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Foreword 

Suppose you asked 100 practicing money managers the following question: 
What is the most important function you perform for your clients? 
Undoubtedly, many would quickly respond that selecting good stocks and 
bonds is the most fundamental decision they make on a day-to-day basis. 
Alternatively, some managers would argue that determining the proper asset 
and sector class allocations is (and should be) their primary focus. Still others 
might go so far as to say that educating investors about the nature of sisk- 
and its relationship to promised return-is the true purpose of any investment 
counselor and that the actual investing is just a matter of details once the 
client's expectations have been properly managed. 

Although reaching any sort of consensus on this seemingly simple query 
might be difficult, one response that you probably would not hear is that 
portlolio managers can best serve clients by cooperating with the companies 
in which they invest. If anything, the historical model of the financial services 
industry suggests that money managers should be advocates for investors to 
an extent that might require them also to be adversaries of corporations. The 
premise for this traditional view is that by centralizing control of capital among 
several investors, portfolio managers can serve as more-efficient monitors of 
corporate managers than if the individual investors performed this iunction 
separately. In this manner, the theory holds, many of the principal-agent costs 
that attend investing in the stock market-such as the payment of excessive 
perquisites-can best be controlled. 

Notice that this view of money-manager-as-monitor carries with it the 
implied threat that a firm might be "disciplined" by having large blocks of 
stocks liquidated if it does not perform as expected. Indeed, the proliferation 
of hostile takeovers in the 1980s is often cited as compelling evidence of this 
trend toward investor activism. What if, however, institutional investors per- 
formed their monitoring role in a less threatening, more proactive manner? 
In particular, what if investors acquired large stock positions for long periods 
of time in an effort to work with firm management to increase organizational 
efficiency? In this monograph, Sanjai Bhagat, Bernard Black, and Margaret 
Blair examine whether this type of commitment-which has been called 
"relational" investing-actually does add value for the money management 
client by increasing firm value. 
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Specifically, the authors focus on the size and length of the stock positions 
investment advisors, investment companies, and broker/dealers take in vari- 
ous corporations and attempt to correlate these blockholdings with subse- 
quent firm performance. At the end of this research, Bhagat, Black, and Blair 
summarize their findings as follows: "A conclusion that we can legitimately 
come to [is that] relationship investing is, at worst, neutral, and most probably 
adds value in many situations." If this seems a tepid judgment, the reader 
should bear in mind that the statistical methods the authors used are designed 
to be extremely conservative and protect against making strong statements 
prematurely. The problem in this case is not that the evidence supporting 
relationship investing is weak; rather, the significance of the myriad correla- 
tions reported varies greatly with the time period examined and how the 
investor is defined. In short, despite not being easily summarized, these 
findings do support the efficacy of investor-corporate partnerships. 

Beyond their empirical work, the authors have done an excellent job of 
laying out the issues that define relationship investing. They have provided 
the reader with a brief but comprehensive literature review of research that 
further endorses the view that large block investments help to increase firm 
value. Bhagat, Black, and Blair are to be commended for the thoroughness of 
their effort and for extending the debate on institutional investor activism into 
these previously uncharted waters. Although the findings of their investiga- 
tion might not have been as strong as they had hoped, the monograph 
nonetheless contains useful and thought-provoking information that 
enhances our understanding of this topic in a substantive way. The Research 
Foundation is proud to have supported this work, and we are pleased to bring 
it to your attention. 

Keith C. Brown, CFA 
Research Director 

Research Fouladation of the 
Institute sf Chadered Financial Alaalysts 

@?The Research Foundation of the ICFA 
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Blockholdings of Investment 
Professionals 

Corporate manzgers are the dominant power brokers in large U.S. corpora- 
tions, but a substantial amount sf financial research argues that U.S. corporate 
performance would be improveci if corporatioas had monitors to oversee their 
managers (see Berle and Means 1932, and Jellsen and Meckling 1976). 

Roe (1991) noted that the particular political and economic history of the 
United States might be responsible for the donlillance of corporate managers. 
After IVorld War 11, through the early 1970s, the United States was the 
dominant economic power in the world. This dominance is consistent with the 
argument that corporate goveimance and the power structure at that time was 
appropriate for the U.S. economy. Corporate America was delivering the 
goods, so the U.S. had no need to reconsider the corporate power structure. 
Others might argue that U.S. global economic dominance in this period was 
a direct result of the war, which had destroyed the physical and econonlic 
infrastructure of most other major economic players in the world. 

Regardless of the reasons for the economic successes of the postwar 
period, by the late 1 9 7 0 ~ ~  even casual observers of the U.S. economy noted 
that U.S. corporatio~zs were losing their global conzpetitive edge. Tl~e popular 
media argued that the decline in U.S. global competitiveness was the result 
of mismanagement of corporate resources. The argument was that corporate 
managers were more interested in expanding and promoting their empires 
than in serving shareholder interests. These observers noted that the reason 
managers were successful in engaging in such behavior was lack of meaning- 
ful oversight of their decisions and lack of an alternative power with disciplin- 
ing authority. 

In the 1 9 8 0 ~ ~  hostile bidders (raiders) perhaps played this monitoring/ 
disciplining role with corporate takeovers, acquisitions, and mergers. The long- 
term effect of such raiders on corporations and the near-term effect can other 
stakeholders has been a matter of some concern (see Bhagat, ShleiIer, and 
Vishny 1990). Sometime in the late 1980s, hostile takeovers became much rarer. 
Colnmenb and Schwert (1995) and Bhagat and Jefferis (forthcoming 1998) 
discussed and provided potential explanations of this decline in takeovers. 

OTFhe Research Foundation of the ICFA 1 
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Starting in the early 1990s, both the popular and academic media started 
emphasizing the benefits of "relational investing." Relational investors are 
those with large equity ownership who are patient but active monitors of 
managerial performance. The expectation is that those investors would help 
managements set corporate policy but not continuously threaten them with 
proxy fights or collaborate with outside bidders (raiders). Large institutional 
investors, which often have sizable and relatively illiquid stakes in their 
portfolio companies, are seen as well situated to play the role of relational 
investors, and the argument is that many more would play the role with the 
removal of certain legal impediments, such as the Glass-Steagall Act, which 
currently hinder institutional activi~rn.~ Such arguments, however, have 
largely been made only on theoretical grounds, because empirical evidence 
that active institutional investors positively affect corporate performance is 
scarce. 

The concepts of relational investors and institutional investors are inter- 
twined. Indeed, some commentators use the terms interchangeably. The 
evidence, however, suggests that not all types of institutional investors are 
alike in their ability (or have the incentive) to effectively monitor and construc- 
tively engage corporate managers. The Securities and Exchange Commis- 
sion's (SEC's) 13-D form (required when an investor's block ownership 
exceeds 5 percent) notes at least 10 types of instih~tional investors: broker/ 
dealer, bank, corporation, employee benefit or pension plan, holding com- 
pany, investment advisor, insurance company, individual, investment com- 
pany, and partnership. Although these types of institutional investors might 
not differ in any economic sense, evidence in Brickley, Lease, and Smith 
(1988) and in Bhagat and Jefferis (1991) suggests that at least some of thew 
play quite different roles in corporate governance. 

This monograph focuses on the role of investment companies, investment 
advisors, and broker/dealers as relational investors, analyzing their effects on 
corporate performance. Other researchers have looked for evidence of per- 
fonnance effects from certain actions that investors or investor groups take 
(e.g., filing shareholder resolutions, targeting a firm for takeover, or publiciz- 
ing poor performers). Although such studies help in understanding the 
market's reaction to certain blockholder actions, they may entirely misunder- 
stand how relationship investing works. Relational investors generally work 
constructively with management, usually without media glare or much, if any, 
public disclosure. Thus, the only way to determine the effect of relational 

l ~ e e ,  for example, Black (1990, 1992a, and 1992b); Roe; Coffee (1991); Jacobs (1991); Porter 
(1992); and Twentieth Century Fund (1992). 
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investors on firm performax~ce is to consider performance over long horizons 
of several years. 

Vre examined the relationship between ownership of large blocks of stock 
by investment companies, investment advisors, and broker/deders and the 
financial perfornlance of the 1,534 largest U.S. companies they own. The study 
period was 1983 to 1995 and included various subperiods. 

MTe used 12 definitions of relational investors; these definitions represent 
different measures of the size of blockholdirmgs and the number of years over 
which the blocks were held. Specifically, we considered 5 percent, 10 percent, 
15 percent, and 20 percent blockholdings over two-, four-, and six-year periods. 
For investment companies and investment advisors, we noted a secular 
increase in the number of relational investors over our sample period, regard- 
less of the definition of "relational investor." During this same period, we 
observed no particular pattern for broker/dealer relational investors. 

As market-based measures of performance, we used cumulative rnarket- 
adjusted returns over two-, four-, and six-year periods. 1% found evidence 
consistent with the notion that investment company blockholders in the latter 
half of the 1980s helped improve firm performance in the future. For the early 
1990s, we found evidence consistent with the argument that broker/dealer 
relational investors improve concurrent performance of firms in which they 
have blockholdings. MTe documented evidence that suggests that broker/ 
dealer relational investors increase their holdings in firms that have exhibited 
poor stock performance in the recent past. 

We also used four accounting-based performance measures and found 
that investment company relational illvestors invested in companies that 
experienced high rates of asset growth during the study period. Our evidence 
also suggests that in the early 1980s, investment company relational investors 
helped improve firm performance. We found evidence consistent with the 
argument that investment advisor relational investors in the early 1990s 
focused their holdings on companies that had experienced poor performance 
in the recent past. Broker/dealer blockholders in the mid-1980s appeared to 
increase their holdings of firms that had experienced good perfomlance in 
the recent past. 

Literature Review 
Evidence suggests that active involvement by large-block shareholders, 
especially institutional investors, could improve corporate performance, 
although some of this evidence is anecdotal. Many people who believe 
strongly in the idea of relationship investing are drawing inferences from 
business historians' descriptions of the roles that large investors, such as 
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Pierre DuPont, J.P. Morgan, and in contemporary times, 'lyarren Buffet, 
played in companies in wl~ich they invested (see, e.g., Lowenstein 1991 and 
De ]Long 1991). Aclditional anecdotal evidence is based on cor~iparisons olt7.S. 
colnpanies, which operate in a regime of wiclely dispersed shareholdings with 
very little effective ~nonitoring by institutional investors, wit11 fil-nls in 
Germany ancl Japan, where monitoring by i~istitutional investors is believed 
to be much more intense (see Edwards and Eisenbies, fortl~corning 1998). 

Corporate Gapvernance Rules and Pe~aranarace. Indirect evidence 
shows that corporate governance rules (such as antitakeover charter 
amendnients) and structures affect "re value of firms anld that efforts by 
investors to 66refori~~y' governance arrangements can generate positive market- 
aeljustetI returns (Blair 1994 provides a detailed review of this evidence). 

Various types of antitakeover devices-supermajohv amentlnnermts, poi- 
son pills, board e~ztrenchment, antigreenmail, ancl issuance of blank clieck 
prekeued stock-have been shown to reduce the value of the adopting com- 
pany's shares (see Bhagat ant1 JeEeris 1991). The negative effects of these 
antitakeover devices have been estimated to range from a high. of ahout 3 
percent of value (for supermajority amendments) to as little as 0.34 percent of 
value (for poison pills in companies that do not face takeover speculation). 
A.lthough the value effects of these governance arrangements appear small, 
they are statistically significant. Gordon and Pornnd (1993) studied the perfor- 
malice of a sample of firms that" within a very short period of time in the 1980s, 
adopted a large number of antitakeover protections (which Gordon and Pound 
called 'bornnibus plans"). They found that such companies had unusually high 
cash Rows during the two or three years surrounding the adoption of the 
protections, but other than th& they were unable to find any evidence of long- 
term performance differences between firms that had few takeover protec- 
tions and fii-ms that had a large number of takeover protections. 'Flatls, the 
evidence is weak that antitakeover governance features strongly inflrlelnce 
corporate value in the long run. 

Many scholars and commenkfors have argueel that one of the corporate 
governance benefits of having large-block shareholtlers is that they are more 
knowledgeable ancl active than small, dispersed shareholders in encotlraging 
firms to repeal antitakeover arrangements in favor of arrangenze~~ts that 
enhance the value of the firm. This point has found cluile a bit of el-aipirical 
support. 

Bhaga~ and Jefferis (1991) found that the fraction ol total votes the chief 
executive officer (CEO) controls, the fraction of votes oficers and directors 
control, and the voting power of outside directors are negaeively related to the 
likelihood that an antitakeover arnendnment will be proposed. The authors' 
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evidence suggests that officers who are blockholders tend to oppose amend- 
ments but are less vigorous in their opposition than officers ~Yho are not 
blockholders. 

The positive influer~ce of ownership by ESOPs (Employee Stock Owner- 
ship Plans) on the likelihood that antitakeover m~endrnents will appear in the 
proxy is striking because of the magnitude of the effect and its contrast with 
the effect of increased ownership by corporate insiders. The ESOP block of 
votes has the special feature that although the shares are owned mostly by 
rank-and-file employees, management has the implicit right to cast the votes 
attached to these shares. Bhagat and Jefferis (1991) found that when manag- 
ers control a block of votes and do not face the direct cost of value-decreasing 
charter amendments, they are more willing to propose such changes than 
when they do bear this cost. 

Brickley, Lease, and Smith (1988, 1990) found that certain institutions 
(which they describe as "pressureresistant'? are more likely than other 
shareholders to vote at all, more likely to vote against manager propo,sals, and 
more likely to vote for proposals by other shareholders. Gordon and Pound 
(1990) and Van Nuys (1990) found that shareholder proposals receive more 
support at companies with poor long-term pedor~nance or strong proincurn- 
bent rules and that different types of shareholder and manager proposals 
receive different levels of institutional support. This pattern suggests that 
institutional investors exercise significant discretion and judgment, opposing 
management only when they have good reason to believe that management 
performance has been subpar. Agrawal and Mandelker (1990) documented 
that companies with high institutional ownership realize zero stock returns 
when the current managers propose antitakeover amendments and that com- 
panies with less institutional ownership realize negative returns. This fact 
suggests that if institutional ownership is high, managers are less likely to 
propose value-reducing antitakeover amendments. 

Studies by Gordon and Pound (1992) for the California Public Employees' 
Retirement System (CalPERS) and by Gillan and Starks (1994) investigated 
whether large minority-block shareholders, especially institutional investors, 
can enhance corporate value by pressing for governance reforms. Nesbitt 
(1994) measured the total "excess return" (over the S&P 500 Index) earned 
by shareholders in 42 companies that CalPERS targeted for specid gover- 
nance attention during the 1987-92 period. From 1987 to 1989, CalPERS 
targeted 18 companies, largely in an attempt to reverse antitakeover amend- 
ments that these companies had previously passed. The companies in this 
group had experienced poor market performance in the years leading up to 
GalPERS' involvement, but Nesbitt found no evidence of superior market 
performance for these firms after GalPERS got involved. In contrast, Nesbitt 
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did find evidence that the pedormance of firms targeted in the 1990-92 period 
improved after GalPERS got involved, but these firms were, for the most part, 
targeted for their poor performance per se, not for corporate governance 
arrangements that were deemed to be antitakeover. Nesbitt's sample sizes are 
smaltll, however, and he provicled no information about the statistical signifi- 
cance of his findings. 

Gordon and Pound (1992) examined a sample of 33 cases in which an 
investment partnership with a large minority blockholding in a company 
undertook a "proxy challenge to obtain partial board representation or to 
modify a specific corporate policy." They found that common shareholders 
earned market-adjusted abnormal returns of about 30 percent. The authors 
considered only proxy challenges in which the investor showed no intention 
of acquiring the company or controlling the board. The authors did not explain 
what kinds of corporate policy changes were included in their sample, so we 
cannot say whether they were related to changing the companies' corporate 
governance rules. 

Gillan and Starks found that when institutional investors targeted firms 
for reform by "sponsoring shareholder proposals seeking the repeal of previ- 
ously enacted antitakeover amendments," shareholders realized a positive 
and statistically significant market-adjusted return in a 30-day window around 
the date when the institutions mailed out the proxies. Over the longer term 
(measured as a series of 21-day trading months stretching out two years), 
however, the cunlulative returns were not statistically different from zero. 

In sum, the evidence shows that large minority-block shareholders, espe- 
cially outside shareholders, resist some antitakeover amendments and that 
the market generally bids down the shares of companies that adopt them. 
There is liMle or no evidence, however, that antitakeover amendments, even 
those that result in stock-price declines, actually cause any reduction in the 
underlying performance of the companies that adopt them. There is also little 
or no evidence that large investors' actions to change certain antitakeover 
corporate governance policies can increase stock prices in the long run. 

Wlrs 1% a Relational Investor? Neither the academic literature nor the 
popular press has provided an unambiguous definition of relational investor, 
although most commentators refer to relational investors as individual orga- 
nizations, or groups that own a block of stock in a company over a period of 
time. These commentators also suggest that such blockholders engage in 
'6constructive dialogue" with the company's management. The size of the 
block of stock or the length of the holding time is seldom, if ever, carefully 
defined, motivated, or specified. The nature and substance of constructive 
dialogue is discussed with even less specificity or consistency. 
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Vlre used four definitions of a block of stock based on percentage held and 
three definitions sf the holding period. These clefinitions are neither mutually 
exclusive nor exhaustive. In our opinion, however, based on our understanding 
sf the empirical research on this topic, these definitions provide a usefill and 
structured starting point for defining relational investors. We considerecl 
bIockholders that own (a minimum of) 5 percent, 10 percent, 15 percent, or 20 
percent of a company's stock. (Thns, a company that has one 15 percent 
blockholder far a certain period will also have at least one 10 percent and one 
5 percent blockl~older for the same period.) Oau three rnillirnuln holding 
periods were two years, four years, and six years. I-Ience, the 1983-93 period 
has 10 overlapping two-year holding periods (1983-84,1984-85, . . . ,1992-931, 
8 overlapping four-year holding periods (1983-86,1984-87, . . . , 1990-431, and 
6 overlapping six-year holding periods (1983-88,1984-89, . . . , 1988-93). 

A prerequisite to constructive dialogue is an understanding-indeed, a 
sophisticated understanding-of the firm's financial environment. Investment 
companies, investment advisors, and broker/dealers, given the nature of their 
businesses, are required to have a thorough and current understanding of 
financial markets in general and, in particular, of specific industries in which 
they specialize. Their significant equity stake in the companies under study 
provides these blockholders with appropriate economic incentive to engage 
in constructive dialogue with corporate managers. 

The Robe of Relational investors. McEacliertl (1975) found weak evi- 
dence that firms with a controlling shareholder were somewhat Inore profit- 
able than firms that were manager controlled. Salancik and Pfeffer (1980) 
found that for firms with a controlling shareholder, CEO tenure correlated 
with fir111 profitability but that this relationship was not true for other compa- 
nies. Holderness and Sheehan (1985) found that the purchase of a majority 
block by an outsider, without announced plans for a conlplete takeover, 
procluced a 9.4 percent stock-price gain over a 30-day window. They found no 
evidence, I-nowever, that Tobin's q or any other accounting measure of profit- 
ability differs between majority-owned and diffusely owned f i r ~ n s . ~  

Early studies suggested that share ownership by insiders correlates 
positively with measures of Tobin's q up to about 3 percent of shares but found 
no consistent evidence of a relationship between performance and insider 
ownership beyond that point. (Morck, Shleifer, and 'Vishny 1988; Wruck 

2~ob in ' s  q is the market value of the film divicied by replacement cost of the firm's assets. 
Tobin's q greater than Z can be attributed to supcl-ior firm performance-that is, the market 
value of the firm is greater than its replacei~~ent cost. Conversely, inferior firm performance is 
reflected in Tobin's q of less than 1. 
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1989). McConnell and Servaes (1 990) found a statistically significant positive 
relationship between the degree of insider ownership and Tobin's q up to 
about 40 to 50 percent. Himmelberg and PaIia (19941, however, suggested that 
the empirical relationship between Tobin's q and managerial ownership is firm 
specific (i.e., some firms do better with high managerial ownership, and some 
do not; the relationship is idiosyncratic) and little or no evidence shows that 
changes in managerial ownership in a given firm lead to changes in Tobin's q. 

Black (1992b) reported that "companies with high inside ownership are 
more likely than manager-controlled companies . . . to agree to a friendly 
acquisition and less likely to expand sales at the expense of profits. Bidders 
with high inside ownership make fewer conglomerate acquisitions, make 
better acquisitions generally, and pay lower takeover premiums." Black's 
comments summarize the findings reported in about a dozen other studies 
(see Black 1992b, p. 919, for more citations). 

On large minority bIockholdings by outsiders, MikkeIson and Ruback 
(1985) and others have found increases in the stock value of target firms upon 
the announcement that an investor has taken a large block position, but most 
of the positive returns are explained by eventual takeover of the firm. The 
gains are subsequently reversed for firms that are not taken over. Barclay and 
Holderness (19921, however, found a sustained, market-adjusted increase in 
the price of the remaining publicly traded shares in the wake of a transaction 
in which a large block of shares is acquired at a premium. This finding is true 
for firms that were not subsequently acquired (at least within the first year), 
as well as for firms that were subsequently acquired, although the increase is 
smaller for the nonacquired group. 

Bhagat and Jefferis (1994) investigated targeted share repurchases, or 
"greenmail" transactions, in which managers agree to repurchase a block of 
shares at a premium from a single shareholder or group of shareholders. Tlae 
motivation for the repurchase is presumably the deterrence of a takeover on 
terms that would be unfavorable to incumbent management. Bhagat and 
Jefferis studied the joint distribution of ownership, performance, managerial 
turnover, and takeover activity at repurchasing firms during a five-year period 
centered on the repurchase. They compared this distribution with that of a 
control sample selected on the basis sf size and industry and with the distri- 
bution that describes the experience of firms filing 13-D forms. The authors' 
evidence suggests that a blanket characterization of managers who pay green- 
mail as poor performers seeking shelter from market discipline at the expense 
of shareholders is unwarranted. They found that firms that pay greenmail are 
just as likely to receive a subsequent tender offer, merger proposal, or buyout 
proposal as firms with an outstanding 13-19 filing. Moreover, the performance 
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of firms that pay greenmail cannot be distinguished from that of firms in the 
con&ol g rouppr io r  to or subsequent to the repurchase. Among firms that 
experience neither a change in ownership nor managerial turnover-a group 
that seems to represent entrenched management-they found no evidence of 
inferior performance in the greenmail sample. 

Gordon and Pound (1992) studied a small sample (18) of "patient capital 
investments," which they define as transactions "in which an investment part- 
nership purchases a new block of equity and is granted at least one seat on the 
board." Together, Warren Buffet and Corporate Partners Fund accounted for 
about half of their sample, the authors report. They found that "on average, 
"patient capitatal' investing activity has not produced returns that are statistically 
different from the S&P 500." They also found that certain investors in their 
sample, including Warren Buffet, have consistently enhanced corporate value 
through such investment arrangements, although others have consistently 
been associated with reductions in the value of common equity. 

Fleming (1993) found that investors who, between 1985 and 1989, 
acquired a Iarge equity stake in a firm that was not subsequently taken over 
did little to enhance the firm's performance. He showed positive and signifi- 
cant market-adjusted returns to the stock of the target company during the 
first two months after the announcement of the investor's new position in the 
company but significant declines in returns over the subsequent two years. 
Much of Fleming's sample consists of hostile, large-block acquisitions by 
corporate raiders and arbitrageurs, such as Victor Posner and Ivan Boesky. 

Bethel, Liebeskind, and Opler (1996) examined activist investors' pur- 
chases of large blocks of stock in Iarge companies during the 1980s. They 
found that activist block purchases were followed by abnormal share price 
appreciation, an increase in asset divestitures, an increase in operating profit- 
ability, and a decrease in merger and acquisition activity. 

Jones, Lehn, and Mulherin (1990) found that companies having a high 
proportion of stock held by institutional investors experienced greater 
increases in the liquidity of their stock in the 1980s relative to companies with 
a low proportion of stock held by institutional, investors. n i s  finding suggests 
that firms with high institutional investor involvement may have a lower cost 
of capital than others. atso, greater liquidity in the secondary equity market, 
presumably measured by smaller bid-ask spreads, leads to a lower cost of 
capital in the primary equity market. The authors also found that these firms 
had higher levels of spending on research and development and capital 
investments than firms with Bow levels of institutional ownership but that they 
had greater declines in these categories of long-term spending during the 
1980s. This study considered only aggregate holdings by institutional 
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investors and did not look at the influence of specific investors. 
Nesbitt provided evidence on the effect of actions by CalPERS, during the 

1990-92 period, to target 24 firms for special attention (based on the firms' 
poor pei-formance rather than on any special concern for whether the 
companies had antitakeover arrangements in place). These companies had 
underperformed the market by an average of 86 percent during the five years 
leading up to CalPERS' involvement, but in the first two years following 
GalPERS' involvement-, they outperformed the market by an average of 28 
percent. It is not clear from Nesbitt9s study, however, exactly what kind of 
involvement CalPERS had with these companies, only that they made 
CalPERS' list of poor performers and that CalPERS wrote letters to and sought 
meetings with executives of the companies. 

Similarly, Opler and Sokobin (1995) found evidence that corporations 
targeted by the Council of Institutional Investors on its annual "hit list" have 
poor stock-price perlormance in the year prior to being targeted and experi- 
ence average share-price increases of 11.6 percent (above the S&P 500) in the 
year after being listed. The authors interpreted this finding as evidence that 
coordinated institutional activism can create shareholder wealth. The magni- 
tude of the effect they found, however, easily translates to an increase of several 
hundred million dollars per firm, which appears to be implausible. More likely, 
the authors' estimate of the value improvement is misspecified, because they 
consider long-horizon periods in estimating the value improvement (see 
Kothari and Warner 1997 and Barber and Lyon 1997). Daily, Johnson, Ell- 
strand, and Dalton (P996), using a sample of 200 large firms during the four- 
year period 1990 to 1993, found no systematic relationship between the level 
of institutional investor holdings and firm financial performance. 

Summary. The extant literature provides some modest evidence that 
large block investments either by insiders (managenlent) or by outsiders can 
help increase a company's value. This finding is subject to considerable 
variance, however, and in these studies, the role large investors play is unclear. 
Which activities and governance arrangements contribute to value creation 
and which may destroy value creation is unknown. Moreover, all of the studies 
discussed here are based on relatively small samples, considered over rela- 
tively short time periods. None of the existing studies gave any special, 
consideration to the role of investment companies, investment advisors, and 
broker/dealers as relational investors. 

Sample Selection and Data Collectiam 
Our analysis of the relationship between ownership of large blocks of stock 
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by investrr~ent professionals and the financial performance of cortrpanies in 
which such blocks are owned proceeded in four steps. First, we selectecl a 
sainple of the 1,500 largest U.S. companies. Next, we obtained dzta on large 
blockholders in those companies. Third, we constructed market-based and 
accounting-based measures of performance for the sanlple firnas. Easrly, we 
correlatecl block ownership in the f i rn~s with their performance. 

The data for this study were assembled from the universe of firms in the 
Co~npustat database that, for 1983 and 1992, were the 1,000 nonrfinancial and 
I00 financial firms with the largest total capitalization, based on market value 
of equity and book value of debt. We eliminated foreign-owned companies and 
subsidiary companies with a parent already represented in our data. 

This study, like any study of longterm performance, faces the potential 
problem of survivorship bias-entry into and exit froin the sample over tinre. 
To cor~struct stock price perfor~nance measures, we used return data on about 
1,000 finns for each year in the period from 1983 to 1995; however, those 1,000 
firms are different for each of the 13 years. We attempted to address this 
problen~ in the way we constructed our initial sample. We included the 1,000 
largest nonfinancial companies and 100 largest financial companies in 1983 
and again in 1992. Altliough some coimpanies that were in our sample in 1983 
were also in our 1992 sample, other companies that entered our sample in 
1983 either were no longer separate companies or were no longer among the 
largest financial or nonfinancial companies in 1992, which is why tlme final 
sample consists of 1,534 companies and not 2,200 (or 1,100) companies. For 
any perfomlance period that includes 1983 or 1992, survivorship bias, in the 
traditional sense, would not be relevant. Each of the final 1,534 publicly traded 
conlpanies had data in Compustat for at least 1 year during the 1983-93 period, 
and many had data for all I1  years. 

Information on ownership positions in these companies came from CDA/ 
Spectr~~m, a commercial data company that colllpiles information from SEC 
filings, which provicled access to data on all 13-D, 13-6, and 14-D (1) SEC filings 
made by individual and institutional investors from 1983 to 1993. These data 
were matched to the list of 1,534 conlpanies in our salnple to identify all 
investors who had reported that they held significant positions in any of these 
cornganies. If a single owner reported positions in more than one class of stock 
for a given company, those positions were aggregated to measure the 
investor's share of the total equity capitalization. We eliminated any investors 
that did not hold at least 5 percent of the firm's aggregate equity value. We 
added information from the LEXISNEXS B I U S  (American Btlsiness 
Information U.S.) file, which identifies investors by whether they are 
investment advisors, investnlent companies, or broker/dealers. These data 
were then linked to data on stocli-price performance and accounting measures 
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of performance for each year in our sample period. 
The number of 5 percent investment company blockholders increased 

from 105 to 321 in the 11-year period from 6983 to 1993; the number of 5 percent 
investment advisor blockholders increased more substantially, from 49 to 296; 
and the number of 5 percent broker/dealer blockholcfers experienced a 
modest increase, from 50 to 65. Figure 1 depicts the number of 5 percent 
blockholders of each of the three types within our sample of 1,534 firms. 

figure 1. NumberafS Pew& lsrvestment Company, lnwedment Adviser, 
and Brokeu/Dealer Blockholders in Sample Firms, 19 

El Broker/Dcnler Investment Advisor I Investment Company 

lnvestrnent Company Blockholders 
Figure 2 shows the number of firms in our sample that had 5, 10, 15, and 20 
percent investment company blockholders for two (Panel A), four (Panel B) , 
and six (Panel 6) years over various periods during the 1983-93 period. The 
number of firms that have a 5 percent blockholder exhibits a secular increase 
h-om 37 in the two-year period from 1983 through 1984 to 103 fronl 1992 
through 1993. The mean (median) ownership share of such blockholders 
increases from 7.4 percent (6.5 percent) in 1983 and 1984 to 12.0 percent (8.7 
percent) in 1992 and 1993. 
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When we constrained the sample to 5 percent bIockholders holding their 
blocks for at least four years, the secular increase in number of firms with 
such blockllolders persisted, rising konm 9 in 1983 through 1986 to 52 in 1990 
through 1993 (Panel B) . The mean (median) ownership share of such block- 
holders is 10.9 percent (8.5 percent) in 1983 through 1986 and 11.1 percent 
(8.8 percent) in 1990 through 1993. Blockholcters in 8 firms had a six-year 
ownership period from 1983 through 1988, and those in 23 firms had six-year 
ownership from 1988 through 1993 (Panel C) . The mean (median) omership 
share among such blockholders was 10.8 percent (8.4 percent) in the 1983- 
88 period and 14.1 percent (18.4 percent) from 1988 through 1993. 

In summary, regardless of the number of years for which we consider the 
ownership by investment company blocfiolders, we observed a secular 
increase in their number during the study period. The percentage ownership 
of four- and six-year blockholders, however, does not appear to have increased 
as much as that of two-year blockholders over the same period, although the 
increase in the number of blockholders for the two- , four-, and six-year periods 
is of the same order of magnitude. The number for the two-year period goes 
from 37 to 103, a 250 percent increase; the number for the four-year period 
rises from 9 to 5Z2, more than a 500 percent increase; and the number for a six- 
year period goes from 8 to 23, more than a 250 percent increase. 

For purposes of investigating the prevalence of relationship investing 
among investment company blockholders, the way one defines a relational 
investor in terms of the size of block and/or the period is important. For 
example, for the 198584 period, when the ownership requirement went from 
5 percent to 10,15, and finally 20 percent, the number of fims that have such 
a blockholder decreases dramatically from 37 to 4, 2, and 1, respectively. For 
the four-year period from 1983 through 1986, as the omersliip requirement 
rose from 5 percent to 10,15, and then to 20 percent, the number of firms that 
have such a blockholder decreases, again rather dramaticalIy, from nine to two, 
two, and one. For the six year period 1983 through 1988, when the ownership 
requirement rises from 5 to 10,15, and finally 20 percent, the number of firms 
that have such a blockholder decreases from eight to two, one, and one. 

Figure 2 also suggests that if we define investment company relational 
investors rather restrictively--for example, as a blockholder that owns a 20 
percent block for at least six years-few investors fit the description. This 
finding has economic and statistical implications. Econo~nically, if relationship 
investing requires holding large blocks over long periods, then most 
investment companies have not played that role for large U.S. firms in our 
sample. One consequence is that the small sample prevents us from making 
statistical inferences with confidence. Technically, the very small samples for 
large blockholders (more than 10 percent) over long tinie periods (more than 
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six-year periods) reduces the power of our test to a point at which strong 
updates on our prior beliefs are not likely. 

The time-series pattern of investment company blockholders exhibits 
strong autocorrelation, regardless of how the numbers of investment com- 
pany blockholders are defined. For example, a high nrunber oh blockholders 
in the 1990-91 period is likely to be followed by a high number of such 
blockholders in the 1991-92 period. We also found that the type of bIockholder 
rarely changes over time. For exanlpte, if a company Ilas a 10 percent invest- 
ment company blockholder in 1988 and 1989, il will probably have a 20 percent 
investment company blockholder in 1989 and 3 990, suggesting that the 
blockholder vai-iables in adjacent time periods are also highly correlated. For 
example, a 5 percent investment company blockholder variable froan 1988 to 
1989 wor~ld be highly correlated with the 5 percent investment company 
blockholder variable in the 1989--90 period. This correlation implies that our 
regression estimates of the impact of blockholders on firm performance are 
less than precise. 

Pevfasrmance Measures. We used a number of different variables to 
measure market-based and accounting-based performance. Many results are 
statistically significant at conventional levels but are not robust to a change in 
the performance measure. 'The sensitivity of our results to the dzoice of 
performance measure underscores the value of using a hroad range of perfor- 
mance measures. 

Market Measures. Our sa~lapIe includes firms for wlziell stock price data 
were available on the 1996 Center for Research in Security Prices (CRSP) 
tapes. The CRSP tapes contain daily returns of all NUSE (New York Stock 
Exchange), h e x  (American Stocli Exchange), and Nasdaq (National Asso- 
ciation of Securities Dealers Aritonlated Quotation) firms going back to 1962. 
We used different stock price performance measures to test the robustness 
of our results. MTe report pedorrnance in three ways (for an explanation of 
these measures, see Brown and Warner 1985): 

Market-adjzisted rcturv~ (MUIR) is cunmulated over the ~neasurernent period 
of daily market-adjusted returns (MAR,) for the entire sample: MAR, 
equals the sample return on day t ,  R,, ininus the retrlr~l on the S&P 500 
Index, RMp 

@ C~~zzt lat ive  abazonazak returaa (CAR) also treats the entire sample as a single 
psi-tfolio but with an adjustlnent for firm risk, b. WTe estimated daily 
abnormal retur~ls over the measurement period, A&, for the entire sample 
based on the market model: AR, = Rt -- a - b(RMt). The market model 
parameters, a and b, and the statltlarci deviation of the portfolio abnonnal 
retr~rns, s, are estimated during the year preceding the measurement 
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period, using the S&P 500 as the market index. Under the null hypothesis 
of no abnormal performance and stationarity of the returns-generating 
process over time, the CAR for the sample should be zero. 
Stcdlzdardizedabmorf+tal retu~a (SAR) is accumulated over the measurement 
period of daily standardized abnormal returns, SW. ,, for each fim (as in 
Dodd and Warner 1983). The market model ai and b;, and the 
standard deviations of the sample firms' abnormal returns, si, are estimated 
during the year preceding the measurement period, using the S&P 500 as 
the market index. This technique controls for heteroscedasticity in the 
abnormal returns across firms. 'C'nder the null hypothesis of no abnormal 
performance and stationxi@ of the returns-generating process over time, 
the firm SARs should be distributed unit nonnal (mean = 0, standard 
deviation - 1). The portfolio should have an SAR of zero and, assuming 
independence across the a san~pIe firms, a standard deviation of l /~ ( ) .~ .  
Because the market return is the same for all firms in our sample for a 

given measurement period, the regression results @ecause of entry and exit 
of firins over time) would differ only slightly if we studied raw (nonadjusted) . 

returns instead of MARS. 
As Table 1 shows, many of the single-year MARS are surprisingly large. 

Most are statistically significant under the conventional assumption of inde- 
pendence of each firm's net-of-market return, so that portfolio standard devia- 
tion equals single-firm standard deviation divided by the square root of the 
sample size. These returns, however, have no apparent sign pattern, which 
suggests that either the net-of-market returns to the firms in our sample are 
not independent of each other or (consistent with Kothari and Warner and with 
Barber and Lyon) long-horizon stock performance measures are rnisspecified. 

Using the market model (the CAR and S A R  series, which are not shown 
in Table 1) reduces the quality of the data. Standard deviation is uniformly 
higher for C A R  than for , which is consistent with evidence in Kothari 
and Warner that long-horizon MAR tests are better specified than CAR or S A R  
tests. Accordingly, we relied principally on the MAR measure of stock perfor- 
mance for our regression analysis. 

The large single-year portfolio returns are not an artifact of our choice of 
market index. We also computed MAR, CAR, and S A R  series using the CRSP 
equally weighted index instead of the S&P 500 as the market index. The 
entries In individual years were cliBerent, sometimes markedly so, but the 
combination of no clear overall trend with large single-year and multiyear 
returns persisted. The sensitivity of our portiolio returns to the choice of 
market index is further evidence that long-horizon tests for stock price returns 
are badly specified. 
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Table 1. Regressioms of Firm Performance against Measures of 
5 Percent investment Company Blockholders, Various 
Holding Perids 
(t-statistics in parentheses) 

Coefficients of Independent Variables 

Collternporary 
Market-Adjusted Lag Relational Relational Lead Relational Adjusted 
Return Period Investors Investors Investors ~2 F 

Barber and Lyon found that the rnisspecification of long-horizon returns 
can be corrected by matching sample firms to control firms that are similar in 
size and book-to-market ratio. This correction was not practical for our study 
because our sample is essentially the universe of large U.S. public firms; a 
control sample does not exist. We report results using the S&P 500 Index, 
which is the best match for our large-firm sample. Apart Erom the large cross- 
sectional dependence among firms in our sample, little about the data is 
remarkable. There is no consistent evidence that our sample either 
underperforms or outperforms the market during the period of our study. 

We began our analysis of the impact of investment company blockholders 
with a simple test: Does the presence of a large-block investment company 
shareholder that holds the block for some period of time affect stock price 
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performance for the sample firms? 
If iltvestors cotlld perfectly anticipate the .frnll-value effect of relational 

investing, the tests discussed in this section vr~ould be of limited value. Stock 
returns measure only the departure of actual results frotn the expected results 
that are already impounded in stock prices. Other studies of long-tern1 stock 
price pedormance-incZuding longterm performance of acqisirers of other 
firms (Agrawal, Jaffe, and Mandelker 1992) and longterm performance of initial 
public offerings (Etter 1991)-provide grounds for skepticism about whether 
investors have perfect foresight. To the extent Ihat investors have itnperfect 
foresight, stock price tests can provide a valuable source of information about 
the perceived value of relational investing. In any event-, the accounting-based 
performance measures discussed later are not subject to this criticism. 

Table I. sulnnnarizes the results."e used cumulative market-adjusted 
returns over two-, four-, and six-year periotls as the dependent variable in our 
regressions, consistent with the time for which we considered block owner- 
ship.4 Our discussion focuses ~nostly on the two-year retrrms. As we go from 
two- to four- and six-year blockholders, the number of such investment 
company blockholders drops off quiclcly, with a corresponding decrease in 
the precision of the regression coefficients as reflected in the t-statistics. 

We considered three independent variables, data penllitting, for each 
regression: contetnporary relational investors, lag relational i~zvestors, and 
lead relational  investor^.^^^^ regression specification for the 1991-92 period, 
for example, is 

Market-adjusted returns, 19&12-92 = Constant 
+ bl (lag relational investor, 1989--90) 
+ bz (contemporary relational investor, 1991-92) 
i- bri (lead relational investor, 1992--93) 
+ an error term. 

The contemporary relational investor variable is a dummy variable that 
takes a value of 1 if the investment conlpany has been a 5 percent blockholder 
in the sample firm for two years (1991 and 1992) and zero otherwise. A 

regressions reported in this monograph also inch& a constant term, wh~ch ure omil in our 
discussions because (he constant term  ha^; no special meaning in this study. 
4 ~ o  include the return data for 1995 in our ,%~zalysis, we also considered one three-year period. 
1993 to 1995; return data for 1996 were not available in 1996 CRSP tapes. 
5 ~ h e  follovtiing cliscussion refers only to 5 percent blockholders. Alhough we have data on 10 
percent, 15 percent, a~mct 20 percent bliocltholdcrs, the numbcr of such blockhold~rs is so slilall 
that it leads to itnprecise regression coefficient estimates. 



significant positive correlatio~l between the contemporary relational investor 
variable and maket-adjusted return vc~ould be consistent with a positive 
concurrent eBect of relational investing on firm performance; of course, this 
inference wollld be based on the joint Iiypothesis of the effect of relational 
investing and our measure of relational investor and fLrlll performance. 

The lead relational investor variable is a dunimy variable that takes a value 
of 1 if the investment company has been a 5 percent company blockholder for 
two lead years (1992 and 1993) and zero otherwise. A significant negative 
correlation between lead relational investor and market-adjusted return would 
be consistent with relational ir~vestors being attracted to underperforming 
firms-subject to the joint-llypothesis caveat noted above. 'The lag relational 
inveslor variable i s  a dulnnly variable that deilotes the existence of a 5 percent 
investment company blockholeler for two lag years (1989 and 1990). A sign%- 
cant positive correlation between lag relational investor and market-acljrasted 
return would be consistent with relational investing improving future firm 
performance. 

Besides the joint-hypothesis caveat, semistrong efficient market consirl- 
erations suggest that market-baseel measures of firm perfor~nance are not 
related to lead relational investors; however, our skepticism regarding perfect 
market oversight is appropriate here. For the 1991-92 pedonnance measure, 
we found an insignificant negative correlation with the lead relational investor 
variable. TI-re sign of the regression coefficient is consistent witla relational 
investors focusing their investments in underper-forming firms in 1992. The 
lack of statistical significance, however, raises serious concerns about the 
statistical validity of this inference. 

For the 1991-92 performance period, we founcl no significant relation 
between contemporary relational i~ivestors and firm performance and a posi- 
tive relation between lag relational investors and firin performance. The latter 
result is consistent with relational investors improving future firm perfor- 
mance, but it is not robust for the choice of the performance period. In both 
the 1985-86 period and the 1989-90 period, we found a statistically significant 
negative relationsl~ip between lag relational i~~vestors  and firm performance. 

The inconsistency of the relation between lag relational investors and 
performance measures over various periods has at least two possible expla- 
nations. First, the relationship may change over time; it may laave been there 
froan 1991 to 1992 and not the other years. Second, lag relational investors 
may be unrelated to firm performance; significant results are being obtained 
by pure chance, as might- be expected given the large number of regressions 
involving the same basic specification. 
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The finding noted above from 1991 to 1992 is also not robust to the holding 
period we used to define relationship investors. When we considered regres- 
sions with investment company relationship investors defined as 5 percent 
blockholders who held for at least four years, we found a negative and 
statistically significant relationship between contemporary relational inves- 
tors and firm performance from 1987 to 1990 and a negative and statistically 
somewhat less significant relationship between contemporary relationship 
investors and firm performance from 1991 to 1995. This negative relationship 
is inconsistent with the notion that investment company relational investors 
improve firm performance. We also found a positive and statistically signifi- 
cant relation between lag investment company relational investors and firm 
performance for the 1991-95 period. This last finding is consistent with the 
notion that investment company relational investors during the 1987-90 
period helped to improve future firm performance. 

Our data do not allow us to specify a regression with all three relational 
investor variables for the six-year holding period. We included incomplete 
specifications of our earlier regression for completeness, but we found no 
consistent relationships for the six-year holding periods. 

Ace~~~mtimg Measures of Performance. We turned next to the rela- 
tionship between the presence of large-block shareholders and three account- 
ing measures of performance and one mixed stock-price and accounting 
measure: Tobin's q .  lPlI accounting data are from Cornpustat, which has data 
for at least some variables and some years for 1,044 sample firms. 

The raw accounting variables used in our study were assets (AST), net 
income (INC), and operating income (OPI, which is equal to INC plus interest 
expense plus income taxes). From these raw variables, we derived fractional 
growth in assets (GrASjT3 and fractional growth in net income ( G y m  .G 

Tobin's q is measured as the sum of market value of common stock, book 
value of preferred stock, and bookvalue of long-tern~ debt, divided by the book 
value of total assets. Other measures of Tobin's q are possible, but Chung and 
Pruitt (1994) reported very high correlation between relatively complex and 
relatively simple measures of Tobin's q. Also, Perfect and IiViles (1994) found 
that aTobinYs q estimator of the type we used produces robust empirical results. 
VlJe defined return on assets (ROA) as the ratio of operating income to assets. 

Using this set of variables, we tested various ways in which ownership 
structure and, particularly, the presence or absence of an investment company 

6 ~ e  discarded negative income and cash flow values when computing percentage growth 
variables. Tliis practice is standard for income variables in the accounting literature because 
percentage changes from negative to positive income are dificult to interpret. 
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relational investor niight affect a fil-111's profitability. Roughly speaking, the 
growth variables, GAST and GrINC, are useful in determining whether 
relational investors affect how rapidly firms grow, and the ratio variables, ROA 
and Tobin's q, provide measures of a firm's profitability and effective use of 
resources. Of course, such an extensive data set will provide some statistically 
significant results merely by chance. 

Accounting nlaeasures of perlorlnance pose a particular econometric prob- 
lem. Given that stock prices are forward looking, one- or two-year stock 
returns are informative about the long.run effect of blockhoiders on perfor- 
mance, By construction, however, accounting growth measures relate only to 
pedonnance over the period from which the accounting variable is drawn. For 
example, growth in assets over the 1983-86 period will not speak to growth 
or performance in 1981 and beyond. For this reason, we considered only four- 
and six-year periods for performance measures. 

The use of four- or six-year periods, however, reduces the number of 
investment company blockholders rather dramatically from the two-year 
number, which would Iead to in~precise estimates of regression coefficients. 
To address this problem, we considered blockholders over two-year periods. 
For example, for the regression that has income growth from 1987 to 1990 as 
the dependent variable, we considered investlnent company blockholders 
from 1988 to 1989 to be contelnporary relational investors and investment 
company blockholders from 1985 to 1986 and 1991 to 1992 to be lag and lead 
relational investors, respectively. For the contemporary relational investor 
variable, we could have chosen the 1987-88 or 1989-90 periods, but we chose 
1988 to 1989 because it is in the middle of the four-year period under 
consideration. More kinportantly, this time period allows us to minimize the 
multicollinearity problem anlong the independent variables in the regression. 
Blockholders from 1988 to 1989 are less correlated with blockholders from 
1991 to 1992 than blockholders fro111 1989 to 1990 are correlated with those 
from 1991 to 1992. Minimizing multicollinearity among the indepe~adent 
variables produces more-precise estimates of the regression coefficients. 

As Table 2 shows, we found a marginally positive relationship between 
contemporary investment company relational investors and growth in assets 
from 1989 to 1995. This finding is consistent with relational investors improv- 
ing the growth of firms in which they have holdings. We also found a margin- 
ally positive relationship level between Iead relational investors and growth in 
income from 1987 to 1990. This result suggests that these relational investors 
increased their holdings in firms that had experienced high levels of grovvth 
in income in this period. We found a marginally positive relationship between 
lag relational investors and Tobin's q in 1985, suggesting that relational 
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Blockholdings of Investment Professionals 

Table 2. Regressions of Firm Performance against Measures sf 
5 Percent lnvestment Company Blockholdere, Various 
Holding Perids 

-- (t-statistics in parentheses) 
Coefficients of Independent Variables 

Lag Contemporary Lead 
Market-Adjusted Relational Relational Relational Adjusted 
Return Period Investors Investors Investors Firm Size R2 F 

Pcrcentagc grawth apl assets 
1983-86 - 

Pcrcc$ttage growth in net income 
1983-86 - 
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Table 2. (Continued) 

h g  Co~ltesnporar). h a d  
Rlark~t-~4tljusred Relaliulial RelalionaI Krlational Adj~tsteil 
&turn Period Investors 1nvcst01-s Investors Firin Size R2 F 

investors in the 1983-84 period helped improve future firm performance. We 
also found a marginally positive relationship between contemporary relational 
investors and ROA in 1983 and between lag relational investors and ROA in 
1985, which suggests that investment company blockholders from 1983 to 
I984 helped improve concurrent and future firm performance. 

investment Advis~r Blockhoildevs 
Regardless of the number of years over which we consider the ownership of 
the investment advisor blockholder, the number of such relational investors 
undergoes a secular increase. The percentage holdings of these blockholders 
have no obvious patterns during the study period. Figure 3 shows the number 
of firms that had a 5 percent investment advisor blockholder for two, four, and 
six years over various periods from 1983 to 1993. The nunaber of firms that 
have a 5 percent blockholder increases fi-om 10 for the two-year period 1983 
and 1984 to 73 for 1992 and 1993 (Panel A). The mean (median) ownership of 
such blockholders increases froan 6.5 percent (5.9 percent) for 1983 and 1984 
to 9.0 percent (8.3 percent) for 1992 and 1993. 

When 5 percent blockholders hold their blocks for at least four years 
(Panel B), the number still increases secularly-from 2 for 1983 through 1986 
to 24 for 1990 to 1993. The mean (median) ownerslzip of such blockholders is 
17.8 percent (17.8 percent) from 1983 through 1986 and 9.0 percent (8.2 
percent) from 1990 through 1993. 
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Blockholdings of I~vestpnerzt Professionals 

Figure 3. Number of Firms In Sample: Investment Advisor 
Blockholders 

B. Four-Ycnr Pcrlods 

C. Six-Yeor Periods 

Block S ~ z e  
E3 20"b 159'0 10':: 5"41 
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Blockholdings of Ivtuestmmf Professio?zals 

Only 3 blockholders had at least a six-year ownership period (Panel G) 
from 1983 through 1988, and 10 did from 1988 through 1993. The mean 
(median) ownership share of such blockholders is 12.6 percent (14.5 percent) 
from 1983 to 1988 and 10.7 percent (12.3 percent) from 1988 through 1993. 

Large blockholders may be more takeover or control oriented than invest- 
ment advisors, possibly explaining wrhy so few (or no) investment advisors are 
in the 10, 15, and 20 percent categories. Investment advisors may not have 
significant amounts of capital to purchase or own such large blocks. They may 
also prefer greater diversification (holding four 5 percent blocks rather than 
one 20 percent block) to more-concentrated investments. 

Figure 3 also shows the nunher of 10 percent, 15 percent, and 20 percent 
investment advisor blockholders in our sample. For the two-year period, 1983 
and 1984, as we constrain the ownership requirement from 5 percent to 10 
percent, 15 percent, and finally 20 percent, the number of firms that have such 
a blockholder decreases rather dramatically from 10 to 4, 1, and 0, respec- 
tively. For the four-year period from 1983 to 1986, as we constrain the owner- 
ship requirement from 5 percent to 10 percent, 15 percent, and finally 20 
percent, the number of firms with such a blockholder decreases from 2 to 2, 
0, and 0, respectively. For the six-year period 1983 to 1988, as we constrain 
the ownership requirement from 5 pet-cent to 10 percent, 15 percent, and 
finally 20 percent, the number of firms that have such a blockholder decreases 
from 3 to 2,0, and 0. 

Clearly, the way one defines a reIational investor in terms of the size of 
block and/or the period of time for which the block is held matters for 
purposes of investigating the prevalence of relationship investing among 
investment advisor blockholders. Indeed, no investment advisor blockholders 
in our sample have held 15 or 20 percent blockholdings for four or more years. 

Should investment advisor blockholders have a similar or different effect 
on firm performance compared with their investment company counterparts? 
To the extent that investment advisors and investment companies share 
similar investment objectives, we would expect a similar impact. 

Table 3 shows a negative relation between lead investment advisor rela- 
tional investors and growth in income from 1987 to 1990. This finding is 
consistent with investment advisor relational investors from 1991 to 1992 
increasing their holdings in firms that have experienced unusually poor 
income growth in the recent past. We found a similar, but only marginally 
significant, negative relationship between lead relational investors and ROA 
in 1989, which is consistent with investment advisor relational investors froin 
1991 to 1992 increasing their holdings in firms that have experienced untrsu- 
ally poor ROA in the recent past. 
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Blockholdings of lazvestvzent Profissiunals 

Table 3. Regressions ef Firm Pepformarrce against Measures of 
5 Percent Investment Advisor Blockholders, Various Holding 
Periods 
(t-statistics in parentheses) 

CoeEficients of Independent Variables 

Lag 
Market-Adjusted Relational 
Return Period Investors 

Perce~ztage growth in assets 
1983-86 - 

Contemporary Lead 
Relational ReIational 
Investors Investors Firm Size 

Adjusted 
RZ F 
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Table 3. (Continued) 

Market-Adjusted 
Return Period 

Return 0091 assets 
1983 

Coefficients of Independent Variables 

Lag 
Relational 
Investors 

Contemporary 
Relational 
Investors 

Lead 
Relational 
Investors Firm Size 

Adjusted 
R2 

IBuoker/Dealer Bllockholders 
The number of firms in our sample that had a 5 percent broker/dealer 
blockholder for two, four, and six years over various periods from 1983 to 1993 
is shown in Figure 4. The number of finns that have a 5 percent blockholder 
(Panel A) fluctuated from 19 in the two-year period 1983 and 1984, to 5 in 1985 
and 1986, and to 14 in 1992 and 1993. The mean (median) ownership of such 
blockholders increased from 7.2 percent (6.1 percent) for 1983 and 1984 to 
10.6 percent (7.4 percent) for 1992 and 1993. When 5 percent blockholders 
hold their blocks far at least four years (Panel E), the number increases from 
one in 1983 through 1986 to eight in 1990 through 1993. If we consider a six- 
year ownership period (Panel C), the comparable fagures are one for 1983 
through 1988 to two for 1988 through 1993. In summary, regardless of holding 
period, the number of broker/dealer relational investors had no particular 
intertemporal pattern during the 1983-93 period. 

Figure 4 also illustrates the number of 10 percent, 15 percent, and 20 percent 
broker/deaIer blockholders in our sample. For the two-year period, 1983 and 
1984, as we constrain the ownership requirement from 5 percent to 10 percent, 
15 percent, and finally 20 percent, the number of fims that have such a 
blockholder decreases rather dramatically &om 19 to 6,0, and 0. For the four- 
year period, 1983 through 1986, as the ownership requirement changes from 5 
percent to 10 percent, 15 percent, ancl finally 20 percent, the nurnber of firms 
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Figure 4. Number of Firms in Sam@@: BrakerlDealer Blachcslders 

C. Six-Ymr Pcriods 

Block Size 
@# 209b  15% Zl IOU:, H 5%) 

O n e  Research Foundation of the ICFA 



that have such a blocltholder cfecreases h o ~ n  one to zero, zero, and zero. For 
the six-year period, I983 through 1988, as the own~ership requirement goes from 
5 percent to 10 percent, 15 percent, and 20 percent, the number of firms ~vilh 
such a blockholder decreases from one to zero, zero, and zero. Clearly, few (and 
sften no) broker/dealer blockholders I~old hloclis of 10 percent or more longer 
than four yeas.  This fir-rtling suggests that if broksrJdealers are engaging in 
relational investing, it is most likely to be in 5 percent holdings over two years. 

Broker/dealers are more likely than investment companies to hold c? stock 
for inventory purposes; hence, we do not expect the two groups to have a 
sinxilar effect on firm performance. Among the statistically significant results 
for the effect of broker/dealer blockholders on performance, we found a 
positive relation between contemporary broker/dea$er relational investors 
md market-adjusted returns from I991 to 1992 a ~ i d  1993 to f 995 (see Table 
4). This result is corlsistent with these relational investorsiltnprovii~g the stock 
market performance of firms En which they have holdings. M'e also found a 
negative relationship between lead relational investors and market-acljusted 
returns over three different subperiods: 1935 to 1986,1989 to 1990, and 1991 
to 1992, which suggests that broker/dealer relational investors tend to 
increase their holdings in firms that have exhibited poor stock performance 
in the recent past. We found a negative relationship between contemporary 
broker/dealer relational investors and riiarket-adjusted returns from 1989 to 
1995 and, as Table 5 shows, a positive relationship between lead relational 
investors and Tobin's q in 1983. This finding suggests that broker/clealer 
blockholders from 1985 to 1986 increased their holdings of firms that have 
exper-ienced good performance in the recent past. These findings also suggest 
that the relation between broker/dealer blockholdings and performance is 
sensitive to the arralysis period and theway performance is measured. 

lmplicatiovrs for Practicing Filtavrcial Analysts 
In this study, we exanzined whether ownership of large blocks of stock by 
investment companies, investment advisors, anc8 broker/dealers is related to 
financial performance of 1.534 of the largest U.S. companies in which such 
blocks are owned. The study period for performance was from 1983 to 1995 
and various subperiods widlin it. In estimating stock market and accounting 
performance measures of these sample firms. we obtained data on ownership 
of large blocks of stock by investment companies, investment atlvisors, and 
broker/dealers for each of the years in the 1983-93 period. 

digerentiatecl witllin each category of i~lvestl~lent professional by 
size of blockholding and the number of years over which these blocks w r e  
held. Specifically, each of the three types of investor was broken down into 
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Table 4. Regressions of Firm Performance against Measures of 
5 Percent Broker/BeaOer Bllockholders, Various Wasding 
Periods 
(t-statistics in parentheses) 

Coefficients of Inde~endent Variables 

Contemporary 
Market-Adjusted Lag Relational Relational h a d  Relational Adjusted 
Return Period Investors Investors Investors la:! F 

1983-84 - -0.123 -0.191 0.0011 1.55 
(-1.13) (-1.12) 

198586 -0.011 0.031 -0.322 0.0035 2.15 
(-0.08) (0.15) (--2.48) 

1987-88 0.036 -0.027 0.46 -0.0030 0.03 
(0.13) (-0.16) (0.22) 

1989-90 -0.202 -0.048 -3.87 0.0041 2.32 
(-1.14) (-0.23) (-2.24) 

1991-92 -0.083 0.34 4.318 0.0023 1.74 
(4.42) (2.09) (-1.75) 

1993-95 -0.375 0.340 - 0.0042 3.07 
(-2.31) (1.89) 

1983-86 - 0.707 -0.116 -0.0013 0.39 
(0.88) (-0.36) 

1987-90 0.671 0.068 -1.71 -0.0024 0.27 
(0.63) (0.16) (-0.46) 

1991-95 0.203 -0.393 - -0.0002 1.10 
(0.67) (-1.41) 

1983-88 - 1.25 0.26 0.0001 1.01 
(1.36) (0.41) 

1989-95 -0.111 -1.38 -- 0.0042 2.83 
(-0.14) (-2.37) 

5 percent, 10 percent, 15 percent, and 20 percent blockholdings over two-, 
four-, and six-year periods-12 categories in all. Investment cotnpanies and 
investment advisors showed a secular increase in the number of relational 
investors over our sample period (1983 to 1993), regardless of the definition 
of "relational investor." Over this same period, broker/dealer relational 
investors showed no particular pattern. " 

Our results are sensitive to the definition of relational investor and the 
measure of performance. Market-adjusted returns cumulated over tws-, four-, 
and six-year periods were used as market-based measures of performance. I e  
also used four accounting-based perfonnance measures: growth in assets, 
growth in income, return on assets, and Tobin's q. 

We found evidence consistent with the notion that investment company 
blockhoIders in the latter half of the 1980s helped improve future firm 
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Pablle 5. Regressions of Firm PerC'ormance against Measures of 
6 Percent BrolcevJDealer Blackhslders, Various Holding 
Periods 
(t-statistics in parentheses) 

Coefficients of Indepcndenl Yariahles 

Market-Adjusted Relational 
Return Period Illvestors 

Cot~ten~porary k a t l  
Relational Relational 
Investors Investors Firm Size 

Adjusted 
de2 F 

A r c ~ n t a g r  growth iin assets 
1983-86 - 

P~rcmtagt! growth in net a'ncome 
1983-86 - 
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Table 6. (Continued) 

Coefficients of Independent Variabks 

Lag Conte~i~gorary h a d  
Market-Adjusted Relational Relational Relational Adjusted 
Return Period Investors Investors Investors Firm Size l? F 

Retztrn 0% assets 
1983 - -0.018 -0.330 -0.002 -0.0020 0.36 

(-0.53) ( 4 . 5  (-0.62) 
1985 -0.065 0.081 -0.002 0.003 -8.0010 0.82 

(-1.53) (0.64) (-0.05) (0.96) 
1987 0.005 -0.029 -0.057 0.001 4.0017 0.72 

(0.09) (-0.82) (-1.34) (0.27) 
1989 -0.030 -0.053 0.010 0.001 -0.0018 0.70 

(-0.84) (-1.33) (0.25) (0.27) 
1991 4.023 0.026 -0.270 -0.004 -0.0076 0.87 

(-0.51) (0.64) (-0.54) (-1.70) 
199'3 0.024 -0.040 - 0.001 -0.0033 0.27 

(0.59) (-0.72) (0.38) 
1995 -0.015 - - 0.006 0.0044 2.27 

(-0.36) - (2.06) .- 

performance. Additionally, for the early 1990s, we found weak evidence 
consistent with the argument that broker/dealer relational investors improve 
concurrent performance of fimis in which they have blockholdings. Other 
evidence suggests that broksr/dealer relational investors increase their 
holdings in firms that have exhibited poor stock performance in the recent 
past. 

Investnient company relational investors invested in companies that had 
experienced high rates of asset growth horn 1989 to 1995. Evidence based on 
Tobin's q and ROA suggests that investment company relational investors in 
the early 1980s helped improve firm periormance. Investment advisor 
relational investors in the early 1990s appeared to focus their holdings on firms 
that had experienced poor performance (based on income growth and ROA) 
in the recent past. Broker/dealer blockholders in the mid-1980s increased 
their holdings of firms that experienced good performance (nleasured by 
Tobin's q) in the recent past. 

Our findings suggest that investment companies, advisors, and broker/ 
dealers have engaged in relationship investing to varying degrees. Such 
investing appears to have some value; however, the context and period of the 
investment must be considered carefullj~. A conclusion that we can legiti- 
mately reach on the basis of this research is that relationship investing is at 
worst neutral and most probably adds value in many situations. 
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