61-day interval for
subsample of 316 amendments adopted
1980-1988

Malezadeh & McWilliams
(1994)

2-day interval around proxy statement
mailing date

CRSP equal weighted index as market
fair price, staggered board or

supermajority amendments proposed at
63 firms 1980-1984

no significant effect for full sample

no significant effect on subsamples of
firmswith Tobin'sg<lor>1

Mahoney, Sundaramurthy
& Mahoney (1996)

-50to +5 interval around earlier of proxy
statement mailing date or Wall Street
Journal announcement

CRSP equal weighted index as market

290 anti-greenmail, staggered board,
elimination of cumulative voting, fair
price, and supermajority provisions
adopted by 381 firms 1985-1988

—2.76% CAR for full sample

—5.25% CAR for élimination of
cumulative voting

—3.22% CAR for fair price provisions
over 56-day event window, but no
significant results over shorter windows
(see note 6 of study)

no significant effects for subsamples of
33 anti-greenmail provisions, 106
staggered board provisions, or 20
supermajority provisions

McWilliams & Sen (1997)

2-day interval surrounding proxy
statement date

CRSP value-weighted index as market

fair price, staggered board or
supermajority amendments proposed at

no significant effect for subsamples of
186 firms with majority independent
outside directors or 235 firms with
majority independent or affiliated outside
directors

—1.58% CAR for subsample of 30 firms
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265 firms 1980-1990 with mgjority inside directors

—0.72% CAR for subsample of 79 firms
with majority inside or affiliated outside
directors

no significant effects on subsamples of
firms with and without CEO/chairman

split

CAR = cumulative average residual

CRSP = Center for Research in Security Prices

NY SE = New Y ork Stock Exchange

AMEX = American Stock Exchange

OTC = over the counter (i.e., not listed on a stock exchange)

Studies: Anup Agrawal & Gershon N. Mandelker, Large Shareholders and the Monitoring of Managers: The Case
of Antitakeover Charter Amendments, 25 J. Fin. & Quant. Anal. 143 (1990); Sanjai Bhagat & Richard H. Jefferis,
Voting Power in the Proxy Process: The Case of Antitakeover Amendments, 30 J. Fin. Econ. 193 (1991); James A.
Brickley, Ronald C. Lease & Clifford W. Smith, Jr., Ownership Structure and Voting on Antitakeover
Amendments, 20 J. Fin. Econ. 267 (1988); Harry DeAngelo & Edward M. Rice, Antitakeover Charter Amendments
and Shareholder Wealth, 11 J. Fin. Econ. 329 (1983); Gregg Jarrell and Annette B. Poulsen, Shark Repellents and
Poison Pills: Stockholder Protection — From the Good Guys or the Bad Guys?, 4 Midland Corp. Fin. J. 39 (1986);
Gregg A. Jarrell & Annette B. Poulsen, Shark Repellents and Stock Prices: The Effects of Antitakeover
Amendments Since 1980, 19 J. Fin. Econ. 127 (1987); Gregg A. Jarrell, Michael Ryngaert & Annette B. Poulsen,
Securities and Exchange Commission Office of the Chief Economist, Shark Repellants: The Role and Impact of
Antitakeover Charter Amendments (Sep. 7, 1984; Scott C. Linn & John J. McConnell, An Empirical Investigation
of the Impact of “ Antitakeover” Amendments on Common Stock Prices, 11 J. Fin. Econ. 361 (1983); Beni
Lauterbach, Ileen B. Matlitz & Joseph Vu, Takeover Threats, Antitakeover Amendments and Stock Price Reaction,
12 Manag. & Dec. Econ. 499 (1991); James M. Mahoney, Chamu Sundaramurthy & Joseph T. Mahoney, The
Differential Impact on Stockholder Wealth of Various Antitakeover Provisions, 17 Manag. & Dec. Econ. 531
(1996); James M. Mahoney & Joseph T. Mahoney, An Empirical Investigation of the Effect of Corporate Charter
Antitakeover Amendments on Stockholder Wealth, 14 Str. Mgt. J. 17 (1993); Victoria B. McWilliams, Managerial
Share Ownership and the Stock Price Effects of Antitakeover Amendment Proposals, 45 J. Fin. 1627 (1990);
Victoria B. McWilliams & Nilanjan Sen, Board Monitoring and Antitakeover Amendments, 32 J. Fin. & Quant.
Anal. 491 (1997); Ali R. Malezadeh & VictoriaB. McWilliams, Managerial Efficiency and Share Ownership: The
Market Reaction to Takeover Defenses, 11 J. Appl. Bus. Res. 48 (1994)

As can be seen from Table 2, the results of ATA studies are even less conclusive than

pill studies.” Some studies show positive stock price reactions, some negative. Mixed or

” See Agrawa & Mandelker, supranote _, at 145 (characterizing results of prior studies as

“ambiguous’); Bhagat & Jefferis, supranote __, at 193 (characterizing evidence from prior studies as
“weak); Borokhovich et al., supranote _, at 1495 (characterizing evidence from prior studies as
“inconclusive’); Jarrell & Poulsen, supranote , at 128 (characterizing results of prior studies as
“inconclusive’); Victoria McWilliams, Are Antitakeover Charter Amendments Good News or Bad News
for Managers and Shareholders?, J. App. Bus. Res. 1 (1994) (reviewing studies, characterizing them as
“inconclusive’); cf. J. Fred Weston, Kwang S. Chung, & Juan A. Siu, Takeovers, Restructuring and
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insignificant results predominate, particularly over 2- and 3-day intervals around relevant
event dates.® Even in studies showing negative results, positive stock price reactions are
observed in 40-50% of the sample,® and results are not robust to choice of event interval,
ATA type or firm-specific characteristics such as insider ownership, institutional

ownership, or stock exchange listing.®

One further qualification should be noted about studies of ATAs (aswell as pills).®

There are sound theoretical reasons why the wealth effects of midstream changes may

Corporate Governance (2d ed. 1998), at 423-24 (reviewing event studies and concurring in characterization
of ATAs as " nonevents”).

80 The possibilities of either pre-event-date leakage of information, on the one hand, and slow
impoundment of information into market prices or delayed resolution of uncertainty regarding the effects of
likely voting outcome of amendment proposals, on the other hand, may make the longer pre- and post-
event intervals interesting and potentially informative, but the odds that confounding events occur during
extended periods obvioudly increase, and the models used to determine abnormal returns become less
reliable over longer periods. See Bhagat & Jefferis, supranote , at 203 (“longer-return window contains
significant noise”); Gilson & Black, supranote _, at 222 (discussing relationship between market models
and long event intervals). In any event, longer event intervals have not produced significantly or
consistently different results, asreflected in Table 2.

8l E.g., Jarrell & Poulsen, supranote _, at 142 (table 2) and 145 (tables 3 and 4).

8 See Table2. Mahoney & Mahoney, supranote _, at 27, argue that negative stock price reactions
to ATAs increased during the 1980s, whether because shareholders learned the true effects of such
amendments, because institutional share ownership increased over that time, or because later amendments
were proposed by managers more inclined to harm shareholders than earlier amendments. While not
implausible, given the mobilization of institutional shareholdersin the late 1980s, see note __infra,
Mahoney & Mahoney base their finding solely on finding different effects after partitioning their sample of
supermajority and staggered board amendments into pre- and post-1980 subsamples. They do not use
hazard models to examine effects over time, examine other temporal subsamples, show that institutional
ownership was increasing in their sample over time, or reconcile their findings with those of McWilliams
(1990), who found no similar negative reactions in the post-1980 era. Nor, finaly, do they note the

interrel ationship between pillsand ATAsdiscussed at TAN __ supraand TAN __infra.

8 In addition, unlike pills, ATAs require shareholder approval before they take effect, making
choice of an “event” date for studying ATAs problematic. The goal in choosing an event dateisto isolate
the moment when stock price movements can be attributed to the event being studied. Shareholder
approval for ATAswas nearly certain during the early and mid-1980s. See Brickley, Lease & Smith, supra
note_ ,at_; Bhagat & Jefferis, supranote _, at 200; DeAngelo & Rice, supranote _, at 345. Inthose
conditions, the most appropriate event date would be public announcement that the board of the company
intends to propose the amendment. See Bhagat & Jefferis, supranote |, at 200; DeAngelo & Rice, supra
note _, at 345. Among the choicesfor such a date are (1) board approval, (2) filing of preliminary proxy
material with the SEC, (3) date of definitive proxy material and (4) mailing date. Bhagat & Jefferis, supra
note _, at 200-01; Sanjai Bhagat, The Effect of Pre-emptive Right Amendments on Shareholder Wealth,
12 J. Fin. Econ. 289 (1983) (discussing choice of event dates for ATAS); Bhagat, Brickley & Lease, supra

35



differ significantly from the wealth effects of charter and bylaw provisions adopted by a
firmwhen it is still closely held, prior to aninitial public offering. Assuming competitive
capital markets, rational behavior by investors, and symmetric information (or
sufficiently low costs of investigating a firm’s governance terms), wealth effects of terms
in place at the time a shareholder commits capital will be reflected in the stock price, so
that any effects (positive or negative) will generally be internalized by pre-IPO
shareholders. On the other hand, midstream changes not anticipated at the time
shareholders commit their capital to the firm may effect atransfer of value from
shareholders to control persons (whether managers or control shareholders).® Since
poison pill adoptions are typically not subject to a shareholder vote, they may be of this
type. Even midstream changes that require a shareholder vote are at least theoretically
subject to greater manipulation by firm managers: agenda control, bundling, rational

apathy, and free-riding all may undermine the ability of the shareholder franchise to

note_ ,at_ ; DeAngelo & Rice, supranote |, at 345; Linn & McConnell, supranote _, at

Newspapers such as the Wall Street Journal often fail to report ATA proposals, and when they do often
report them long after shareholders have received proxy materials describing the meetings. DeAngelo &
Rice, supranote __, at 345-46; see also McWilliams, supranote __, at 1631 (119 proposals reported in
Wall Sreet Journal only on or after the date of the shareholder meeting, three prior to proxy statement
mailing, and 42 between mailing and meeting). When shareholder approval is significantly uncertain, asit
has been for many (but not all) charter proposals since the mid-1980s, the most appropriate event date
would be public announcement (or report) that the proposal has been approved by shareholders, or perhaps
some earlier announcement or report that shareholders are likely to approve the ATA. When shareholder
approval is highly correlated with the recommendation of athird party proxy vote recommendation service,
such as currently the case with recommendations from Institutional Shareholder Services on corporate
governance proposals, the most appropriate event date would be public announcement (or report) of that
recommendation. In general, event studies of ATAs have used proxy statement mailing dates, reflecting
the shareholder environment of the early and mid-1980s; the only study of ATAs after 1985, Mahoney &
Mahoney, supra note, nevertheless endsin [1989].

Every midstream changeisin a sense implicit at the time of an IPO; only if control personsretain
flexibility to adopt pills or propose ATAS subject to less than unanimous shareholder approval can they
effect midstream changes in away that may surprise shareholders. For most firms, it will normally
maximize firm value for control persons to retain some flexibility of thiskind, given the likelihood that the
firm and its environment will change unforeseeably at some point in the indefinite future. The differences
between terms adopted prior to and after an 1PO — the extent of incomplete contracting induced by
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constrain opportunistic midstream changes even where they reduce firm value.® Early
critics of ATAs pointed to these problems as away of explaining why ATAs might be
adopted even if they result in lower share prices.® Thus, even if event studies of pills and
ATAswere to show auniform and strong negative price effect (which they do not), this
would not be convincing evidence that defenses reduce firm value at all firms, but only at

firms adopting them midstream.?’

uncertainty, and the extent of investor surprise when a midstream change is made — are thus not
categorical, but matters of degree.

& See generally Lucian A. Bebchuk, Limiting Contractual Freedom in Corporate Law: The
Desirable Constraints on Charter Amendments, 102 Harv. L. Rev. 1820, 1823-25 (1989) (arguing for
substantial limits on midstream changes in governance structures and identifying issues that define those
limits); Jeffrey N. Gordon, The Mandatory Structure of Corporate Law, 89 Colum. L. Rev. 1549, 1573-80
(1989) (discussing risk of opportunistic charter amendments). But see Roberta Romano, Answering the
Wrong Question: The Tenuous Case for Mandatory Corporate Laws, 89 Colum. L. Rev. 1599 (1989)

(d| sputing that risks of opportunistic charter amendments are serious).

See, e.g., Jarrell, Ryngaert & Poulsen, supranote __, at

Even terms adopted prior to an PO may not maximize soual welfare if such terms create
externalities. See Lucian A. Bebchuk & Luigi Zingales, Corporate Ownership Structures: Private Versus
Social Optimality, Working Paper (1995) (arguing that the capacity for governance terms to enable a
control shareholder to extract a greater portion of the surplusin the event of a subsequent control sale may
create a divergence between social and private optimality even in the initial charter).
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D. Summary: Event Studies of Pillsand ATAS

Aswith event studies of pills, it seemsimpossible to draw any strong and general
conclusions about the wealth effects of takeover defenses from average stock price
reactions to midstream