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Valuation Effects of Greenmail Prohibitions
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Abstract

Greenmail payments are widely viewed as actions designed by managers to perpetuate
their tenure in office. This view, which suggests that greenmail prohibitions would en-
hance shareholder wealth, receives mixed empirical support in this paper. The average
market reaction to charter amendments prohibiting greenmail payments is weakly nega-
tive, suggesting there is a value to maintaining managerial flexibility. Nonlinear maxi-
mum likelihood estimation, however, reveals a strong positive correlation between the
market reaction and the firm’s abnormal stock price runup over the three months just prior
to the proxy mailing date. For the subsample of firms with a relatively large prior runup,
the precommitment not to pay greenmail is value enhancing. If the prior runup reflects
takeover rumors, then this evidence is consistent with the proposition that greenmail pay-
ments amidst takeover speculations are value decreasing.

I. Introduction

Firms sometimes offer to repurchase the shares of a single, large block-
holder at a price above the market, excluding other shareholders from participat-
ing in the offer. In several cases, the targeted blockholder has been identified as a
potentially hostile bidder for control and signs a standstill agreement in return for
the premium repurchase. The value of the repurchase premium is popularly re-
ferred to as a ‘‘greenmail’’ payment. There is substantial evidence that such pay-
ments, on average, cause the repurchasing firms’ stock prices to fall.! In con-
trast, the average market reaction to targeted repurchases that are not in any
obvious way linked to a corporate control situation appears to be only weakly
negative.

The evidence of a significantly negative average market reaction to corpo-
rate control-related greenmail payments is consistent with the proposition that
entrenched managers violate their fiduciary responsibilities by expropriating the
wealth of nonselling shareholders for the purpose of maintaining tenure in office.
However, there are also speculations that payment of greenmail, despite the neg-
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ative market reaction, may be in the best interest of al/ shareholders. The share-
holder interest hypothesis emphasizes, in particular, the value of managerial flex-
ibility in the presence of information asymmetries, and the potential effect of
greenmail payments on the firm’s future takeover opportunities.2

In a world where managers are better informed than the market about the
firm’s takeover opportunities, a negative market reaction to greenmail payments
is by itself insufficient evidence to conclude against the shareholder interest hy-
pothesis. For example, Schleifer and Vishny (1986) present an asymmetric infor-
mation model where the greenmail payment, while increasing the intrinsic value
of the firm, causes the share price to fall. Thus, it is necessary to examine other
types of data or events in order to further resolve the greenmail controversy. An
interesting example is Klein and Rosenfeld (1988) who find that firms paying
greenmail have an above average rate of top management turnover within one
year of the payment. Their results are consistent with the joint hypothesis that
greenmail payments harm shareholders and that internal corporate control mech-
anisms monitor top managers’ actions. As the authors point out, however, this
evidence does not necessarily reject the shareholder interest hypothesis since it is
not clear whether the greenmail payments actually influenced the decision to re-
place the top managers in the sample firms.

Rather than focusing on specific greenmail payments, this paper studies the
market reaction to a type of corporate event that may indicate the value of the
option to pay greenmail. The value of this option reflects the difference between
the present value of all future benefits and costs (greenmail payments). From the
firm’s shareholders’ point of view, the relevant issue is whether this difference is
positive, and not whether any specific greenmail payment is costly per se. The
shareholder interest hypothesis predicts that the value of the greenmail option is
positive.

As discussed in Section II, the value of the greenmail option is implicit in
the market reaction to charter amendments prohibiting the firm from paying
greenmail. In 1984 and 1985, approximately 50 publicly traded companies
adopted antigreenmail charter amendments, of which 32 are included in the em-
pirical analysis presented in Section III. Section IV concludes the paper.

Il.  Potential Effects of Greenmail Prohibitions

The typical antigreenmail charter amendment prohibits the firm from repur-
chasing some or all of the common (voting) stock of an ‘‘interested’’ share-
holder, normally defined as a shareholder who owns 5 percent or more of the
outstanding common stock and who acquired this ownership position within the
past two—three years.3 Virtually all firms retain the option to pay greenmail as
long as (1) two-thirds or more of the ‘disinterested’’ shareholders approve of the
action, or (2) if the shares are repurchased at a ‘‘fair’’ price, usually defined as an
average of the stock’s trading prices over the 90 days immediately preceding the
share repurchase.

2 [Restrictions on the payment of greenmail] would strengthen the position of entrenched man-
agers by reducing the frequency of takeover bids. Doing so would deprive shareholders of some of

the stock price premiums associated with successful mergers,”’ Jensen (1984), p. 118.
3 The proxy statement typically identifies any such ‘‘interested’’ shareholder.
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The market reaction to greenmail prohibitions will be positive if the ex-
pected costs of future greenmail payments more than offset the expected benefits.
The expected costs include the value of the repurchase premium, the marginal
increase in agency costs from successfully rebuffing hostile takeover bids, and
the increased likelihood of receiving purely extortive bids (bids designed exclu-
sively to generate greenmail payments).4 Thus, evidence of a positive market
reaction to the greenmail prohibition would support the widely held view that
greenmail payments harm nonselling shareholders. In this situation, a proposal
by management to eliminate the greenmail option possibly conveys favorable
information about managerial quality as well, which would further strengthen the
predicted positive market reaction to the prohibition itself.

Conversely, the market reacts negatively to the prohibition if the value of
the unrestricted option to pay greenmail is positive. In this case, the expected
benefits of paying greenmail dominate the expected costs. The potential benefits
include an increase in the probability of receiving a premium takeover bid. By
reducing the expected costs of a failed bid, greenmail payments may increase
both the level of investments in acquisition-oriented information as well as the
conditional expected value of the bid premium.

Second, the flexibility provided by an unrestricted option to pay greenmail
will, in general, increase the value of managers’ private information. For exam-
ple, greenmail payments may be effective in fending off bids below the true
value of the firm when management’s objection to the bid is being dismissed by
relatively uninformed shareholders as self-serving. Management may more gen-
erally decide to use targeted share repurchases to settle costly disputes over the
firm’s operating policies.5 Under this scenario, a proposal by management to
prohibit greenmail possibly also sends a negative signal about managerial qual-
ity, which further strengthens the predicted negative market reaction to the char-
ter amendment.6

Third, there may be beneficial effects on the firm’s ownership structure
from allowing a disproportional sharing in firm value. For example, greenmail
payments may help defray monitoring costs borne exclusively by large share-
holders, increasing the level of monitoring activity and, therefore, firm value.?
This monitoring argument, however, is unlikely to play a significant role in the
market reaction to the greenmail prohibitions studied here, since the prohibitions
uniformly allow continued stock repurchases from investors who have been
shareholders in the firm for a longer period.

4 In a majority of the charter amendments studied here, management used the threat of extortion
to convince shareholders to adopt the amendment. A typical example is management’s statement to
shareholders of Atlantic Richfield Co., March 18, 1985: ‘‘In some cases, the purchaser [of a large
block of shares] may not be truly interested in taking over the company but uses the threat of a proxy
fight and/or a bid to take over the company as a means of either forcing the company to repurchase its
equity position at a substantial premium over market price or obtaining for itself a special benefit
which will not be available to all of the company’s shareholders.”’

5 The latter possibility appears descriptive of General Motors’ recent $743 million buyout of H.
Ross Perot’s class E stock, which resulted in a loss to GM’s class E shareholders of $5 per share.

6 Assuming positive information costs, it does not necessarily follow from this scenario that
shareholders will defeat the proposal (DeAngelo and Rice (1983), Bhagat and Jefferis (1989)).

7 See also Easterbrook and Fischel (1982).
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Finally, the market reaction to a greenmail prohibition depends on the avail-
ability of substitute methods for compensating takeover entrepreneurs in situa-
tions where managers otherwise would have paid greenmail. As explained
above, the charter amendments examined here eliminate premium stock repur-
chases only, leaving more subtle forms of greenmail payments unaffected.? Fur-
thermore, because repurchases at a (typical) 90-day average market price are
generally permitted, the charter amendment itself does not entirely rule out
greenmail profits through stock repurchases by the firm. If this average price
reflects expected gains based on takeover rumors generated by the takeover
entrepreneur himself, accepting greenmail (albeit at the somewhat lower ‘fair’’
price dictated by the corporate charter) may still be his optimal strategy.® Such
alternatives reduce the economic impact of the greenmail prohibition and, there-
fore, attenuate the market reaction to news of the charter amendment.

lll.  Empirical Analysis
A. Data and Estimation

According to the ‘‘Takeover Defenses’’ section of the periodical Mergers
and Acquisitions, antigreenmail charter amendments started to appear in Septem-
ber 1984, and remained popular throughout 1985.10 Over the 16-month period
September 1984 through December 1985, Mergers and Acquisitions reports a
total of 48 such amendments. Info Globe Inc.’s information service supplied
proxy statements for 40 of these 48 cases. Four of the 40 proxy statements were
subsequently dropped because the firms had insufficient data on the University of
Chicago CRSP stock return tape to perform the subsequent abnormal return anal-
ysis. Furthermore, an additional four of the proxy statements did not reveal the
proxy mailing date necessary to identify the event period. Thus, the total sample
used in this study is 32.

Table 1 describes the items on the agenda for the stockholder meetings
where shareholders, without exception, approved the antigreenmail charter
amendments. In 18 of the 32 cases, management also proposed various anti-
takeover measures along with the antigreenmail amendment, such as ‘‘fair-
price’’ provisions, staggered board of directors, change in voting rules, etc. In
the remaining 14 cases, the antigreenmail charter amendment was the only take-
over-related item on the agenda. The only other items in the proxy statements for
these 14 cases were related to adoption of stock ownership plans, stock authori-
zations, elections of directors, and approval of auditors and accountants.

Following the tradition in much of the literature on corporate charter amend-
ments, we measure the market reaction to each greenmail prohibition by the ab-

8 In August 1985, Southam and Torstar, two Canadian publishing companies, signed a standstill
agreement amidst strong speculations that Southam was about to receive a takeover bid. The stand-
still agreement effectively left control of Southam in the hands of Southam’s management, causing a
one-day abnormal stock return to Southam’s shareholders of — 17 percent, a loss of approximately
$200 million. Apparently, no money changed hands between Southam and Torstar as a result of the
agreement (Eckbo (1989)).

9 This point is made more extensively by Gilson (1988).

10 The number of antigreenmail charter amendments decreased sharply in 1986. Note also that
the greenmail prohibitions reported in Mergers and Acquisitions all received shareholder approval.



