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Abstract

PROXY CONTESTS FOR CONTROL: THEIR IMPLICATIONS
FOR CORPCRATE BEHAVICR
by
Alan Norman Miller
Adviser: Professor Mahmoud A. Wahba

Proxy voting is the dominant mode of shareholder decisior making
in publicly held corporations. Sharehcolders use proxies to vote on a
variety of corporate matters including the election of directors.

Proxy contests between incumbent management and discontented
shareholders occur regularly. A proxy contest for control is an
attempt by dissident shareholders to obtain enough proxies to elect
their candidates to a majority of the positions on a corporation's
board.

At present there is no unified explanation of what type of
corporations have successful or unsuccessful proxy contests for control
and no explanaticn of how the behavior of firms is related to the
occurrence of these phenomena. The purpose of this dissertation is to
develop a theory of proxy contests in order to provide these expla-
nations. In doing so, the dissertation evaluates the validity of the
theory of the firm (and, in particular, its assumption of profit
maximization) and the validity of the Baumcol and Blinder theory that
the stock market, through its stock pricing process, ancourages
managements to use their corporations' assets efficiently.

1%



Sixteen hypotheses relating to 16 financial and structural
characteristics of corporations are tested. Data regarding these
financial and structural characteristics were obtained from 93
publicly traded corporations in various industries which have had
a successful or an unsuccessful proxy contest for control between
1964~-1978,

Univariate statistical techniques are used to distinguish
between corporations which have had a successful and corporations
which have had an unsuccessful control contest on the basis of a
single financial or structural characteristic. Stepwise discriminant
analysis 1s used to identify those continuous variables which
maximally separate the two groups of firms.

The results of the univariate analysis reveal that: (1) the
only variables which distinguish between the two groups of firms at
the p:,O5 level of significance are percentage of management and
director ownership of common stock and domestic corporation and (2)
there is a significant difference (p <.02) between the number of
domestic arnd the number of multinational corporations which have
had a successful control contest.

The results of the stepwise analysis reveal that two discrim-
inant functions can be used to predict categorical group membership.
The first function, which contains three continuous variables, can
optimally be used to classify corporations which have had an
unsuccessful proxy contest for control. The order of entry of each

variable into this function (and each variable's consequent



discriminatory power) is: (1} rate of return on assets, (2} rate
of return on equity, and (3} percentage of management and director
ownership of common stock. The second discriminant function can
optimally be used to classify corporations which have had a
successful control contest. The variables contained in this function
and their order of entry are: (1) percentage of managemert and
director ownership of common stock, (2) rate of return on equity,
(3) number of corporate offices, plants, and/or subsidiaries
located outside the United States, and (4) rate of return on assets,.
Using ANOVA to compare measures of profitability and of common
stock prices in corporations which have had a successful control
contest, an unsuccessful control contest, or no proxy contest
reveals that each measure is greater in corporations which have not
had a proxy contest. These findings constitute moderate support
for the profit maximization assumption of the theory of the firm
and for the theory of stock market discipline.
Further exploration of the differences between corporations
which have had a successful or an unsuccessful proxy contest for
control and relating these findings to applied settings are some

areas for future research.
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PROXY CONTESTS FOR CONTROL: THEIR IMPLICATIONS

rOR CORPORATE BEHAVIOR

CHAPTER 1

INTRODUCTION AND LITERATURE REVIEW

As originally conceived the ceorporate form of business
organization was to be managed by its owners. Although this ideal
was possible in simple, compact societies, it became unattainable
as shareholders increased in number and became geographically
dispersed. With the emergence of the widespread divorce of owner-
ship from manaqementl there developed a need to give shareholders
a voice in regulating the affairs of thelr corporations. The
mechanism which was created to satisfy this need is a governing
body known as the board of directors.

"The board of directors is, by definition, the top-level policy
formulating body in a corporation. As such, the board is situated at
the pinnacle of the corporate structure and is ultimately responsible
for controlling and maintaining organizational operation and effec-
tiveness" (Miller, 1978, pp. 1=-2). Although the precise date of its
origin is unknown, the board of directors has constituted a funda-
mental component of organizations for centuries (Kreps, 1976; Iundgren,
1974). 1In the United States the general incorporation laws which were
originally enacted by each of the states during the 1%th century (and

which are similar in all states) require that the business and affairs



of every corporation must be managed by a board of directors {(Mace,
1971, 1972; Miner, 1978: MNader, Green & Seligman, 19?6b)-2

State corporation laws provide sharsholders with the exclusive
power to nominate and elect members of the board of directors at a
shareholders' meeting (Eisenberg, 1970; Seligman, 1976). Statutory
requirements and the by-laws of almost every corporation or their
certificate of incorporation mandate that the shareholders' meeting
be held annually (Aranow & Einhorn, 1968). Corporations are generally
allowed to select the time and place of their annual meeting, although
some state corporate laws specify when these meetings must be held
(Aranow & Einhorn, 1968). It is typical for corporations to schedule
their annual meetings in the spring so that stockholders will have an
adequate opportunity to review the preceding year's annual report.
Delaware's General Corporation Law typifies the statutes enacted by
most states with regard to annual meetings. This law requires that:
(1) an annual meeting of stockholders must be held for the election
of directors at a time and date designated in a corporation's by-laws
and (2) shareholders must receive written notice of the time, date,
and place of the annual meeting not less than 10 or more than €0 days
before the date of the meeting (Delaware Rev. Code, 1274}.

A shareholder generally receives one vote for each share of
common stock he or she owns, and board members are elected by a
majority of the common stock voted (Delaware Rev. Code, 1974; Wattel,
1966). In states where cumulative voting is permitted each share-

holder is entitled to cast a number of votes equal to the number of



his or her shares multiplied by the number of directors to be elected.
A sharehclder may either give all his or hexr votes to one candidate
or may divide them among several candidates. The difference between
cumulative and noncumulative voting is illustrated in Footnote 3,

"In the election of the board the stockholder ordinarily has
three alternatives. He can refrain from voting, he can attend the
annual meeting and personally vote his stock, or he can sign a proxy
[power of attorney] transferring his voting power [either] to certain
individuals selected by the management of the corporation, the proxy
committee" (Berle & Means, 1932, p. 86) or to a stockholders committee.
A stockholders committee is a group of shareholders who do not endorsae
the candidates for directorships which the management appointed proxy
committee has nominated. The stockholders committee nominates its
own slate of candidates who run in opposition to the proxy committee's
candidates.

Since annual meetings are seldom attended by shareholders

. . 4

{Nader, Green, & Seligman, 1976a, 1976b; Seligman, 1978},

proxy voting has become the dominant mode cof shareholder

decision making in publicly held corporations. There

are a number of reasons for this. Shareholders in such

corporations are often geographically dispersed, so that

a given shareholder may not live near the site of the

meeting. Shareholders often have some principal business

other than investing, so that a given shareholding may

not represent a substantial proportion of a shareholder's

total wealth. And whether a shareholder supports or

opposes the matters scheduled for action at a meeting,

he may not wish to speak on the issues. Physical atten-

dance at a shareholders' meeting is normally an uneconomical

use of a shareholder's time when he can vote by proxy.
(Eisenberg, 1970, pp. 1490-1491)



In addition to the election directors, stockholders may use
proxies to vote on a variety of corporate matters, including acqui-
sitions, amendments to charters and by-laws, approval or selection
by management of independent auditors, authorizations of new or
additiconal securities, bonus or profit sharing plans, consolidations,
deferred compensation arrangements, employee pension and retirement
plans, mergers, modifications of existing securities, recapitalization
plans, sale of assets and dissolution of the firm, stock option plans,
etc. (Annual Repert of the SEC, 1976).

Before a corporation's annual meeting those who are soliciting
proxies mail each stockholder a notice announcing the meeting's date,
time, and location; a proxy statement; a proxy form:; and a return
envelope. The proxy statement is the primary written source of
information stockholders receive regarding the matters to be voted
upon at the annual meeting. If directors are being elected, the
proxy statement provides information about each candidate's employment
background, previous service as a director, stockholdings in the
corporation, compensation, benefits, etc. (Aranow & Einhorn, 1968).
Sometimes the proxy statement serves as a campaign instrument whose
purpose is to persuade stockholders to execute their proxies for
either management or nonmanagement.

Prior to 1934 proxy solicitations were regulated solely by the
charter and by-laws of individual corporations. 1In 1934 federal
regqulation of proxy solicitations was established by enactment of

the Securities and Exchange Act (Aranow & Einhorn, 1978; Broehl, 19%5).



The Securities and Exchange Commission's (SEC's) proxy rules "do
not extend to all proxy solicitations, but only those in respect to
certain securities--generally speaking, securities which are either
listed on a national securities exchange, or are equity securities
issued by a corporation with assets of more than one million dollars
and held by 500 or more shareholders" (Eisenberg, 1970, p. 14%93).
If a proxy solicitation is subject to the SEC's proxy rules, then
both the proxy statement and the proxy form must conform to a number
of specific requirements. The purpose of these requirements is to
ensure that stockholders receive accurate and complete information
so they can make an informed decision regarding the execution of
their proxies. Table 1 presents a simplified illustration of a
proxy form which conforms to the SEC's requirements. Copies of
proposed proxy material must be filed with the SEC in preliminary
form prior to the date of the proposed solicitation. The periced
from March through May is frequently referred to as the "proxy
season" because approximately two thirds of all the proxy material
which is submitted to the SEC is filed during this time {Whetten,
1959). "Where preliminary material fails to meet the prescribed
disclosure standards, the management or other group responsible for
its preparation is notified informally and given an opportunity to
corraect the deficiencies in the preparation of the definitive proxy
material to be furnished to security holders" (Annual Report of the
SEC, 1976, p. 62). If the SEC is unable tc secure compliance with

its proxy rules through the use of this informal procedure, it can



Table 1

Proxy Form

The Smith Jones Company

Proxy Sclicited by the Management
The undersigned hereby constitutes and appoints John Doe, Richard
Ree, and Henry Hoe, or any one or more of them acting in the absence
of others, with full power of substitution, the true and lawful
attorneys and proxies of the undersigned, to attend the Annual Meeting
of the Stockholders of The Smith Jones Company to be held at Suite
1500, 285% Madison Avenue, in the Borough of Manhattan, City and
State of New York on March 5, 1979, at 2:00 P.M. local time and any
adjournments thereof, and to vote the shares of said corporation
standing in the name of the undersigned with all the powers the
undersigned would possess if personally present at such meeting:

(1) For ( ) Do not vote for ( )} the election of directors.

{2) For () or Against ( ) the proposal to increase the
authorized common stock of the Company from 2,060,000 to 3,000,000
shares. {Management recommends a vote "FOR" this proposal.}

If no specific direction is given, this proxy will be voted for the
election of directors and for the proposal.

Dated 1979

Signature



Table l=--Continued

Joseph J. Black Please sign exactly as name appears
50 Fifth Avenue to the left. When signing as exec-—
New York, New York 10009 utor, administrator, attornevy,

trustee, or guardian, please give
full title as such. TIf a corporation,
please sign in full corporate name by
president or other authorized officer.
If a partnership, please sign in
partnership name by authorized person.
No postage is required if returned in the enclosed envelope and mailed
in the United States.
Stockholders who are present at the meeting may withdraw their proxy

and vote in person if they so desire.

Adapted from: Aranow, E. R., & Einhorn, H. A. Proxy contests for

corporate control. (New York: Columbia University Press, 1368).




resnrt to court acticn.5

A particularly significant phencmenon in the corporate voting
process is the proxy contest. (The terms proxy battle and proxy fight
are synonymous with proxy contest.) The proxy contest is the stock-
holders' most potent weapon for instituting a change in corporate
management. When a group of stockholders is profoundly dissatisfied
with an incumbent management's policies it may seek to change those
policies by nominating its own slate of candidates for election to
the beoard of directors. The ensuing competition between the incumbent
management and the grcoup of discontented stockholders to solicit enough
proxies to elect their respective candidates is commonly known as a
proxy contest., If the candidates who oppose management are successful
in being elected to the board, they may be able to use their power as
directors to replace senior management officials and/or to amend
management's policies.

The actual number of proxy contests which occur in any year is
impossible to calculate. Information about proxy contests is generally
unattainable from corporations that are not subject to the SEC's
proxy rules. However, Table 2 shows that during the years 1956-1977:
(1) proxy contests in corporations which were subject to the SEC's
proxy rules occurred regularly, averaging about 25 contests per year;
(2 the annual percentage of proxy contests in these corporations
averaged about .8; (3} the number of proxy contests varied nearly
every year and did not appear to follow a discernible pattern; (4}

there are two types of proxy contests, contests for representation



Table 2

Proxy Contests in Corporations Subject to the SEC's Proxy Rules,

1956~-1977

Fiscal Total No. Total No. Per Cent of Ne. of No. of
Year of Corps. of Proxy Elections Contests Contests
(July 1- Subiject Contests in which for Repre- for
June 30) to the Mgt's. sentation Control

SEC's Slate was

Proxy Unepposed

Rules
1956 1,705 17 99.0 9 8
1957 1,726 20 98.8 9 11
1958 1,780 34 9g.1 12 22
1959 1,790 19 . 98.9 8 11
1960 1,864 25 98.7 9 16
1961 1,680 32 98.1 12 20
1962 1,807 17 99.1 7 10
1963 2,205 27 98.8 9 18
1964 2,274 18 99,2 6 12
1965 2,391 26 98.9 10 16
1966 3,632 37 99.0 13 24
1967 4,370 37 99.2 19 18
1968 4,473 27 99. 4 6 2
1969 4,548 25 99.5 5 20
1970 5,095 24 99.5 4 20

1971 5,864 LR | 99.5 9 22



Table 2-=Continued

Fiscal Total No. Total No. Per Cent of No. of No. of
Year of Corps. of Proxy Elections Contests Contests
{(July 1- Subject Contests in which for Repre- for
June 30) to the Mgt's. sentation Control
SEC's Slate was
Proxy Unopposed
Rules
1972 6,328 23 99.6 7 16
1973 6,744 23 99.7 5 i8
1974 6,757 15 99.8 1 14
1975 6,826 25 99.6 5 20
1976 6,898 18 29.7 3 15
1977 6,949 37 99.5 11 26
Total 557 179 378
Mean 25.3 99,2 8.1 17.2
Median 25.0 99.2 8.5 18.0
Range 15-37 98.1-99.8 1-19 8-26
SD 6.7 .47 3.8 4.7

Sources: 22nd - 43rd Annual Reports of the Securities and Exchange

Commission.

1856-1977.

Washington, D.C.:

U.s.

Government Printing Office,

10
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and contests for control; and (3} contests for control occurred
significantly more often (t = 6.87, 4f = 42, 0<.001) thar contests
for representation.

A proxy contest for representation is defined as an attempt
to win a minority {(less than 50 per cent) of the directorships on a
corporation's board. A proxy contest for control is defined as an
attempt to win a majority (more than 50 per cent) of the director-
ships on a corporation’s bocard {(Austin, 1965}. In each type of
contest stockholders are confronted with a cheoice between two or
more slates of candidates (Broehl, 1955}). Table 3 presents a sample
ballot form which is designed for use in proxy contests conducted
under the SEC's proxy rules.

Although the average number of proxy contests which occur each
year is only 25, these phenomena constitute an important subject of
investigation and exposition for corporate scholars (e.g., Austin,
1964, 1965; Wattel, 1966; Whetten, 1957, 1959), attorneys and other
corporate consultants {e.g., Aranow & Einhorn, 1968; Eisenberg, 1970;
Karen, 1976), social activists (e.g., Nader, Green, & Seligman, 1976a,
1976b; Seligman, 1978; Weiss, 1974}, the United States Congress (1956},
the Securities and Exchange Commission (e.g., 22nd - 43rd Annual
Reports of the SEC, 19%56-1977), and the popular and trade press
(e.g., Braodcasting, 197la, 1971b, 1972; Business Week, 1971, 1972a,
1972b, 1973, 1974, 1978a, 1978b, 1978¢; Cole, 1978a, 1978b; Fortune,
1978; Karr, 1956: New York Times, 1967, 1978; Nation's Business, 1971;

Walker, 1967; Wall Street Journal, 1975, 1978a, 1978h, 1978c).
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Table 3

Ballot Form

ABC Corporation
Annual Meeting of Stockholders

May 10, 1979

I {we)a hereby vote shares for the election of the following

persons as directors of the Corporation (vote for five):

(

(

(

{

(

) ( )

) (Names of Manage- { } {Names of Opposi-~
) ment Nominees) ( ) tion Nominees)

) { )

) ( }

I (we) hereby vote:

(1)

For The resolution to amend the Certifi-

Against cate of lncorporation to i-~T-ease the
authorized capital stock <¢f the
Corporation to 3,000,000 shares of

common stock.



Table 3--Continued

(2) For The resolution approving the grant

Against of restricted stock option to the

President and to the Chairman of
the Board of Directors of the
Corporation.

Dated: New York, New York Per Proxies Filed

May 10, 1979

(Proxy Agents)

qugn jg appropriate for use by individual and “we” in case of multiple

stockholders or proxy agents.

Adapted from: Aranow, E. R., & Einhorn, H. A. Proxy contests for

ceorporate control. (New York: Columbia University Press, 1968).

13



The reasons for the widespread interest in proxy contests include
their direct and indirect financial effects on corporations,
stockholders, and local and national economies; their impact on the
tenure of corperate managements; and their relevance for corporate
democracy.

Wattel (1966) suggests that there are a number of key
indicators which signal the start of a proxy contest. These indi-
cators are: (1) a rapid rise in the price of a corporation’'s
stock, (2) an increase in the volume of corporate stock being
traded, and (3} an increase in the amount of stock being held in
"street” names. (According to Metcalf and Reinemer, 1971, the
beneficial owners of stock c¢an have the name of their stock broker
or brokerage firm listed as the owner of record. This is often done
by the beneficial owners of large amounts of stock who wish to
conceal their identity. 1In such situations the stock is said to be
held in "street” names.)

Austin (1964, 1965), Wattel (1966), and Whetten (1957, 1959)
have found that proxy contests are caused by a variety of factors,
including poor operating performance {(general inefficiency and stag-
nant growth), the absence of or low dividends, the market value of a
corporation's common stock being lower than its bookvalue, stock-
holders' dissatisfaction with excessive executive salaries and
benefits, pocor management-stockholder relations, insurgents' desire
to obtain top management positions in a corporation, stockholder

disagreement with management's policies, discovery of illegal and/or

14
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self serving activities by management, and stockhclder's belief
that a board which consists of a majority of inside directors cannot
propexrly protect their interests.

Cne empirical study of 67 companies which had proxy contests
between 1956~-1960 found that: (1) these contests often had multiple
causes, {2} financial causes where considerably more important than
social causes, and {(3) poor operating performance was the single
most important financial cause {Austin, 1964, 1%65). This and other
investigations {(Aranow & Einhorn, 1968; Whetten, 1959} also concluded
that cumulative voting increases the likelihood of a proxy contest.

In corperations which allow cumulative voting, insurgents can easily
gain representation on the board by attaining ample support through
stockholder solicitation or by direct ownership of sufficient stock.

The empirical evidence regarding the effects of proxy contests
on corporate functioning is scarce and inconclusive., Based on his
research Austin (1964, 1965) concluded that: (1) a firm's efficiency
is increased by having undergone a successful proxy contest for either
control or representation and {2) companies which have undergone
successful control contests perform more favorably than firms which
have undergone successful representation contests. On the other hand,
Wattel (1966} found that corporations which have had a successful
control contest 4o not perform significantly better (according to a
number of economic and financial measures) after the contest than
before.

It has been discovered that either unsuccessful or threatened
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proxy contests may affect the coumposition of a corporation's board

of directors. Aranow and Einhorn, (1968), Austin (1965), Blumberg
(1973}, and Perham {(1979) found that the management of some corpo-
rations nominates activist and/or major shareholders for directorships
in order to prevent the occurrence or recurrence of a proxy contest.
Election of these candidates generally assuages discontented stock-
holders. Even if activist or major shareholders are not elected to
the board, management may modify corporate operations in order to
preclude future proxy contests (Schwab, 1979).

Seligman's {1978) research reveals that the cost of proxy
contests is very high, especially when compared toc uncontested proxy
solicitations (see Tables 4 and 5). Those who advocate corporate
change believe that the cost of financing one or more candidates to
oppose a management backed slate is an insurmountable barrier for
most insurgent groups and is the primary reason for the paucity of
proxy contests (Nader, Green, & Seligman, 1976a, 1976b; Seligman,
1978). Contributing to the financial obstacle are the following:

(1) insurgents must pay their own campaign expenses, with the
possibility of reimbursement {(from corporate funds) existing only if
they are successful; (2) management backed candidates have virtu-
ally unlimited exclusive access, without cost, to corporate resources
{such as personnel, reproduction equipment, cffice supplies, postage,
telephones, etc.) to promote their campaigns; and (3) inflation
continues to increase the cost of undertaking a proxy contest

(Aranow & Einhorn, 1968; Broehl, 1955; Nader, Green, & Seligman,



Table 4

Cost of Proxy Contests in Some Corporations

Corporation Date of No. of Manage~- Cost per Insur- Cost per

Contest Share- ment's Share- gents' Share-
holders Expenses holder Expenses holder

Thompson-Starret 1947 6,800 $20,110 $ 2.98 $ 25,755 $ 3.79

Fairchild Engine &

Airplane 1949 10,400 $133,966 $12.68 $127,556 $12.27

Sparks-Withington 1950 B,500 $ 51,105 $ 6.01 5 6,000 $ .71

United Cigar-

Whelan Stores 1951 16,000 $ 60,159 $ 3.76 $ 30,534 $ 1.91

New York Central

Railroad 1954 41,000 $875,000 $21.34 $1,308,7133 $31.92

New York, New Haven

& Hartford Railrcad 1954 5,100 $ 94,321 $18.4% $ 94,834 $18.59

LT



Table 4--Continued

Manage-

Corporation Date of Noc. of Cost per Insur- Cost per
Contest Share- ment's Share- gents' Share-
holders Expenses holder Expenses holder
U.S. Smelting,
Refining, & Mining 1963 2,782 $231,388 $83.17 _— ———
Republic 1964 7,078 $257,000 $36.30 $365,215 $51.60
MGM 1967 12,654 $125,000 $ 9.88 $175,000 $13.83
Mean $205,339 $21.62 $266,703 $16.83
Median $125,000 $12.68 $111,195 $13.05

Source: Seligman, J.

University of Dayton Law Review, 1978, 3(1), 1-2l.

The Securities and Exchange Commission and Corporate Democracy,

81



Cost of Uncontested Praoxy Solicitations in Some Corporations

Table 5

Corporation Cost of Number of Cost per
Proxy Shareholders Shareholder
Solicitation@
Allegheny $ 12,000 29,000 $ .41
Chrysler $170,000 230,000 $ .74
Coca-Cola $ 46,300 67,000 $ .69
Exxon $500,000 700,000 $ .71
ITT $250,000 238,000 $1.05
Marriott $ 20,000 42,000 5 .48
Mobi le $158, 000 227,000 $ .69
U.S. Steel $117,000 250,000 $ .47
Washington Post $ 6,000 2,000 $3.00
Xerox $140,000 140,000 $1.00
Mean $141,930 5 .92
Median $128,5Q0 $ .73

aIn each instance the cost refers to either the 1975 or 1976 annual

proxy solicitation.

Source:

Corporate Democracy, University of Dayton Law Review,

Seligman, J.

The Securities and Exchange Commission and

1978,

3L,

1-21.
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1976a, 1976b; Seligman, 1978).

Purpose of the Study

Despite the importance of and widespread interest in proxy
contests, research on this subject is primarily descriptive and
nontheoretical. The literature does not contain a formal thecry of
proxy contests. There is no unified explanaticn of what kind of
corporations have successful or unsuccessful contests and no
explanation of how the behavior of firms is related to the occurrence
of these phenomena. Furthermore, the complete absence of hypothesis
testing studies and the persistent use of small samples, case studies,
and nonrigorous, intuitive methods to analyze data bring into ques-
tion the validity and generalizability of the extant research.

Given the dearth of sophisticated empirical research pertain-
ing to proxy contests, it is important to fill this void. The
purpose of this dissertation is, therefore, to empirically examine
the salient financial and structural characteristics of corporations
which have had successful or unsuccessful proxy contests for contrel
of their boards of directors and to relate these characteristics to
a theoretical framework. This framework will attempt to explain
what kind of corporations have successful or unsuccessful control
contests and explain how the behavior of individual firms is related
to the occurrence of these contests,

In egsence, this study will try to systematically answer the
following questions. What are the important financial and structural

characteristics of corporations which have had a successful controi
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contest? How are these characteristics different from those of
companies which have had an unsuccessful contest? Is it possible to
identify specific financial and structural characteristicgs which may
make a firm more likely to have a successful or an unsuccessful
control contest?

The answers to these and other related questions will be used
to construct a theoretical framework. They may also provide
practicing managers with useful information for establishing
corporate policies, objectiwves, and structures which produce greater
stockholder satisfaction and, thereby, preclude control contests.
Piminution of these contests will significantly reduce corporate
proxy solicitation expenditures. Capital saved in this area may be
used more preoductively by managers.

Students of business should also be interested in an investi-
gation of this type because of its relevance to: (1) the long-
standing debate regarding the profit maximization assumption of the
theory of the firm and (2} determining houw well the stock market
encourages corporate managements to use the existing assets of their
organizations most efficiently. The sigqnificance of these topics will
be discussed in the following chapter.

Limitations of the Study

Cnly corporations which have had proxy contests for control are
investigated in this study. Representation contests are not considered
because of their relative infrequency and the often ephemeral nature

of their effects.
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The only corporations included in this study are those: (1)
which could be identified in public scurces as having had a proxy
contest for control with a definitive result during the period
1964-1978, (2} which were traded on a securities market in the United
States during the year of and the three years preceding their control
contest, arnd (3) for which adequate data regarding their financial
and structural characteristics could be found.

Although many organizations operate in industries in which
government regulations control the price they can charge for their
goods and services, this study does not consider the effect these
or other regulations have upon control contests. This limitatjion is
discussed in more detail at the end of Chapter II.

Finally, additiocnal limitations of this study are discussed in

Chapter II under the heading "Qualifications."”
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FOOTNOTES - CHAPTER I

lthere is a longstanding controversy among corporate scholars
regarding the validity of the view that the diffusjion of ownership
in large corporations among numerous stockholders has resulted in
the separation of ownership and control. Scholars whose research
supports this view (which is sometimes called the theory of managerial
capitalism) include Berle (1954), Berle and Means {(1932), Dahrendorf
(1959), Galbraith (1971}, Gordon (1966), Larner (1966), Parsons
(1953), and Parsons and Smelser (1957). Some of those whose research
does not support this view are Burch (1972}, Chevalier (1969},
Knowles (1973}, Lundberg (1946), Patman Staff Report (1968}, Perlo
{1957}, Rochester (1936), Sheehan {1966, 1967), and Sweezy (1953).

2Empirical research has revealed that the traditional functions
of the becard of directors (which were posited by several management
theorists, including Baker, 1945 and Copeland & Towl, 1947) are
seldom performed, except in those cases where directors either own
or represent the ownership of a significant amount of stock in a
corpeoration. Rather, investigators have discovered that the primary
functions of the becard are: (1) providing advice and counsel to
the corperation's president (CEO), (2) serving as a discipline for
the corporation’s senior management, (3) selecting a new president
{(CEQ) in the event of his or her sudden death (providing the
president or CEQ has not already designated a successor), (4) re-
placing the president (CEO) if his or her performance is over-
whelmingly unsatisfactory, and (5) approving major corporate fi-
nancial decisions (Clendenin, 1972; Koontz, 1967; Mace, 1971, 1972;
Louden, 1975).

3rllustration of the difference between cumulative and non-
cumulative wvoting:

Assume there exists a corporation with 10,000 shares of stock
outstanding. Control of the stock is divided, 6,500 shares
for management and 3,500 shares for an insurgent stockholder's
committee. Five directors are to be elected, and each group
has nominated five candidates. Under noncumulative voting,
the management could cast 6,500 votes each for its five candi-
dates and the insurgents could cast 3,500 votes for each of
its candidates. All five of the management nominees would

be elected. HNow, if cumulative voting was permitted, manage-
ment would have 32,500 votes (6,500 X S) and the insurgents
would have 17,500 votes (3,500 X 5). If each faction cumu-
lated its votes properly, management should elect only three
of its nominees and the insurgents should elect two of its
nominees (as is shown in the following table}, thereby
securing minority representation on the board of directors.
{Aranow & Einhormn, 1968, p. 331):



Total Management's Nominees (A-E)

Votes A B C D E
Management 32,500 10,835 10,833 10,832

Total Insurgents' Nominees (F-J)

Votes F G H I J
Insurgents 17,500 8,751 8,749

For a complete discussion of the mathematics of cumulative voting,
when cumulative voting may be used, and the possible dangers in the
use of cumulative voting see Aranow and Einhorn {1968), pp. 332-347.

4For example, only 25 out of approximately 60,000 shareholders
attended the 1974 annual meeting of the Bristol Meyers Corporation;
at Cities Service, with approximately 135,000 shareholders, 25
attended the 1974 annual meeting; at the Coca-Cola Company 25 of
approximately 70,000 shareholders attended the meeting; and at the
El Paso Natural Gas Company, with approximately 125,000 shareholders,
50 attended (Nader, Green, & Seligman, 1976a, 1976¢b; Seligman, 1978).

SFor a more comprehensive description of the history and
applicability of the SEC's proxy rules see Aranow and Einhorn ({1968},
Pp. 91-112. For meore information regarding the SEC's filing
requirements and the methods the SEC uses to enforce its proxy rules
see Aranow and Einhorn (1968), pp. 112-146 and pp. 450-462,
respectively,
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CHAPTER II

THEORETICAL FRAMEWORK AND HYPOTHESIS DEVELOPMENT

Control Contests and the Profit Maximization Assumption of the Theory

of the Firm

Classical economists (e.g., Ricardo, 1911 and Smith, 1905) were
primarily concerned with the operation of the economy as a whole,

They tried to identify the causes of a nation's wealth and they were
interested in the distribution of the nation's total output to its
factors of production. However, beginning with the neoclassical
economists of the late nineteenth-~early twentieth century there was

a change in emphasis. These economists were interested in understand-
ing the economic decision making behavior of individual units (such

as the consumer and the firm) within the economy.

Although it was formulated by neoclassical economists, the
theory of the firm had its antecedents in the classical work of
Cournot (1B38). Since Cournot's work had relatively little influence
"in his own day, we may perhaps date the introduction of the theory
of the firm into the main stream of economic thought a generation or
more later, with the ‘discovery' of Cournot by Jevons and the explicit
development of the theory of maximizing behavior by Edgeworth and
Marshall. It took another generaticn and a half until the marginal
analysis was fully and explicitly developed by Harrod, Joan Robinson,
and Chamberlin round about 1930 (Boulding & Spivey, 1960, p. 2).

The theory of the firm is based on a number cf assumptions,
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including: (1} firms may produce whatever products and/or services
they wish, without restriction: (2) firms organize factors of
production in a least-cost combination; and (3} firms attempt to
maximize profits. The paramount and most controversial assumption
of the theory is profit maximization.

According to Boulding and Spivey (1960),

the firm is thought of essentially as an input-output
process, whereby certain inputs of factors of produc-
tion--labor and land services, capital services, raw
materials, and so on--are trangferred into outputs on
salable prcducts. Inputs are generally bought, ocutputs
are generally sold...Because of their explicit or im-
plicit market prices, however, inputs and outputs can
be valued--that is, expressed as a sum of "dollars
worth" or of any other convenient measure of value.
Costs are then the value of input, revenues the value
of output, and corresponding to the process of transg-
forming inputs into outputs there is a corresponding
process of transforming costs into revenues. The
excess of revenues over costs is the net revenue, which
is taken as a measure of profit...The optimum position
of the firm is...defined as that position ocut of the
set of all possible positions for which the net revenue
is a maximum. (pp.2-3)

Over the years there has been a continuing debate (primarily
among economists) about the validity of the neoclassical theory of
the firm. The central issue in this debate is the theory's assump-
tion that the most important concern of corporate management is to
maximize profits, Some of those who disagree with this assumption
contend that managers of corporations which are characterized by a
divorce of ownership from control are more interested in maximizing

their company's rate of growth than in maximizing its profits

(Galbraith, 1971; Marris, 1964). Their explanation for this behavior
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is that the goals of managers (e.g., higher salaries, increased
power, greater prestige, etc.) are more closely related to the size
of a corporation than to its profitability. Others who disagree with
the preofit maximization assumption {e.g., Baumcl, 1967) note that
because managerial incentives are more often tied to increasing
total sales rather than profits, revenue maximizing is considerably
more important to managers than profit maximizing. Still others

who voice disagreement (e.g., Tintner, 194la, 1941b} maintain that
most managers are not concerned with maximizing profits since it

is impossible to do so under conditions of uncertainty. Accordingly,
it has been suggested that firms "satisfice” rather than maximize
profits because the calculations required to maximize profits are

too complicated and the data available are insufficient (Simon,

1957, 1979). Another point of view, expressed by Van Horne (1971),
is that management's objective is to maximize the value of the firm,
and that maximizing value is not the same as maximizing earnings.

Van Horne believes that value is represented by the market price of
a company's common stock, which is dependent upon management’s
investment, financing, and dividend decisions, the company‘s history,
and the type of industry the firm is in.

In defense of the profit maximization assumption several
economists (e.g., Alchian, 1950: Becker, 1962; Friedman, 1953) have
argued that competition and other forces in the external environment
of all corperations require them to be profit maximizers in order

to survive, whatever the inclinations of corporate management.



Furthermore, these economists note that no alternative assumption
has been as successful as profit maximization in predicting the
behavior of firms.

The following statement by Lipsey and Steiner (1972} provides
a more complete rationale for the profit maximization assumption:

It is assumed that the firm maximizes its profits...Y¥You
may well ask if it is sensible to build an elaborate

theory based on such a crude assumption about the motives
of businessmen. It is well known that some businessmen

are inspired by motives other than an overwhelming desire
to make as much money as possible...Should it not be said
that many motives affect business decisions and that a much
richer theory than simple profit maximization is necessary
to handl- so complex a problem as business decisions?

The real world is complex. A theory concentrates on
certain factors and deals with them on the assumpticn that
they are important ones and that those lynored are rela-
tivaely less important. If it is true that the key factors
have been included, then the theory will be successful in
predicting what will happen in the real world under speci-
fied circumstances. That a theory ignores some factors
known to be present in the world says nothing more than
that the theory is a theory and not just a photographic
reproduction of reality. If the theory has ignored some
really important factors, its predictions will be contra-
dicted by the evidence, at least in those situations in
which a factor ignored is quantitatively important.

How does this relate to profit-maximizing theory? First,
this theory does not say that profit is the only factor
that ever influences the businessman. It says only that
profits are an important enough consideration that a
theory that assumes profit maximization to be the busi-
nessman's sole motive will produce predictions that are
substantially correct, It follows from this that to point
out that businessmen are sometimes motivated by considera-
tions other than profits does not constitute a relevant
criticism of the theory. It may be that profit-maximizing
theory is substantially wrong. If so, the way to demon-—
strate this is to show that the predictions that follow
from the theory are inconsistent with the facts.
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Why is this assumption made? First, because it is

necessary to make some assumption about what motivates

decision makers if the theory i3 to predict how they

will act. Second, a great many of the predictions of

thecries based upon this assumption have been confirmed

by observation. Third, there is no general agreement

that an alternative assumption has yet been shown to

vield substantially better results. (pp. 170-171)

For another view of the rationale for profit maximization see
Nicholson (1975}, pp. 221-222.

In addition to its primary purpose {of explaining what type
of corporations have successful or unsuccessful proxy contests for
control), this study brings empirical evidence to bear on the
validity of the neocclassical theory of the firm and, in particular,
on its assumption of profit maximization. Specifically, if the
financial data redarding corporations which have had successful
control contests reveal that these corporations are relatively poor
performers compared to corporations which have had an unsuccessful
control contest and corporations which have not had a proxy contest,
this will provide indirect support for the theory of the firm and
its assumptior of profit maximization. On the other hand, data
which do not reveal this will constitute evidence against the theory

and its assumption.

Control Contests and the Stock Market

The stock market {(which is an institution where publicly
owned corporate securities are traded) has a number of important
economic functions (Baumol, 1965; Baumcl & Blinder 1979; Massaro,

1979). These functions include: (1) providing a means by which



30

corporations can grow and are encouraged to undertake capital
expenditures, (2) allocating the nation's financial resources to
various corpeorations, (3} providing individual investors with
liquidity for investment funds, and (4) serving as an indicator

of economic activity and cf confidence in the economy. The func-
tion which is especially relevant to the present study is how the
market encourages corporate managements to use the existing assets of
their organizations most efficiently (e.g., to produce the highest
profits) or how the market disciplines the less efficient manage-
ments who make low, but not necessarily negative, profits. Baumol
{1965) and Baumol and Blinder (1979) have asserted that the stock
market's pricing process accomplishes this function by assigning
higher prices to the securities of corporations with high prospective
earnings per unit of assets, and lower prices to the securities of
corporations with low prospective earnings. Thus, a company which is
operated inefficiently by its management presumably will have a

lower stock price than if it were operated efficiently. Conversely,
a company which is operated efficiently will have a higher stock
price.

Empirical research has revealed that proxy contests for control
frequently occur in corporations which are operated inefficiently
(Austin, 1964, 1965; Wattel 1966; Whetten, 1957, 1959). The
rationale for these contests is that when a company is operated
inefficiently, replacement of its management by one which is more

efficient (e.g., profit oriented) will increase the market value
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of the company's stock. Thus, proxy contests--or the threat of them--
may constitute an important disciplinary device by which stockholders
encourage corporate managements to use the existing assets of their
firms efficiently.

One reason for empirically studying the financial and struc-
tural characteristics of corporations which have had proxy contests
for control is to test the validity of Baum¢l and Blinder's theory
that the stock market, through its stock pricing process, encourages
managements to use their corporations' assets efficiently,

An important criticism of the theory of stock market discipline
concerns the relationship Baumol and Blinder posit between organiza-
tional efficiency {effectiveness) and profit maximization. Specifi-
cally, "unless many other variables are controlled for the relation-
ship between effectiveness and profit maximization is at best
dubious” (Shapiro, 1980, p. 1l). This criticism may affect the
theory's wvalidity.

Integration

1t 1s appropriate at this point to briefly summarize and inte-
grate the discussion of the two preceding sections of this chapter.
The stock pricing process is one mechanism by which the stock market
insures that the existing assets of corporations are utilized most
efficiently (e.qg., profitably). 1If this mechanism is effective to any
degree, then corporations will be subject to that degree to direct
market discipline. If successful control contests occur in corpo-
rations which are operated inefficiently and which have lower stock

prices than corporations which are operated more efficiently, then
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this will provide support for Baumol and Blinder's theory. Further-
more, if use of the proxy contest as a disciplinary device works
perfectly, then corporate managements which do not maximize profits
will not survive. This conclusion is relevant to the controversy
regarding the assumption of profit maximization in the neoclassical
theory of the firm. Specifically, support for the Baumol and Blinder
theory will provide indirect support for the theory of the firm and,
in particular, for its assumption of profit maximization.

gualifications

In the real world the use of the proxy contest as a disciplinary
device may not work perfectly. The important questiosn is how imper-~
fect is the device? A comparative study of the characteristics of
corporations which have had a successful control contest, an unsuc-
cessful contrel contest, or no proxy contest will indicate how well
this mechanism works. It must be emphasized, however, that the
present investigation is unlikely to provide a definitive answer to
this gquestion because it only considers one way (e.g., proxy contests)
in which the stock market disciplines firms that are operated in-
efficiently. Other ways that inefficiently operated firms are
disciplined, which are not considered in this study, are tender
offers and the difficulty they have in selling new stock to raise
capital. Aranow and Einhorn (1973} and Meade {(1968), and Baumcl
and Blinder (1979) discuss each of these disciplines respectively.
Furthermore, even though a strong relationship might exist between

control contests and profit maximization, moderating factors may
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make it difficult te generalize this relationship across all firms
and industries.

Hypothesis Development

Hypotheses will now be developed to describe the financial and
structural characteristics of corporations which have had a success-
ful or an unsuccessful proxy contest for contrel. Testing these
hypotheses empirically should provide information about what differ-
ences, 1f any, exist between firms in each category. This infermation
may also be useful in evaluating the validity of the theory of the
firm (including its assumption of profit maximization} and of Baumol
and Blinder's theory.

A point in time is implied in each of the sixteen hypotheses
which follow. All tests of these hypotheses will be made across the
three year period immediately preceding each corporation's control
contest., The rationale for selecting this particular time pericd is
discussed under the heading, "Use of Means" in Chapter III.

Financial characteristics. Accounting variables will be used

to describe the financial characteristics of corporations which have
had a successful or an unsuccessful contrel contest. Although there
are many such variables, the most meaningful in this context are

the: (1) rate of return on assets {Xl), (2 rate aof return on
equity (Xz), {3) net income (x3), (4) dividend payout rate (x4),

(5} annual cash dividends per share of common stock (xs}. (6) average

market value (price) per share of common stock for a given 12 month

period (x6), {(7) current ratio (X7J, and (8) price-earnings ratio



(XB). These variables were selected because they are the most mean-
ingful for determining how efficiently corporate assets are used

and because they are the most relevant to stockholders who are
contemplating a control contest.

Every firm has an aggregate of invested capital in the form of
assets. These assets are utilized by management to generate revenues
and net income. Firms strive to operate in such a way as to provide
shareholders with the best possible return per dollar invested. Rate
of return on assets measures the productivity of total assets. It is
calculated by dividing net income by total assets. Rate of return
on equity measures the productivity of stockholders' investments.

It is5 calculated by dividing net income by stockholders' equity.

Hypothesis l1--The value of rate of return on assets in corpora-
tions which have had a successful proxy contest for control is signif-
icantly less than it is in corpeorations which have had an unsuccessful
contrel contest.

Hypothesis 2--The value of rate of return on eqguity in
corporations which have had a successful proxy contest for control
is significantly less than it is in corporations which have had an
unsuccessful control contest.

The net income of a corporation measures its effectiveness
with regard to profitability. If operations are successful,
revenues and other gains will exceed expenses and losses. This
will result in a positive net income.

Hypothesis 3--The value of net income in corporations which
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have had a successful proxy contest for control is significantly
less than it is in corporations which have had an unsuccessful
control contest.

Common stockholders hope to receive a return based on two
sources: dividends and capital gains. Dividends are only paid
if a corporation earns sufficient net income and if its board of
directors approves their payments. Present and estimated future
earnings are the most important considerations in dividend payment
decisions {Massaro, 1979). Capital gains arise from an increase
in the market price of a company's common stock, which is generally
associated with a growth in earnings per share.

The dividend payout rate is the percentage of earnings that
a company pays in dividends. It is found by dividing annual cash
dividends per share of common stock by annual earnings per common
share. The variable, annual cash dividends per share of common
stock, 1s self-explanatory and needs no corment.

Hypothesis 4--The value of the dividend payout rate in
corporations which have had a successful proxy contest for control
is significantly less than it is in corporations which have had an
unsuccessful control contest.

Hypothesis 5--The value of annual cash dividends per share
of common stock in corporations which have had a successful proxy
contest for control is significantly less than it is in corporations
which have had an unsuccessful ceontrol contest.

Some stockholders regard a corporation's dividend payout rate
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and the annual cash dividends paid per common share as being mini-
mally important. These investors are primarily concerned with changes
in the market wvalue of their stock. This is because tax rates are
considerably lower on long-term capital gains from stock which has
increased its market value than they are on income from dividends.
If corporate common stock is held for more than twelve months, it
qualifies for long-term capital gains treatment, Thus, if a corpora-
tion follows a policy of paying little or no cash dividends, this
helps investors to minimize their taxes. Stockholders who are more
sensitive to changes in stock prices than to payment of cash divi-
dends would be unlikely to initiate or support a control contest
caused solely by a low dividend payout rate,

Average market value per share of common stock for a given 12
month period is equal to the mean of the high and low prices of a
corporation's stock during this period. This variable is used to
calculate the price~earnings ratio and will alsoc be used in the
multivariate analyses which are described in the following chapter.

The current ratio denotes the liquidity position of a corpo-
ration, the ratio of its total current assets to its current
liabilities. Austin (1964, 1965) and Whetten (1957, 1959) cite
large reserves of liguid assets as a cause of control contests.

Hypothesis 6-~The current ratioc in corporations which have had
a successful proxy contest for control is significantly greater than
it is in corporations which have had an unsuccessful control contest.

The price-earnings (P/E) ratio is a measure of corporate



growth. It is found by dividing the average market price per share
of a corporation's common stock for a given 12 month period by the
corporation's earnings per common share for that same period. High
P/E's are associated with high projected earnings growth, high ex-
pected dividend payout, and low variation in the rate of earnings
growth (Whitbheck & Kisor, 1963}.

Hypothesis 7--The price earnings ratioc in ceorporations which
have had a successful proxy contest for control is significantly
less than it is in corporations which have had an unsuccessful
control contest,

Structural characteristics. The following variables describe

the basic structural characteristics of a corporation: (1) dollar

volume of sales (Xgl, number of employees (xlo), and number of

common stockholders of record (xll) measure organizaticnal size,
(2) percentage of management and director ownership of common stock

{X..}, (3) Dboard size (X

12 {4) percentage of inside directors

13)’

(x,,), (5) percentage of ocutside directors (X, _), (6) domestic

14 15

corporation ( Yy, {7} multinational corporation }, and (8)

%16 X7

number of corporate coffices, plants, and/or suhsidiaries located
ocutside the United States (xls}. Together the structural and
financial variables provide a reasonably comprehensive description
of an organizatian.

Although it has been suggested that proxy contests seldom

occur in this nation's largest corporations {(Seligman, 1978), the

relationship between corporate size and the frequency of successful
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and unsuccessful control contests has not been empirically investi-
gated. Intuitive arguments posit that there is an inverse relation-
ship between corporate size and the probability of a successful
control contest. These arguments are based on the belief that large
corporations generally have so many stockholders that insurgents
find it extraordinarily difficult to win sufficient support to gain
control of the board. On the basis of this reasoning it may be
hypothesized that:

Hypothesis 8--The dollar volume cof sales in corporations
which have had a successful proxy contest for control is significantly
less than it is in corporations which have had an unsuccessful control
contest.

Hypothesis 9--The number of employees in corporations which
have had a successful proxy contest for control is significantly
less than it is in corporations which have had an unsuccessful
control contest.

Hypothesis 10--The number of commen stockholders of record in
corporations which have had a successful proxy contest for control
is significantly less than it is in corpeorations which have had an
unsuccessful control contest.

In corporations where management and/or directors own a sig-
nificant percentage of common stock, 1t is logical to assume that
insurgents will be unlikely to gain control of the board of directors.
It follows from this assumption that:

Hypothesis 11--The percentage of management and director
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ownership of common stock in corporations which have had a success-
ful proxy contest for contrel is significantly less than it is in
corporations which have had an unsuccessful control contest.

Board size refers to the aggregate number of full-time
directors. Substantial empirical evidence shows that board size
varies considerably among firms (Bacon, 1973; Brown, 1972; Copeland &
Towl, 1947; Laube, 1967) but that it has a consistently moderate
direct relationship with company size (Bacon, 1973; Brown, 1972;
Miner, 1978; Pfeffer, 1972). Since board size and company size are
directly related, it follows that:

Hypothesis l2--Board size in corporations which have had a
successful proxy contest for control is significantly less than it
is in corporations which have had an unsuccessful control contest.

An inside director is generally defined as any presently
employed or retired executive of a corporation. Inside directors
usually hold the position of CEQ, president, chairman, vice president,
retired senior executive, or chief executive of an operating subdi-
vision, subsidiary, or affiliated firm (Bacon, 1973). An cutside
director is any person who serves on the board of a corporation in
which he or she is not employed. Outside directors are most often
CE(Qs, presidents, chairmen, and executive or senior vice presidents
of corporations of equal size; senior officers of commercial banks;
and senior partners in law and investment banking firms (Bacon, 1973;
Grocbey, 1974; Mace, 1971; Zeitlen, 1974}. Outside directors outnum-

ber inside directors in most major organizations (Bacon 1973; Brown,
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1972; Clendenin, 1972). Austin (1964, 1965) and Whetten (1957,
1959) have found that one cause of proxy contests is the stockholder
belief that a board which consists of a majority of inside directors
cannot properly protect their interests.

Hypothesis 13-+The percentage of inside directors in corpo-
rations which have had a successful proxy contest for contreol is
significantly greater than it is in corporations which have had an
unsuccessful control contest.

Hypothesis ld4--In corporations which have had a successful
proxy contest for control the percentage of inside directors is
significantly greater than the percentage of outside directors.

Since there is no single, agreed-upon definition of either a
domestic or a multinational corporation, each will be defined as
follows for purposes of this study., A domestic corporation has
offices, plants, and/or subsidiaries in the United States only. A
multinational corporation has significant operations, which include
offices, plants, and/or subsidiaries, in the United States and in
at least one other country. Domestic corporation (xle) and
multinational corporation (Xl7) are used in the hypotheses which
follow, The number of corporate offices, plants, znhd/or subsidi-
aries located outside the United States (XlB) will be used in the
multivariate analysis in Chapter IV,

Hypothesis 15-~-The number of domestic corporations which have
had a successful proxy contest for control is significantly less than

the number of deomestic corporations which have had an unsuccessful
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control contest.

Hypothesis 16--The number of domestic corporations which have
had a successful proxy contest for contreol is significantly greater
than the number of multinational corporations which have had a
successful control contest.

Governmental regulation of the price an organization can
charge for its goods and services constitutes an important struc-
tural contingency. Organizations which operate in requlated indus-
tries include banks, insurance companies, transportation firms, and
utilities. It is presumed that there are fewer proxy fights in
regulated than in non-regulated industries because stockholders may
attribute inefficient operations (resulting in lower profitability,
stock prices, growth, etc.) to management policies and governmentally
imposed constraints rather than to the former alone. The realization
by dissatisfied stockholders that there is only a limited amount of
control management has over corporate operations may dissuade many
of them from initiating or supporting a control contest. Adding to
the presumption that fewer proxy contests for control occur in regu-
lated industries is the fact that crganizations in these industries
typically have a majority of outside directors on their boards
(Pfeffer, 1972}. This fact eliminates one cause of proxy contests:
stockholders' belief that a board which consists of a majority of
inside directors cannot properly protect their interests. Investi-
gation of these and other presumed effects government regulation has

upon proxy fights is beyond the scope of the present investigation.
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However, this is 3 subject for future research.

Before testing each of the foregoing hypotheses and discussing
the results, it is necessary to consider the nature of the corpora-
tions included in this study, how data was collected, and other

topics related to research methodology. This is the subject of the

following chapter.



CHAPTER III

RESEARCH METHODOLOGY
Sample

All public sources that report the occurrence of proxy contests
were reviewed for the years 1964-1978. The corporations included in
this study (N=93) are those: (1) which these sources identify as
having had a proxy contest for control with a definitive result
during this periocd, (2) which were traded on a securities market in
the United States during the year of and the three years preceding
their control contest, and (3) for which adeguate financial and
structural data are avajilable for analysis. These corporations re-
present approximately .12 per cent of the total number of corpo-
rations subject to the SEC's proxy rules during this time period.
Letters were mailed to the secretary or chief executive officer of
each of these corporations to verify the type, date, and results of
its proxy contest. Assurance was given that their corporation
would not be identified in this study. Appendix A contains an
example of the original and follow-up letters.

Table & presents an analysis of the 23 corporations cited above
in terms of total number of control contests per year, number and
per cent won by management, and number and per cent won by in-
surgents. Seventy-one (76%) of the 93 control contests were won
by management and 22 (24%) were won by insurgents. As is shown in
Toble 7, the 293 corporations are from widely divergent industries,
although most (nearly 57%) are involved in manaufacturing,
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Table ©

Anali'sis of Corporations Included in this Study
to Describe the Financial and Structural Characteristics
of Firms Which Have Had a Successful or an Unsuccessful
Proxy Contest for Control

Proxy Contests for Control

Year Total No. Won Per No. Won Per
No. by Mgt. Cent by In- Cent
Surgents

1964 5 3 60 2 40
1865 9 7 78 2 22
1366 & & 100 0 0
1967 12 8 67 4 33
1968 4 3 75 1 25
1969 S 4 80 1 20
1970 3 2 67 1 33
1971 11 10 21 1 9
1972 6 4 &7 2 33
1973 4 3 75 L 25
1974 3 2 66 1 33
1975 7 5 71 2 29
1976 7 4 57 3 43
1977 7 6 86 1 14
1978 4 4 100 ] J

Total 93 71 76 22 24

Mean 6.2 4.7 76 1.5 24

Median 6 4 75 1 25
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Table 7

Digstribution by Industry of Corporations Included in this Study
to Describe the Financial and Structural Characteristics
of Firms Which Have Had a Successful or an
Unsuccessful Proxy Contest for Control

Industrya Number Per Centb
Manufacturing 53 56.9
Service 9 9.6
Retail Trade 5 5.3
Transportation 5 5.3
Wholesale Trade 4 4.3
Finance 3 3.2
Insurance 3 3.2
Mining 3 3.2
Public Utilities 3 3.2
Real Estate 3 3.2
Construction 2 2.1
Total 93 99.5

aIndustry titles are the same as those used in the Enterprise
Standard Industrial Classification developed by the Office of
Management and Budget, Executive Qffice of the President. The
classification of each corporation by industry was found in the
Directory of Companies Required to File Annual Repeorts with the
Securities and Exchange Commission, 1964-1978.

bThe total is less than 100 per cent because of rounding.
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The choice of the period 1964-1978 was dictated by several
considerations. First, these years saw an unprecedented number of
stockholder protests against many traditional corporate policies.
Although not all these protests took the form of proxy contests for
contrel, it is interesting and informative to consider those that did
during this period of stockholder activism.

Second, financial and structural data about corporations which
have had a successful or an unsuccessful control contest should be
as current as possible in order to pe most meaningful in the present
and most generalizable for the future. This assumes that corporate
environments and characteristics change over time and, therefore,
newer data will be more representative than older data. Cbviocusly,
1964~1978 is a relatively recent pericd in corporate history.

Third, and most importantly, the 1964-1978 pericd was selected
because those were the only years in which sufficient information
about corporations which had a proxy contest for control could be
gathered.

A sample of 71 corporations which have not had a proxy contest
was used, along with the 93 corporations which had a successful or
an unsuccessful control contest, to test the validity of the profit
maximization assumption of the neoclassical theory of stock market
discipline. The size of the sample cof corporations which have not
had a proxy contest was egquated with the number of corporations
which had an unsuccessful control contest. As shown in Table 8,

this sample's distribution by industry was made approximately equal
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Table 8

Distribution by Industry of the Sample of Corporations

Which Have Not Had a Proxy Contest

Industrya Numberb Per Cent®
Manufacturing 41 57.7
Service 7 9.8
Retail Trade 4 5.6
Transportation 4 5.6
Wholesale Trade 3 4.2
Finance 2 2.8
Insurance 2 2.8
Mining 2 2.8
Public Utilities 2 2.8
Real Estate 2 2.8
Construction 2 2.8
Total 71 99.7

aIndustry titles are the same as those used in the Enterprise
Standard Industrial Classification developed by the Office of Manage-
Executive Qffice of the President.

ment and Budget,

of each corporation by industry was verified in the Directory of

Companies Regquired to File Annual Reports with the Securjities and

Exchange Commission, 1964-1978.

bThe number of firms in each industry was determined by multi-
plying the percentage of firms which had a suyccessful or an unsuc-

caessful control contest in the same industry (see Table 7) by 71

(e.g., service:

cThe total is less than 1U0% because of rounding.

.096 X 71 = 6.8 = 7),

47

The classification



48

to the distribution by industry of the 93 corporations which had a
successful or an unsuccessful control contest. Furthermore, the
sample of corporations which have not had a proxy contest was chosen
from the identical time period {(1964-1978) as the 93 corporations
which had a successful or an unsuccessful control contest. A vear
between 1964 and 1978 was randomly selected {(using a random number
table) for every corporation in order to determine which particular
vear each of the 7)1 corpoerations would be chosen from. The table

of contents section in the appropriate Moody's Manual (e.g., Moody's
Industrial Manual, Moody's Transportation Manual, etc.} for each
year chosen was used to select the indivudual corperations. A
systematic procedure was used to obtain twice the number of companies
required in each industry (e.g., manufacturing: 41 x 2 = B2, service:
7 x 2 = 14, etc,}). This was done to insure that there would be an
adequate number of companies having the necessary financial data

to test the profit maximization assumption and the Baumol and
Blinder theory. To select each company in a given industry for a
given year, the number of pages in the table of contents of Moody's
for that year was divided by twice the number of companies needed
for the same year. This procedure provided the page interval (e.g.,
select one company from every other page). Next, one company was
randomly selected from each of these pages. This established a

pool of companies for each industry from which firms could be
salected for inclusion in the analysis. Finally, one company at a

time was randomly selected from each industry pool and it was
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determined whether Moody's contained the necessary financial data

for the company to be included in the analysis. When the regquired
number of companies in each industry (see Table 8) with the requisite
financial data had been selected from each pool, the sample (N=71)
was complete.

This selection procedure insures that the distribution by
industry of corporations which have not had a proxy contest is
about equal to the distribution by industry of ceorporations which
have had a successful or an unsuccessful proxy contest for control
{see Tables 7 and 8). Furthermore, the data for corporations which
have not had a proxy contest are drawn from the same period (1964-
1978) as the data for corporations which have had a successful or
an unsuccessful control contest. These characteristics, in addi-
tion to relatively large sample size and the fact that firms which
have not had a proxy contest were randomiy selected, contribute to
the sample's relevance and validity.

Data Collection

Cata regarding the financial and structural characteristics of
corporations which have had a successful or an unsuccessful proxy
contest for control were cobtained from a number of pubhlic sources,
including corporate annual reports and proxy statements, Moody's
Manuals, Standard and Poor's Corpeoration Records, Fortune's Directory
of the 500 largest U. S, Industrial Corporations, Fortune's Directory
of the Second 500 largest U, S. Industrial Corporations, and SEC

documents. To help ensure its accuracy, the source of data for each
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corporation was compared to at least one other source. As indicated
in the precedinyg section of this chapter, data reqgarding the finan-
cial characteristics of corporations which have not had a proxy
contest were obtained exclusively from Mcody's Manuals.,

In view of the fact that most of the variables used to measure
the financial and structural characteristics of corporations in
this study are based on accounting data, it is necessary to briefly
consider their reliability and validity. Researchers (such as
Singh & Whittington, 1968) have found that the variables selected
for use in this study do, in fact, accurately and consistently
measure what they c¢laim to measure. Furthermore, despite inherent
defects in all variables which are derived from accounting data (see
Singh & Whittington, 1968, pp. 203-222 for a detailed discussion of
these defects), corporate financial analysts generally agree that
these variables still give the best available indication of the
current and past financial records of a corporation.

Use of Means

Each continuous variable which is used to describe a financial
or structural characteristic in this study is actually an arithmetic
mean. Data from the three years immediately preceding a corpora-
tion's control contest are used to calculate each of these variables.
For example, when determining the net income {x3) of a corporation
which had a control contest in 1978, x3 is calculated by finding the

arithmetic average of that corporation's net income for 1975-1977.

The same procedure is used to calculate each variable in corporations
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which did not have a proxy contest.

The use of means helps to insure that the variables more
accurately represent the financial and structural characteristics
of corporations included in this study by reducing the sharp fluctu-
ations which may occur in companies’ sales, earnings, etc. in any
given year. A three year period was selected because it is just
long encugh to obtain a representative description of a corporation's
financial and structural characteristics and because it is unlikely
that the discontentment which causes stockholders to initiate a
control contest would occur much before this time.

Statistical Analysis

Univariate analysis. In the chapter which follows, the

financial and structural characteristics of corporations which have
had a successful proxy contest for control are compared with those

of corporations which have had an unsuccessful proxy contest for
control., The data which represent these characteristics are first
analyzed on a univariate basis. The purpose of this type of analysis
is to distinguish between corporations which have had a successful
contrel contest and corporations which have had an unsuccessful
control contest on the basis of a single financial or structural
characteristic. A t test is used in each of the first 14 hypotheses
and a chi sgquare test is used in both hypotheses 15 and 16 to test the
null hypothesis that there is no significant difference in the mean

values of each financial and structural characteristic for the two
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groups of firms.

Multivariate analyses. The primary purpose of employing mul-

tivariate analysis in this research is to determine the extent to
which differentiation between corporations which have had a suc-
cessful proxy contest for contreol and corporations which have had
an unsuccessful proxy contest for control is increased by using
more than one financial and/or structural characteristic. That is,
the use of multivariate analysis is important for finding subsets
of the continucus variables which achieve a high degree of dis-
crimination between the two groups of firms. Multivariate analysis
is also used to predict the occurrence of a “"dependent” variable by
using several "independent” wvariables. For example, in this study
perhaps two or more financial and/or structural characteristics may
be used to predict the occurrence of a successful control contest.
The multivariate technique which is used for these purposes is dis-
criminant analysis.

Multivariate analysis is also used in this study to determine
if there is a significant difference in the mean values of rate of
return on assets, rate of return on equity, net income, and average
market value (price) per share of common stock for a given 12 month
period, respectively in corporations which have had a successful
control contest, an unsuccessful control contest, or no pProxy
contest. The purpose of this analysis is to distinguish between
each group of corporations on the basis of these financial charac-

teristics so that inferences can be made regarding the validity
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of the neoclassical theory of the firm and, in particular, its
assumption of profit maximization and the Baumol and Blinder
theory of stock market discipline. The multivariate technique
which is used for this purpose in one-way analysis of variance.
If the F ratio in an ANOVA is significant, the Scheffé test is
used to determine which treatment level means differ from the rest
by comparing the three means in pairs. Chi square tests weare
also used to determine if significant differences exist between
the proportion of minus signs in corporations which have had a
successful control contest, an unsuccessful control contest, or
no proxy contest for the variables rate of return on assets, rate

of return on equity, and net income.



CHAPTER 1V

RESULTS

Univariate Analysis

A summary of the results of the univariate analysis is presented
in Table 9. The means and standard deviations of the continuous
variables for corporations which have had a successful control contest
and for corporations which have had an unsuccessful control contest
are reported in Table 10.

Hypothesis 1 suggests that the rate of return on assets in
corporations which have had a successful proxy contest for control is
less than it is in corporations which have had an unsuccessful con-
trol contest. This hypothesis was tested using the Behrens-Fisher
test, The Behrens-Fisher technique is essentially similar to an
ordinary t test of difference of means, except it does not assume equal
variances for the values of the variables in the two groups {(see Winer,
1971, pp. 41-44 for a discussion of this method). Although Table 10
indicates that the mean value of rate of return is lower in corpo-
rations which have had a successful control contest than in corpo-
rations which have had an unsuccessful control contest, the difference
is not statistically significant (t = 1,121, df = 90). Hence,

Hypothesis 1 is not supported.

Hypothesis 2 submits that the productivity of stockhcolders'
investments, measured by rate of return on equity, is lower in
corporations which have had a successful control contest than in

corporations which have had an unsuccessful contrel contest. This
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Table 9

Results of Univariate Analysis

No. of Observations in

Hypothesis Group 1 Group 2 t or'xza Significance
1 22 70 -1.121 (9Q) n.s.
2 19 66 0.831 (83) n.s.
3 22 70 0.532 (90) n.s.
4 22 68 0.329 (88) n.s.
) 22 68 -0.576 (88) n.s.
6 19 67 0.7%4 (84) .S,
7 21 64 -1.722 (B83) n.s.
8 22 71 -0.837 (91) n.s.
9 21 65 -1.459 (84) n.s.

10 20 67 -1.351 (85) n.s.
11 15 47 ~6.067 {60]) p< .01
12 22 68 0.483 (88B) n.s.
13 20 67 -0.075 (85) n.s.
14 20 20 -0.049 (19) p< .06
15 L 33 5.120 (1} £<.,05
le 17 5 6.545 (1) p< .02

at = t-statistic; X2= chi square-static.

A t test is used in hypotheses l1-14 and a chi square test is
used in hypotheses 15-16.

Degrees of freedom are shown in parentheses.



Table 10

Means and Standard Deviations of Continuous
Variables for Each Group of Corporations

variable Corps. Which Have Had a Corps. Which Have Had an
Successful Control Contest Unsuccessful Control Contest
N Mean sD N Mean SD

Rate of return

on assets 22 ~.015 .116 70 .014 .080
Rate of return

on equity 19 .025 .142 66 -.031 .489
Net income 22 1,776,820 29760559E+5a 70 1,155,540 6714953SE+5b
Dividend payout

rate 22 .338 . 486 68 .289 .858
Annual cash

dividends per

share of com-

mon stock 22 . 292 .422 &8 . 359 . 495
Average market

value per share

of common stock

for a given 12

month period 22 14.713 16.394 68 14.625 10.133

a9



Table 10--Continued

Variables

Corps. Which Have Had a
Successful Control Contest

Corps. Which Have Had an
Unsuccessful Control Contest

N Mean sD N Mean sD

Current ratio 19 20.21 76. 1397 67 6.727 28.729
Price-earnings

ratio 21 10.791 22.921 64 27.873 ©8.485
Dollar volume - q
of sales 22 79,034,200 43144293E+8 71 116,779,000 916716042E+8
Number of

employees 21 2,234.56 3,052.554 65 3,753.26 6,372.236
Number of com-

mon stockholders

of record 20 5,704.56 2,995,676 &7 8,470.56 15,830,666
Percentage of

management &

director own-

ership of com-

mon stock 15 .022 .038 47 .157 .178
Board size 22 9.879 3.982 68 9.455 3.438

LS



Table 10~-Continued

———

Variables Corps. Which Have Had a Corps. Which Have Had an
Successful Control Contest Unsuccessful Control Contest
N Mean SD N Mean sSD

Percentage of
inside
directors 20 . 420 .172 67 .424 .178

Percentage of
outside
directors 20 .579 172 67 .575% .178

No. of corporate
offices, plants,
and/or subsid-
iaries located
outside the

U.s. 22 1.181 3.126 67 7.417 23.210
;29760559E+5 = 2,976,055,900,000.

67149535E+5 = 6,714,953,500,000.
343144293E+8 = 4,314,429, 300,000,000,

91671642E+8 = 9,167,164,200,000,000.

as



hypothesis is not supported by the results of the Behrens-Fisher
test {(t = ,831, df = 83, n.s.).

The third hypothesis proposes that corporations which have
had a successful proxy contest for control earn lower profits than
corporations which have had an unsuccessful control contest. The
results of the Behrens-Fisher test show that there is no significant
difference in the mean values of net income for these two groups of
firms (t = ,532, 4Af = 90). Therefore, Hypothesis 3 is not supported.

Hypothesis 4 states that the percentage of earnings that
companies which have had an unsuccessful contrel contest pay in
dividends is greater than the percentage paid by companies which
have experienced a successful control contest. This hypothesis did
not receive support using the Behrens-Fisher test {t = .329, 4f = 84,
n.s.).

According to Hypothesis 5, the value of annual cash dividends
per share of common stock in corporations which have had a success-
ful proxy contest for control is less than it is in corporations
which have had an unsuccessful control contest. An ordinary t test
(wnich assumes homogeneity of wvariance} was used to test this
hypothesis. Table 10 shows that the mean value of annual cash
dividends per share of common stock is lower in the former group of
firms than it i1s in the latter. Hypothesis 5 cannot be supported,
however, because this difference is not statistically significant
(t = ~.576, d4f = 88).

Hypothesis 6 predicts that the liquid assets of corporations
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which have undergone a successful control contest are greater than
those of corporations which have undergone an unsuccessful control
contest. Hypothesis 7 predicts that the P/E ratio in corporations
which have had an unsuccessful control contest is greater than it

is in corporations which have had a successful control contest. The
Behrens-Fisher procedure was used to test each of these suppositions.
Neither Hypothesis 6 (t = .754, df = 84, n.s.) nor Hypothesis 7

(t = -1.722, 4f = 83, n.s.) received support. Table 10 shows,
however, that the current ratio {(which measures liquid assets) and
the P/E ratio are in the predicted directioens.

The central issue in testing Hypotheses B, 2, and 10 is to
determine the relationship between corporate size and the frequency
of successful and unsuccessful control contests. In essence, these
hypotheses suggest that there is an inverse relationship between
corporate size and the occurrence of a successful control contest.
According to the results of the Behrens-Fisher test, there is no
significant difference in the mean values of any of the following:
{1) dollar volume of sales, (2) number of employees, and (3)
number of common stockholders of record for those corporations
which have or have not had a successful contrel contest. Hence,
Hypotheses 8 (t = -.837, df = 91, n.s.), 9 (t = -1.452, 4df = 84,
n.s.}, and 10 (¢t = -1.351, 4f = 85, n.s.)} are not supported. Again,
Table 10 shows that each of these variables is in the predicted
direction.

The Behrens-Fisher test demonstrates that there is a statis-



tically significant difference in the percentage of management and
director ownership of common stock between corporations which have
had a successful and corporations which have had an unsuccessful
proxy contest for contrel (t = -6.067, 4f = 60, p<.,0l). Table 10
shows that managers and directors of corporations which have
experienced an unsuccessful control contest own nearly 5.5 times
more common stock in their companies than managers and directors of
companies which have had a successful control contest. Thus,
Hypothesis 11 is strongly supported.

The results of an ordinary t test do not support Hypothesis
12 (£t = .483, df = 88, n.s.). This hypothesis suggests that the
number of members of the board of directers in companies which have
had a successful control contest is less than the number of board
members in companies which have had an unsuccessful control contest.

Based upon Austin's (1964, 1965) and Whetten's (1957, 1959)
findings that one cause of proxy contests is the stockholder belief
that a board which consists of a majority of inside directors can-
not property protect their interests, Hypotheses 13 and 14 were
developed. These hypotheses state, respectively, that: (1) the
percentage of inside directors in corporations which have had a
successful proxy contest for control is significantly greater than it
is in corporations which have had an unsuccessful contrel contest
and {(2) in corporations which have had a successful proxy contest
for control the percentage of inside directors is significantly

greater than the percentage of outside directors. The results of an
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ordinary t test (t = -.075, df = B85, n.s.) do not support the first
hypothesis since the percentage of outside directors (57.9%) is mar-
ginally greater (t = ~2,049, df = 19, o< .06) than the percentage of
inside directors (42%) in corporations which have had a successful
control contest, the second hypothesis is not supported either.
Given the lack of support for Hypotheses 13 and 14, Austin's and
Whetten's results appear equivocal. Hypothesis 15 suggests that
when a group of dissatisfied stockholders initiates a proxy contest
for control in a domestic corporation, they are more likely to be
unsuccessful than successful. Hypothesis 16 propeses that more
domestic than multinational corporations have had a successful

proxy contest for control. Because these hypotheses contain cate-
gorical variables, chi sguare tests are used to analyze the data.

As can be seen in Table 9, the chi square statistic for Hypothesis
15 is significant at the .05 level (X° = 5.12, df = 1). With
respect to Hypothesis 16, Table 9 reveals that x% = 6.545 (af = 1,
0<.02). Therefore, both hypotheses are supported: (1} the number
of domestic corporations which have had a successful proxy contest
for control (n=17) is significantly less than the number of domestic
corporations which have had an unsuccessful control contest (n=33)
and ‘2) the number of domestic corporations which have had a
successful proxy contest for control (n=17) is significantly greater
than the number of multinational corporations which have had a
successful contreol contest (n=5).

In summary, the results of the univariate analysis reveal
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that most of the variables do not distinguish between corporations
which have had a successful or an unsuccessful proxy contest for
control at a statistically acceptable level of probability (p<.05).
Only two variables, (1) percentage of management and director
ownership of common stock and (2) domestic corporation, were found
to make this distinction {(at the .0l and .05 levels, respectively).
Furthermore, it was found that there 1is a significant difference
(p<.02) between the number of domestic corporations and the number
of multinational corporations which have had a successful proxy
contest for control. It was also found that the hypotheses per-
taining to rate of return on assets, annual cash dividends per
share of common stock, current ratio, B/E ratio, deollar volume of
sales, number of employees, and number of common stockholders of
record had results in the predicted directieons but these results
were not statistically significant.

Although the univariate analysis has yielded some insights
about corporations which have had a successful or an unsuccessful
proxy contest for control, it is impossible to arrive at an accurate
profile of these firms without employing multivariate analysis. In
multivariate problems of this kind it is quite possible for a
variable which is individually a bad discriminator to become a
good discriminator when it is considered along with other variables.
In fact, in general, the relative discriminating powers of the
variables considered on their own have no cbviocus relationship with

the relative discriminating powers of the same variables in a
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multivariate context.

Multivariate Analyses

Discriminant analysis. In the present research, stepwise

discriminant analysis is used to identify those continuous variables
which maximally separate firms which have had a successful control
contest and firms which have had an unsuccesgful control contest.
"The mathematical objective of discriminant analysis is to weight
and linearly combine the discriminating variables in some fashion
so that the groups are forced to be as statistically distinct as
possible” (Klecka, 1975, p. 435). This is accomplished by forming
one or more linear combinations of the discriminating wvariables.
(For a mathematical discussion of how the discriminant coefficients
are derived see Cooley & Lohnes, 1971, pp. 243-250 and Tatsuoka,
1971, pp. 157-164.)

Discriminant analysis originated with the work of Fisher (1936)
who developed the linear discriminant function. The rationale for
selecting this technigque is provided by Goldstein and Dillon (1978),
who affirm the use of a linear discriminant function to predict
categorical group membership when the predicator variables are con-
tinuous. Multivariate data are analyzed using version eight of the
Statistical Package for the Social Sciences (SPSS) computer program
for stepwise discriminant analysis (Klecka, 1975; Hull & Nie, 1979).
This program selects variables for entry into the analysis on the
basis of their discriminating power.

Version eight of the SPSS Stepwise Discriminant Analysis
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program randomly selects between approximately 40 and 60 per cent
of the cases in a given sample to construct the discriminant Eunc-
tion. The remaining casegs constitute a hold-cut sample. The size
of a particular hold-out sample is, therefore, a function of the
number of cases used to construct the concomitant discriminant func-
tion. The discriminant function's ability to correctly classify
cases is tested on the hold-cut sample.

The rationale for using a subset of cases to construct the
discriminant function and then classifying the remaining cases (the
hold-out sample) using that same function is as follows:

The percentadge of cases correctly classified will always

be optimistic when the same cases are used both to com-

pute the discriminant function and in classification.

Stepwise variable selection makes the situation much

worse. To get an unbiased estimate of the error rate

when a set of coefficients is applied to a different

sample, [it is necessary to)] randomly split the sample

into two parts, one for computing coefficients and one

for estimating the error rate. {Hull & Nie, 1979,

p- 1lB8).

Splitting a sample into two subsamples, one fo. computing
the coefficlents of the digscriminant function and the other for
testing the function's predictive power, reduces the effects of
sampling errors and search bias. Each of these factors can lead to
serious overstatement of the predictive power of a discriminant
function. Predictions of group membership are made for each case
in the second subsample {the hold-out sample) using the discrim-

inant function developed from the data in the first subsample.

The resulting classification matrix no longer is affected by either



gsampling errcrs or search bias (Frank, et al., 1965).

The program to construct the discr.minant function begins by
selecting the predictor variable which yields the minimum value of
Rao's V, a statistic which measures the distance between groups.
This variable maximally differentiates between each group. The
program then pairs this variable with each of the other predictor
variables, one at a time, and computes the value of Rao's V for
each pair. The second variable selected to enter the discriminant
function is the one which, when added to the initial variable,
produces the largest change in Rao's V. Then, each of the remain-
ing variables is combined, one at a time, with these two variables.
The variable, which when combined with the other two, produces the
largest change in Rao's V is the third included in the discriminant
function. This procedure continues until all predictor variables
have heen selected or until selection of additional predictor
variables does not improve discrimination.

Before a predictor variable is used to calculate Rao's V a
partial F test is performed. This test measures the discrimination
a variable contributes to the discrimination achieved by the other
variables selected. If the partial F ratio (the statistic derived
from the F test) 1s too small, no variable will be entered into the
discriminant function, regardless of how large a change it produces
in Rao's V. Finally, variables are tested for removal from the

discriminant function on the basis of their partial F ratio. If the
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F ratio indicates that a variable no longer has significant dis-
criminatory power, it is removed.

The stepwise program also calculates the minimum tolerance of
each variable before including it in the analysis. A variable will
not be included in the analysis whose minimum tolerance is less
than 0.001.

The minimm tolerance test is used . . . to give better

protection against ill-conditiconed matrices and multi-

collinear variable sets. The tolerance of a variable in

the analysis at any given step is the proportion of its

within-groups variance not accounted for by other var-

iables in the analysis. . .The tolerance of a wvariable

not in the analysis is the tolerance it would have if it

were included. The minimum tolerance of a variable X

is the smallest tolerance any variable in the analysis

would have if X were included. {Hull & Nie, 1979,

pp. 186-187).

For a more detailed description of the minimum tolerance test see
Frane (1977).

The stepwise program was used to construct 91 unigque discrim-
inant functions from various combinations of six or fewer of the l6
continuocus variables. The variables in each set were selected
because of their proven or latent discriminatory power. Variables
with proven discriminatery power include: (1) those found to be
significant discriminators in the univariate analysis and (2) those
with high data weights found in a discriminant function constructed
using all 16 continucus variables. Variables with latent discrim-
inatory power are contained in hypotheses which the univariate

analysis found toc be in the predicted direction but which were not

statistically significant. Frank, et al. (1965) note that searching

&7
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for a good model {e.g., selecting subsets of variables which work
best for a particular sample) may bias results. They suggest that
bias results may be eliminated by estimating "parameters using only
a part of the data available for a given study and compar|[ing]
predictions obtained by using these parameters against the remainder
of the data" (p. 254). Thus, the use of hecld-ocut samples in the
present research eliminates biased results.

By comparing the percentage of corporations which each of the
91 discriminant functions had correctly classified to each function's
chanca level,l it was determined that only two of the functions are
useful for predicting categorical group membership. The first
function can optimally be used to classify corporations which have
had an unsuccessful proxy contest for contrcl. The second function
can optimally bhe used to classify corporations which have had a
successful control contest.

As indicated in Table 11, the first discriminant function
consists of three continuous variables. The order of entry of each
variable into this function (and each variakble's conseguent discrim-
inatory power) is as follows: (1) rate of return on assets, {(2)
rate of return on equity, and {(3) percentage of management and
director ownership of common stock. The Pearson product-moment
correlations hetween these variables are reported in Table 12. The

correlations indicate that the variance between each pair of variables
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Table 11

Summary of Results of First Stepwise
Digscriminant Analysis

Step Variable No. of Rao's Change in
No. Entered or Variables v Rao's V
Removed Included
1 Rate of return
on assets 1 3.0511 3.0511
p. Rate of return
on equity 2 7.0187 3.9676
3 Percentage of

management and

director own-

ership of common

stock 3 9.1434 2.1247

a_. . .

Sixty-one cases (16 corporations which had a successful and 45
corporations which had an unsuccessful control contest) were
used to construct the first discriminant function.

bNo variable was removed in any step of the analysis.



Table 12

Pearsos Carrelations Betwesn Continugus Varilablesd B

variable {lisced by numbesrxr)

variable 1 1 1 4
1. Annusl cash dividends pax
share of commn stock ——
2. Soard size 241 ——
[.007Y
3. ODollar woluss of sales 238 179 ——
[.007) (.049%)
4. Avarage sarkac value par
share of cocreon atock for . 604 .718 .352 —
a given 12 month parxiod (.001) {.020) (.oom)
3. wNumber of corporats ffices,
plants, and/or subsidiariss .17 .210 « 300 . 264 —~——
located cutmide the U.5. (005} (.923) {.230% (. 006}
6. bdat Lncose + 320 - 022 .533 -390 -. 089
{-00L) {.410] {.0QL) {.000) {.261}
7. Numpar of smploysas . 355 . 307 N TS 140 .30%
(-001) (.002) {.00L} {.001) {.003)
8. FParcentage of inside =-.1%3 ~. 538 -.0%2 - L4 =-.108
directors (.33 {-001} (-311y {.085) (.147)
%. Pearcentagw of outsida 193 -518 .082 164 108
dlreceors {.038) {.001) (.3LH (.06%) {.147)
10, Mumber of comoon atoDck~ L2212 .29 - 387 L3147 453
boldays af record (.030} 1.004) {.0a1) (.0LL) (.330)
11. Aats of recurn o0 assecs . 317 . 048 N-}1 .84 -.0%0
{.001) {.33) (-374) (.003) {330
12. Aats of raturn on squlicy . L1 -.059 QL7 -.01l6 -.022
(.143) {.298) 1. 48 {.440) {.423)
1). Dividand payour ratas 1] 017 . 101 393 Q83
{.001) (. 437) {.171) {.001) (. 2T4}
14. Current xatis -. 03 =-.1317 -.0%% -. 132 =-.931
[-1%4) (.109) [« 34%) {.118) {-322)
13. »Price=-sarnings ratio -, 043 - 108 -. 018 168 -.031%
(. 34%) {.18)) L. 430} (-082) (.183)
l&. Parcantage al sanagament
& director ownership of -, 199 -.47% -.307 -.202 -. 207
conmon stock {.C8l) [.001) [.208) {.0Im (.058&)
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vVariable (listed by number)

Variable 6 7 8 9 10
6. Net income ——
7. HNumber of employees . 303 —-_—
(.002)
8. Percentage of .077 -.206 -—
inside directors (.2329) {.032)
9. Percentage of .077 . 206 -1.00 —-_—
outside directors (.239) (.032)
10. Number of common .276 . 7126 -.184 .184 -
stockholders of record {.005) (.00 {.049) (.049)
l1l. Rate of return . 301 . 044 .056 -.056 -.036
of assets (.002) (.343) (.301) (.301) (.370)
12. Rate of return .233 .010 -.033 .033 -,.095
on equity {.016) [.462) {.381) (.381) {.202)
13. Dividend payout -108 122 -.148 . 148 . 164
rate {.155)} (.134) (.088) (.084) {.067})
14. Current ratio -,033 -.168 -.140 .140 -.042
{.381) (.068) (.105) (.105) (.3%3)
15. Price-earnings .019 ~-.017 .047 -.047 .017
ratio (.432) (.438) {(.337 {(.337) (.437)
16. Percentage of manage- -.141 -.412 . 371 -.371 -.304
ment & director own- (.136) {. 001 (.Q0L) (.001} (.009)

ership of common stock
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Variable {listed by number)

Variable 11 12 13 14 15 16
11. Rate of return -—=

on assets
12, Rate of return .46%2 -

on equity {.001)
13, Diavidend payout .161 . 046 -

rate (.064) {.338)
14. Current ratio ~. 006 .015 .058 -—-

(.477) (.444) (.299)

15. Price-earning .129 -.026 .537 . 084 -——

ratio (.120) (.408) (.001) (.229)
16. Percentage of . 168 .Q15 . 009 .104 . 140 ~—-

management &
director own-

ership of common

stock

(.095) (.452) (.471}

.216) {(.138}

8The Pearson correlations have been computed using version eight of
the SPSS Computer program PEARSON CORR (Nie, Hull, Jenkins,

Steinbrenner,

& Bent,

1975).

bSignificance levels are shown in parentheses.
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is low. This means that the information each variable contributes
to discriminate between the two groups of firms is not, for the most
part, redundant of the information provided by the other variables.

The standardized discriminant function coefficients in Table
13 indicate the discriminatory power of each accompanying continu-
ous variable in a multivariate context. Combining the three coef-
ficients and their concomitant variables yields the following stan-
darized linear discriminant function:

=, 7 - . + . .
D 966 9xl 91045X2 51706X12 (1)

The discriminant score (D} for a given corporation is found by
summing the product of each standardized coefficient and its corres-
ponding standardized continucous variable. The value of D is reported
in standard form. This means that, over all corporations in the
analysis, the score has a mean of zero and a standard deviation of one.
Thus, a particular discriminant score indicates the number of stan-
dard deviations that a corporation varies from the mean of all corpo-
rations on the discriminant function.

Since continuous variables are not generally expressed in
standard form, standardized discriminant function coefficients are
not very useful for computational purposes. Therefore, Table 13 also
lists the unstandardized discriminant function coefficients. These
coefficients do not express the relative discriminatory power of
each variable since they have not been adjusted for the measurement
scales and for variability in the continuous variables. A corpora-

tion's discriminant score is found by summing the products of the



Table 13

Coefficients of First Discriminant Function

variable Standardized Unstandardized
Coefficient Coefficient
Rate of return on assets (Xl) .96679 6.454406
Rate of return on equity (xz) ~.91045 -2.8175%46
Percentage of management &
director ownership of
common stock (Xlz) .51706 1.191513

aConstant = ~_359G9490.
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raw value of each continuous variable and its corresponding un-
standardized coefficient, Adding a constant to adjust for the grand
means will yield a discriminant score which is equal to the one
computed with standardized coefficients and variables.

Table 14 is a classification matrix for the first discriminant
function. It shows the number and percentage of firms which have
been correctly or incorrectly classified by the stepwise procedure.
According to this table, the first discriminant function correctly
classified 73.1 per cent of the corporations in the hold-out sample
which had an unsuccessful control contest. This "hit-rate" is
slightly abcve the chance level, making the first discriminant func-
tion somewhat useful for classifying corporations which have had an
unsuccessful control contest. Table 15 reveals that the second dis-
criminant function correctly classified 90.0 per cent of the corpora-
tions in the hold-out sample which had a successful control contest.
The second function is, therefore, extremely valuable for classifying
corporations which have had a successful contrel contest.

It should be noted again that the hold-out samples used to test
each discriminant function vary in size (N=32 and N=43) because the
number of cases used to construct each discriminant function is dif-
ferent. A more detailed explanation of why the hold-cut samples vary
in size and of how they are selected by the 5PSS Stepwise Discriminant
analysis program is given in Hull and Nie (1979), pages 187-189.

As is shown in Table 16, the second discriminant function is

composed of the following continuous variables (presented in decreas-



Table 14

Classification Matrix for First Discriminant Functiona

Predicted Group Membership (listed by number)

Actual Group L 3

1. Corps. Which Have Had

a Successful Control
Contest (n=6) 4 (66.7%} 2 (33.3%)

2. Corps. Which Have Had
an Unsuccessful Control
Contest (n=26) 7 (26.9%) 19 (73.1%)

Percent of Cases Correctly
Classified: 71.88

Chance Level = .70

% The first discriminant function has bheen used to classify cases
in a hold-out sample (N=32).

76



77

Table 15

e . . . L ., a
Classification Matrix for Second Discriminant Function

Predicted Group Membership (listed by number)

Actual Group 1 2

1. Corps. Which Have Had
a Successful Control
Contest {(n=10) 9 {90.0%) 1 (10.0%)

2. Corps. Which Have Had
an Unsuccessful
Control Contest (n=33) 15 (45.5%) 18 (54.5%)

Percent of Cases Correctly
Classified: 62.79

Chance Level = 64

aThe second discriminant function has been used to classify cases
in a hold-out sample (N=43).



Table 16

Summary ©of Results of Second Stepwise
Discriminant Analysis

Step Variable No. of Rac’s Chanqge in

No. Entered or vVariables Y Rac's
Removed Included

1. Percentage of man-

agement & director
ownership of common

stock 1 1.4509 1.4509
2. Rate of return on

equity 2 3.68602 2.2093
3. No. of corporate

offices, plants,
and/or subsidiaries
located outside

the U.S. 3 4.9858 1.3256
4. Rate of return on
assets 4 7.4091 2.4233

a,.. . )
Fifty cases {12 corporations which had a successful and 38
corporations which had an unsuccessful control contest) were
used to construct the second discriminant function.

No variable was removed in any step of the analysis.
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ing order of discriminatory powerl): (1) percentage of management
and director ownership of common stock, {2} rate of return on
equity, (3} number of corporate offices, plants, and/or subsidiaries
located outside the Untied States, and (4) rate of return on assets.
This function's standardized and unstandardized discriminant coef-
ficients are presented in Table 17. Combining the four standard-
ized coefficients and their concomitant variables yields the fol-
lowing linear discriminant function:

= - . + . .98 .
D .8?195X1 64246X2 84252x12 + .9 343X18 (2)

The Pearson product-moment correlations between each pair of
variables in the second discriminant function are reported in Table
12. As was the case with the first discriminant function, the cor-
relations indicate that the variance between each pair of variables
is low. Thus, the information each variable contributes to classi-
fying the firmg does not repeat the information provided by the
other variables.

Analysis of variance and chi square tests. In the present

research, one-way analysis of variance is used to determine if
significant differences exist between certain relevant financial
characteristics of corporations (rate of return on assetsg, rate

of recurn on equity, net income, and average market value per share
of common stock for a given 12 month periocd) which have had a suc-
cessful control contest, an unsuccessful control contest, or no

proxy contegst. The objective of this analysis is to provide a basis



Table 17

Coefficients of Second Discriminant Function

Variable Standardized Unstandardized
Coefficient Coefficient
Rate of return on assets (xl} .87195 9.808068
Rate of return on equity (xz) ~.64246 ~2.157787
Percentage of management and
director ownership ~f common
stock (x12) .84252 1.93716l
No. of corporate offices, plants,
and/or subsidiaries located
.006938790

outside the U.S. (Xla} . 98343

qconstant = ~.9226048
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on which inferences can be made about the validity of the profit
maximization assumption of the neoclassical theory of the firm and
about the walidity of the theory of stock market discipline.

Table 18 presents the means of the variables used in each one-
way ANOVA. The result of the analysis of variance for rate of return
on assets (see Table 19) indicates that at least two of the three
means are not equal (F = 4.76851, p «<.0l). The mest appropriate
technique to determine which means differ is the Scheffe test (Hicks,
1973) because it may be applied a postericri, it does not require
equal sample sizes, and it allows an infinite number of comparisons.
The Scheffe test shows that the mean of rate of return on assets is
significantly greater in corporations which have not had a proxy
contest than it is in corporations which have had a successful con-
trol contest. This is the only significant difference in means in-
dicated by the Scheffé test for this ANOVA.

As is shown in Table 20, the result of the analysis of variance
indicates that there is no significant difference between the means
for rate of return on equity in each group of firms (F = 1.,23821,
n.s.). Table 21 shows that the value of the F ratio (7.55855) is
significant at the .0l level. Thus, at least one mean differs sig-
nificantly from the rest. According to the results of the Scheffé
test, the net income in corporations which have nol had a proxy
contesat is significantly greater than the net income in corporations
which have had either a successful or an unsuccessful control

contest.

8l
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Table 18

Means of Variables Used in ANOVAsa

Corps. Which Have

Variable Had a Had an Not Had
Successful Unsuccessful a Proxy
Control Control Contest
Contest Contest
Rate of Return on Assets ~.0156364 .0142143 .0424366
(229 (7Q) (71)
Rate of Return on Equity .0256842 -.0313485 . 060493
{19) (66) (71}
Net Income .177683 .115554 .659448
{22) {70) {71)

Average market value per
share of common stock
for a given 12 month
period 14.7134 14.6254 26.8711
(22) (08) (71}

a . ,
Numher of observations are shown in parentheses.
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Analysis of Variance for Rate of Return on Assets

Source Degrees of Sum of Mean F
Freedom Squares Squares Ratio

Total 162 1.15588

Treatments 2 .0650223 .0325112 4.76851*

Exrror 160 1.09086 .Q0681789

*po< .0l
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Table 20

Analysis of Variance for Rate of Return on Equity

Source Degrees of Sum of Mean F
Freedom Squares Squares Ratio

Total 155 18,2066

Treatments 2 . 289995 . 144997 1.13821

Error 153 17.9166 -117102




Table 21

Analysis of Variance for Net Income

Source Degrees of Sum of Mean F
Freedom Squares Squares Ratio

Total l62 130.673

Treatments 2 11.2804 5.64021 7.55855¢*

Error 160 119.392 . 746203

*p<. 01
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Chi square tests were used to determine if significant differ-
ences exist between the proportion of minus signs in corporations
which have had a successful control contest, an unsuccessful control
contest, Cr no proxy contest for the variables rate of return on
assets, rate of return on equity, and net income. The results of
the tests indicate that the proportion of minus signs in corporations
which have not had a proxy contest is significantly less than it is
in corporations which have had a successful or an unsuccessful
contrcl contest for rate of return on assets (x2 = 9.306, 4df = 2,
p<.0l), rate of return on equity (x2 = 7.257, df = 2, p<.05), and
net income (X° = 7.551, df = 2, p < .05).

Finally, the result of the ANOVA for average market value per
share of common stock for a given 12 month period (shown in Table 22)
indicates that the three means are not all equal (F = 6.48337, p< .0l).
The Scheffe test reveals that the average market value per share of
common stock for a given 12 month period is signiticantly greater in
corporations which have not had a proxy contest than it is in corpo-
rations which have had either a successful or an unsuccessful control

contest.
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Table 22

Analysis of Variance for Average Market Value
per Share of Common Stock for a Given 12
Month Period

Source Degrees of Sum of Mean F
Freedom Squares Sgquares Ratio

Total 160 78199.7

Treatments 2 5930.95% 2965.47 6.48337*

Error 158 72268.7 457. 397

* <. 0k



88

FOOTNOTES - CHAPTER IV

1The appropriate chance level for each discriminant function

is determined by calculating the proportional chance criterion for
! . , 2

unequal group sizes. The estimate for chance level is C=p + (1-p)}7,
where p is the proportion of corporations in the hold-cut sample
which have had a successful contrel contest and 1 - p is the pro-
portion of corporations in the hold-out sample which have had an
unsuccessful control contest (Lirtzman, 1981}).



CHAPTER V

DISCUSSION AND SUMMARY

Development of a Theoretical Framework Regarding Proxy Contests

for Control

The results of the univariate analysis indicate that it is
difficult to distinguish between firms which have had a successful
and firms which have had an unsuccessful proxy contest for control on
the basis of a single corporate financial and/or structural charac-
teristic. Indeed, only two such characteristics—--percentage of
management and director ownership of common stock and domestic
corporation~-were found to be useful in making this distinction.

The results of the Qdiscriminant analysis demonstrate, however,
that it is possible for a variable which is individually a bad
discriminator to become a good discriminator when it is considered
along with other variables. Thus, this analysis produced two dif-
ferent linear discriminant functions containing various combinations
of the continuous variables used to describe the financial and
structural characteristics of corporations which have had a suc-
cessful or an unsuccessful control contest. Austin's (1964, 1965)
finding that proxy contests often have multiple causes lends indi-
rect support to the conclusion that a combination of variables may
be used to distinguish between each group of corporations.

The first discriminant function's individual and overall "hit

rates” (see Table 14) indicate that it can optimally be used to
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classify corpeorations which have had an unsuccessful proxy contest

for control, A 90 per cent "hit rate" for corporations which have had
a successful control contest and a 54.5 per cent "hit rate" for cor-
porations which have had an unsuccessful control contest (see Table
15) indicate that the second discriminate function is most useful

for classifying the former group of firms.

Since 66.6 per cent of the variables contained in the first
discriminant function describe corporate financial characteristics
{see Table 11), it may be inferred that these characteristics are
more useful than structural characteristics for correctly classifying
corporations which have had an unsuccessful control contest. Indi-
rect support for this conclusion comes from empirical research by
Austin (1964, 1965), Wattel {(1966), and Whetten (1957, 1959}. These
investigators have found that proxy contests are caused by a variety
of financial factors, including poor operating performance (general
inefficiency and stagnant growth). The first discriminant function
contains two of the variables which are typically used to measure
these financial factors. Furthermore, the fact that the hypethesis
involving rate of return on assets has results in the predicted direc-
tion adds a modicum of support to the foregoing conclusion. In the
second discriminant function financial and structural characteristics
are of equal importance in classifying corporations which have had
a successful control contest (see Table 16).

The financial variables which are most useful for discriminat-

ing between each group of firms, based on the number of functions in
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which they are included, are rate of return on assets and rate of
return on equity. These variables are contained in both discriminant
functions. According to the same criteria, the most useful structural
variable is percentage of management and director ownership of common
stock. This variable is also contained in both functions. Its abil-
ity to distinguish between each group of firms is substantiated by

the strong support Hypothesis 11 received.

in Chapter I, it was stated that this study would attempt to
answer the following questions: (1) what are the important financial
and structural characteristics of corpcrations which have had a suc-
cessful control contest? (2} how are these characteristics different
from those of companies which have had an unsuccessful control contest?
and (3) is it possible to identify specific financial and structural
characteristics which may make a firm more likely to have a success-
ful or an unsuccessful control contest?

From a univariate standpoint, percentage of management and
director ownership of common stock, domestic corporation, and multi-
national corporation are the only wvariables tested which individually
provide definitive answers to the preceding gquestions. First, in
corporations which have had a successful control contest management
and directors own considerably less common stock than in corpeorations
which have had an unsuccessful contrel contest. Second, domestic
corporations have more unsuccessful than successful control contests.
Finally, successful control contests occur more often in domestic

than in multinational corporations.
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I1f we assume that domestic corporations are relatively small
(especially compared to most multinational corporations) and that the
common stock in such companies is often closely held by their manage-
ment and directors, then one possible explanation of the above univar-
iate results is the following: The reason domestic corporations have
more unsuccessful than successful proxy cantests for contrel is that
the fairly large percentage of common stock held by their management
and directors makes it very difficult for insurgents to acqguire enocugh
proxies to gain control of the board. Yet, because company size is
a stronger deterrent to insurgents' success than concentrated ownership,
there are more successful control contests in domestic than in multi-
national corporations.

From a mul:ivariate standpoint, the important financial and
structural characteristics of corporations which have had a success-
ful control contest are: (1) percentage of management and director
ownership of common stock, (2) rate of return on equity, (3) number
of corporate offices, plants and/or subsidiaries located outside the
United States, and (4) rate of return on assets. Three of these
characteristics~-percentage of management and director ownership of
common stock, rate of return on equity, and rate of return on assets--
are useful in classifying corporations which have had an unsuccessful
control contest. Thus, it is possible tc identify the specific finan-
cial and structural characteristics which make a firm more likely to
have a successful or an unsuccessful control contest.

Neither the univariate nor the multivariate analyses identify
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annual cash dividends per share of common stock, average market

value (price) per share of common stock for a given 12 month period,
current ratio, dividend payout rate, dollar volume of sales, net in-
come, number of employees, number of common stockholders of record,
board size, percentage of inside directors, percentage of outside
directors, or price-earnings ratioc as being useful in discriminating
between the two groups of firms. Since percentage of inside directors
is not a useful discriminator, no support is found in the present
study for RAustin's (1964, 1965) and Whetten's (1957, 1959) conclusion
that one cause of proxy contests is the stockholder belief that a
board which consists of a majority of inside directors cannot properly
protect their interests. The lack of support for this conclusion is
understandable given the fact that subsequent to the time of Austin's
and Whetten's research, the boards of most major corporations con-
sisted of a majority of outside directors (Bacon, 1973; Brown, 1972;
Clendenin, 1972}. Additionally, Austin's, Whetten's, and Wattel's
(1966) finding that large reserves of liquid assets is a cause of
proxy contests is not supported by this investigation because current
ratio {the variable used to measure liquid assets) was not found to

be a useful discriminator.

Evidence Concerning the Theory of the Firm and the Theory of Stock

Market Discipline

In addition to its primary purpase of empirically examining the
salient financial and structural characteristics of corporations

which have had a successful or an unsuccessful proxy contest for



control and relating these characteristics to a thecretical frame-
work, this dissertation brings empirical evidence to bear on the
validity of: (1) the neoclassical theory of the firm and, in
particular, on its assumption of profit maximization and (2) the
Baumol and Blinder theory of stock market discipline. Since each
of these theories is described in Chapter II, no attempt will be
made to restate those descriptions here.

Theory of the firm. The principal assumption of the neo-

classical theory of the firm is that corporate management is pri-
marily concerned with maximizing profits. It may be conjectured
that: (1) corporations which have not had a proxy contest are more
profitable than either corporations which have had a successful

or an unsuccessful control contest, (2) corporations which have

had an unsuccessful control contest are more profitable than cor-
porations which have had a successful control contest, and (3} cor-
porations which have had a successful control contest are less
profitable than either of the other two groups of firms. The
rationale for these suppositions is that: (1} the lower a com-

pany's profitability, the more likely a proxy contest is to occur

and (2} 1if a proxy contest does occur, the lower a company's profit-

ability, the more likely its stockholders are to assign their proxies

to a group of insurgents seeking control of the board. Insurgents
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promise stockholders that if they are successful in winning a majority

of directorships, they will replace the incumbent management with one

which is more profit oriented,



The variables which were used to measure profitability in this
investigation are rate 0of return on assets, rate of return on equity,
and net income. The results of the ANOVAs and Scheffé tests in
Chapter IV provide some support for the foregoing suppositions.
Specifically, it was found that: (1) rate of return on assets is
significantly greater in corporations which have not had a proxy
contest than it is in corporations which have had a successful con-
trol contest and (2) net income in corporations which have not had
a proxy contest is significantly greater than it is in corpeorations
which have had either a successful or an unsuccessful control con-
test. Although no significant difference was found for rate of
return on equity between each group of firms, the data in Table 18
show that rate of return on equity 1is greater in corperations which
have not had a proxy contest than it is in corporations which have
had either a successful or an unsuccessful control contest.

The results of the chi square tests in Chapter IV provide sup-
port for the supposition that corporations which have not had a
proxy contest are more profitable than corporations which have had a
successful or an unsuccessful control contest. Specifically, it was
found that the proportion of minus signs in corporations which have
not had a proxy contest is significantly less than it is in corpo-
rations which have had a successful or an unsuccessful control con-
test for the variables rate of return on assets, rate of return on
equity, and net inconme.

Considered in toto, these findings constitute moderate support

95
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for the profit maximization assumption and, conseqguartly, for the
neoclassical theory of the firm.

Theory of stock market discipline. Baumol and Blinder's theory

of stock market discipline posits that the stock market disciplines
managements of corporations which are operated inefficiently (e.g.,
which make low, but not necessarily negative, profits) by assigning
low prices to the securities of their corporations. Since empirical
research has demonstrated that proxy contests frequently occur in
corporations which are operated inefficiently (Austin, 1964, 1965;
Wattel, 1966; Whetten, 1957, 1959), it seems reasonable to assume
that the price of common stock in corporations which have had a
successful or an unsuccessful proxy contest for control wiil be
lower than it is in corporations which have not had a proxy contest.
The evidence from the present research strongly supports this assump-
tioen. As reported in Chapter IV, the average market value per share
of common stock for a given 12 month period was found to be signif-
icantly greater in corporations which have not had a proxy contest
than it is in corporations which have had either a successful or an
unsuccessful control contest.

The nature and degree of the discipline exercised by the stock
market has an important bearing on the controversy concerning the pro-
fit maximization assumption of the theory of the firm. The results
of the present study show that the stock market enccurages manage-
ments to use their corporations' assets most efficiently (e.g., to

produce the highest profits) in order to reduce the risk of exper-
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iencing a control contest. This finding provides some support for
the profit maximization assumption of the theory of the firm.

Practical Implications for Corporate Management

The results of this research have several practical implications
for corporate management. First, this research identifies some of
the financial factors which may cause a proxy fight. These factors
are low profitability {(as measured by rate of return on assets, rate
of return on equity, and net income) and low market value of common
stock, compared to corporations which have not had a proxy contest.
Furthermore, this research identifies some corporate structural
characteristics which may determine the cutcome of a proxy contest
for control. These characteristics are percentage of management
and director ownership of common stock and domestic corporation.
Specifically, successful control contests occur more often in: (1)
domestic than in multinational corporations and (2} corporations
in which management and directors own only a small percentage of the
common shares outstanding.

Second, since the number of successful proxy contests for
control is greater in corporations in which management and directors
own a small percentage of common stock, this suggests that the greater
this group's percentage of ownership, the less chance insurgents have
for gaining control of the beoard. BAgain, the finding that domestic
corporations have fewer successful than unsuccessful control contests
may be due to the relatively large percentage of common steck owned

by their management and directors. Corporate managements, therefore,
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should consider the merits of increasing employee (particularly,
management. and directer) common stock ownership. Although the
present tax laws do not favor the use of stock options, there are

a number of alternative methods for increasing stock ownership

among employees. These methods include market value purchases, book
value purchases, and exercise bonuses. (For a description of these
techniques see Glueck, 1979, pp. 321-322.)

Third, the finding that there are more successful proxy
contests for control in domestic than in multinational corporations
implies that company size (assuming that multinationals are signif-
icantly larger in size than domestics) may influence the results of
control contests. This inference is partially supported by the fact
that the means of each of the three measures of organizational size
{dellar volume of sales, number of employees, and number of common
stockholders of record) are slightly (but not significantly) lower
in corporations which have had a successful control contest (see
Table 10). If smaller corporations are indeed more likely to have
successful control contests, then one way of averting this outcome
is to increase organizational size. This suggestion may be partic-
ularly applicable to medium-sized firms which are not small encugh
to be closely held by their management and directors and which are
smaller than the larger multinationals.

Achieving the required increase in size to avert a success-
ful control contest may be a problem for companies with low profits.

For example, a company with low profits may not have sufficient
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retained earnings to enlarge itself. There are, however, some
possible methods such companies can use to increase their size.

First, if a company's profits are not extremely low and if the

company has very few corporate bonds outstanding, it might be able

to obtain capital to expand by issuing more bonds. The company

might also issue more equity to finance expansion. A second way

for a company to enlarge itgelf is by participating in a friendly
merger with a company of similar size and profitability. Third,

a company may increase its size by acquiring smaller companies through
stock exchanges,

Fourth, in order to reduce the risk of having a proxy contest
for control, corporate managements should pursue profits vigorously
and attempt to maximize them whenever possible.

The final practical implication of this study pertains to the
potential value of the two discriminant functions for predicting the
results of control contests. These functions may be used as supple-~
ments to the methods managers {and dissident shareholders) now employ
to make such predictions. Cbvicusly, of course, the development of
discriminant functions which have higher "hit rates" would be of
significantly greater value.

Suggestions for Future Research

This study suggests further lines of research. Additional
financial and structural variables should be investigated to deter-
mine their value in differentiating between corporations which have

had a successful and corporations which have had an unsuccessful
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proxy contest for control. A replication of the current study
during a different time period, particularly one in which there are
more corporations which have had a successful control contest,
appears to be in order. Determining the nature and amount of
difference between the variables used to separate each group of
firms would also be enlightening. Finally, a useful cbjective for
future research would be to determine what other financial and/or
structural characteristics can be used to distinguish between
corporations which have had a successful control contest, an un-
successful control contest, or no proxy contest.
Summar

This dissertation is the first attempt to empirically identify
the financial and structural characteristics of corporations which
have had a successful or an unsuccessful proxy contest for control
of thelir boards of directors and to relate these characteristics
to a theoretical framework. It remains for future research to
validate the current results, %o explain more precisely what kind
of corporations have successful or unsuccessful control contests,
and to explain in greater detail how the behavior of individual
firms is related to the occurrence of these contests.

In conclusion, exploring the differences between corporations
which have had a successful or an unsuccessful proxy contest for
control and relating these findings in applied settings appears to

be a prolific area for future research.
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Appendix A

Dear

I would truly appreciate it if you would send me a copy of your
corporation's annual report for 19 =19 |, inclusive.

In addition, I would like to know whether your company was
involved in a proxy contest for control of its board of directors
(e.g., insurgents seeking majority representation on the board)
during 19 and what the results of this contest were (e.g., were
the insurgents successful or unsuccessful in gaining control?).

The information you send me will be used as part of a research
project I am conducting regarding the characteristics of publicly
traded corporations which have had successful or unsuccessful
proxy contests for control. Please be assured that your company's
name will not be identified in any part of the study. I will be
happy to send you a copy of the results of my research if you
desire,

Thank you very much for your kind attention and help.

Sincerely yours,

Alan N. Miller

Ph.D. Candidate in Busihess

Baruch College, City University
of New York

3113 Floral Vista Avenue
Henderson, MNevada 89015
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Dear

Recently, I wrote to you requesting copies of your corporation’s
annual report for 19 -19 , inclusive. Since I have not received
a reply, I am writing again to request the same material. In
addition, please advise me whether your company was involved in a
proxy contest for control of its board of directors (e.g.,
insurgents seeking majority representation on the board) during

19 and what the results of this contest were (e.g., were the
insurgents successful or unsuccessful in gaining control?}.

The results of my research may provide practical information for
corporate officers wishing to preclude costly proxy contests.

As I mentioned in my previous letter, I will be happy to share
the results of this research project with you if you desire.

I weould truly appreciate your prompt reply. Thank you for your
kind attention,.

Sincerely,

Alan N. Miller

Ph.D. Candidate in Business

Baruch College, City University
of New York

3113 Floral Vista Avenue
Henderson, Nevada 89015
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