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Abstract

This paper provides support for the proposition that securities class actions help solve
agency problems. Two key findings support this conclusion. First, firms that are more likely to
suffer from agency problems are more likely to face class actions. Risky firms, large firms, young
firms, low market-to-book firms and non-dividend paying firms as of the end of 1990 were more
likely to face a class action filing during the January 1991 to March 1998 period. Second, the
probability of CEO turnover increases dramatically after class action filings. The increase can not
be explained by omitted firm-specific characteristics, financial distress, or the possibility that CEO
turnover increases the likelihood that a lawyer will file a class action.
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SECURITIESCLASSACTIONS, CORPORATE GOVERNANCE
AND M ANAGERIAL AGENCY PROBLEMS

|. Introduction

Why does the United States have the largest and most liquid capital market in the world?
Why is ownership structure of U.S. corporations so diffuse? In Italy, more than three-quarters of
manufacturing companies are controlled by a single shareholder or family (Pagano and Roell,
1998). In contrast, only about 20 percent of the shares of publicly-traded manufacturing
companies are held by insidersin the U.S. (Holderness, Kroszner and Sheehan, 1997). More
pointedly, why are small investors willing to hand over so much of their wealth to managers of
U.S. corporations? As Shleifer and Vishny put it, “it is not entirely obvious why the suppliers of
capital get anything back. After al, they part with their money, and have little to contribute to the
enterprise afterward (Shleifer and Vishny, 1997).”

In the past, analysts have argued that capital marketsin the U.S. became dominant both
because of strict oversight and disclosure standards stemming from creation of the Securities and
Exchange Commission (SEC), and because of limits placed on the role of financia intermediaries
during the 1930s (Prowse, 1996). Shleifer and Vishny (1997) also emphasize the ability of small
investorsin the U.S. to sue corporate officers and directors for securities law violations. These
lawsuits are potentialy quite powerful because entrepreneuria lawyers can organize small
investors into a class and sue on behalf of that class. Since one-third of damages typically go to
the lawyers, their incentives to collect information and act on that information are much greater
than a small shareholder’s incentive, since the benefits of any costly actions taken would be shared

with all other shareholders (Martin, Jungja, Foster and Dunbar, 1996).



This paper assesses whether class actions help mitigate owner/manager agency conflicts
and, by extension, play arolein explaining the success of capital marketsin the United States. An
aternative view isthat securities class actions represent nothing more than rent-seeking behavior
by opportunistic lawyers. Such arguments were made surrounding passage of the Private
Securities Litigation Reform Act of 1995 (the “Reform Act”). The Reform Act made it more
difficult for plaintiffs to file securities fraud cases and created a “safe harbor” to encourage the
release of forward-looking information such as earning projections (Grundfest and Perino, 1997).
Advocates of reform argued that lawyers were taking advantage of unlucky companies whose
stock prices experienced unusually large declines. According to this view, plaintiffs' lawyers
would file a complaint that management failed to disclose information to the market in atimely
manner following a stock price drop, and they would then extract a settlement from the
company’s Directors and Officers' (D& O) insurance policy.

If securities class actions really are important in solving corporate governance problems,
then we ought to observe the following: (1) Firms with greater ex ante agencies problems are
more likely to be sued. (2) Either salutary changes in corporate governance mechanisms occur
after class actions, or management turns over following the class actions. (If existing corporate
governance mechanisms are functioning properly, then we may only observe management
turnover.)

In the first set of empirical tests, | find that large firms, low market-to-book firms, firms
with more intangible assets, high-risk firms, and young firms are all more likely to face class
actions. Each of these resultsis consistent with the idea that agency problems increase the risk of

facing a class action. Previous studies have shown that stock price voldtility, trading volume, and



market capitalization are higher at companies facing class actions (Jones and Weingram 1996) and
that these companies appear to disclose unusually optimistic earnings projections (Beck and
Bhagat 1997), but thisisthe first study that | know of that relates measures of agency problems
to the prevalence of class actions. Some of the findings, such as the effect of risk on the
likelihood of facing a class action, are also consistent with the legal rent-seeking hypothesis.
These two hypotheses are not mutually exclusive, and both make similar predictions for some
variables. Nevertheless, many of the variables related to agency problems, such as firm age,
tangible assets and the market-to-book ratio, would not affect the likelihood of being sued under
the legal rent-seeking hypothesis.

| also test whether variables that may themsel ves be chosen to mitigate agency problems --
ownership structure, capital structure, and dividend policy -- are related to class actions. While
Alexander and Cohen (1997) find that the incidence of corporate crimina fraud declines when
insider holdings rise from 0 to 10 percent, | find that manageria shareholdings are not linked to
the likelihood of facing a securities class action. This result is consistent with optimal ownership
structure that, in equilibrium, is uncorrelated with residual agency problems. Firms that
consistently fail to pay dividends, however, are about 60 percent more likely to face a class action
than dividend payers. Following La Porta, Lopez, Shleifer and Vishny (1998), | argue that
dividend policy acts as a proxy for residual agency problems: firmswhere outside investors can
induce managers to pay out cash have less severe agency problems than firms that never pay
dividends. Asaresult, the non-payers are more likely to face class actions.

In the second set of tests, | consider whether class actions lead to changes in corporate

governance structures. While ownership structure and board composition do not change after



securities class actions, the likelihood of CEO turnover nearly doubles, and the increase is
statistically significant. Moreover, the increase in the probability of turnover islarger following
lawsuits that have more merit, where merit is defined by the size of the settlement relativeto a
measure of investor losses typically used by plaintiffs in settlement negotiations; there is no
statistically significant increase in the probability of CEO turnover following lawsuits that have
bel ow-average merit.

This last result isimportant given the mixed results in the literature on the effect of
corporate fraud and securities fraud on management turnover. Aggrawal, Jaffe and Karpoff
(1998) find no increase in the likelihood of CEO turnover after the revelation of fraud, once firm-
specific characteristics are taken into account. Romano (1991) finds that top management turns
over more frequently at firms that faced securities litigation both before and after the lawsuits.*
Niehaus and Roth (1998) find that firms involved in securities class actions are more likely to
experience turnover than a matched sample of firms not facing class actions. In this paper, | use a
panel dataset to assess the impact of securities class actions on the likelihood of CEO turnover,
rather than comparing sued companies with companies that were not sued. The advantage of the
panel technique is that the results are based on changes in a given firm’s probability of
experiencing turnover acrosstime. As such, omission of firm-specific characteristics that may be
related to both the incidence of turnover and the incidence of experiencing a class action (or, in
the Aggrawal et a paper, fraud), is much less of a problem.

I. Background: how securities class actions wor k

! Romano focuses on derivative actions rather than securities class acti ons, asin this paper.



Small investors face two problems in dealing with entrepreneurs. First, asymmetric
information leads to an adverse selection effect: insiders have an incentive to sell overvalued stock
to outsiders and buy undervalued stock from them. Second, free rider problems severely reduce
the incentive for dispersed outsiders to monitor managers. The first problem is addressed in the
U.S. by prohibition on insider trading and the duty for managers to disclose information to
shareholders. Much of the enforcement of these laws occurs through private litigation, rather
than direct actions by the SEC (Dunbar and Jungja, 1994). The free-rider problem is addressed in
part by the ability of lawyers to organize a class and litigate (that is, collect costly information and
act on that information) for that class? Lawyerstypically receive one-third of the settlement,
thereby concentrating their incentives and helping solve the free-rider problem (Martin, Jungja,

Foster and Dunbar, 1996).

2 Free-rider problems are partly solved by concentrated ownership and ownership by blockholders. However,
as pointed out by Gorton and Kahl (1997), concentrated ownership requires wealthy investors, which is a scarce
resource. They present amodel in which institutional investors provide a second means through which ownership can
be concentrated and thereby help solve free-rider problems.



Securities class action lawsuits stem from managers' duty to disclose information
regarding the value of securities to their owners under the Securities Act of 1933 and the
Securities and Exchange Act of 1934.% By providing outside investors with accurate information,
the intent of these laws is to reduce asymmetries of information between outside investors and
insiders and thereby enhance outsiders’ willingness to provide capital to insiders. Securities class
actions typically occur when alawyer specializing in such litigation, after observing a large decline
inafirm’s stock price in response to some adverse news, files a complaint on behalf of all
investors who purchased the stock before the price declined but after the period when
management was legally bound to disclose the materia information.

The best way to explain these cases is with an example.* On November 3, 1997, plaintiffs
lawyers filed a complaint against the SoftCo Corporation and some of its senior officers alleging
violations of the Securities and Exchange Act of 1934 and the SEC’s rule 10b-5. The complaint
was filed on behalf of al open market purchasers of SoftCo’s common stock between March 12,
1997 and October 8, 1997. Plaintiffs argued that the company made false statements regarding
their purchase of American ChipCo that artificialy inflated the market price of the common stock
between these two dates (the “class period”). Therefore, plaintiffs alleged that purchasers during
the class period suffered damages equal to the difference between the actual share price and the
price that would have prevailed had managers accurately disclosed the adverse consequences

associated with the purchase of American ChipCo. Plaintiffs argued further that insiders profited

%In contrast, derivative class actions allow current shareholders to sue management on behalf of the company
based on the argument that the firm has been mismanaged (Dunbar and Juneja, 1994).

* This exampleisbased on areal complaint. Names and dates have been changed to conceal the identity of the
defendant.



from the price inflation by selling large percentages of their holdings of SoftCo during the class
period.

Asin the example, plaintiffs lawyers often allege that managers are intentionally
withholding information in order to trade profitably with ill-informed outsiders, particularly
following passage of the Reform Act (Grundfest and Perino, 1997). If plaintiffs are to be
believed, then these instances are clear-cut manifestations of agency problems associated with a
separation of ownership and control (Berle and Means 1935, Jensen and Meckling 1976). Critics
of securities class actions argue, however, that much of what occurs can be described more
accurately as rent-seeking behavior by lawyers. For instance, Alexander (1991) argues that
settlements occur regardless of the merits of cases, and, crucially, that the settlement amounts are
not related to the merits. Therefore, lawyers have a powerful incentive to sue any unlucky
company whose stock has recently experienced a sharp drop. | will call thisthe ‘legal rent-
seeking’ hypothesis.

On the other hand, using a set of Canadian firms, Core (1997) shows that the premiums
charged for D& O insurance reflect the strength of corporate governance. This suggests that firms
with greater agency problems (weak corporate governance structures) impose greater potential
liability on insurance companies and pay for it. This gives firms an incentive to correct their
governance problems. Moreover, Niehaus and Roth (1998) show that although insider selling
does not seem to occur more frequently during the class period, sued companies are more likely
to issue new shares during the class period. On balance, then, there appears to be no consensus
about whether these lawsuits have economic value. In the next two sections, | show that they do.

[11. Ex ante measures of agency problems predict class actions



If securities class actions help solve manager/owner agency problems, then firms with
greater agency problems should be more likely to be sued. On the other hand, if securities class
actions occur because of legal rent-seeking, then the incidence of these lawsuits should only
reflect lawyers incentive to file clams. These two hypotheses are not mutually exclusive, and
both make similar predictions for some variables. Nevertheless, many of the variables related to
agency problems would not affect the likelihood of being sued under the legal rent-seeking
hypothesis.

Sample and model specification

A list of al companies that had a securities class action lawsuits filed against them in either
federal or state court between January 1991 and March 1998 was generously provided to me by
National Economic Research Associates, Inc (NERA).®> These filings were compiled from the
Securities Class Action Alert. | then match the sued companies to the 1990 Standard & Poor’s
Compustat for financia characteristics and to the Center for Research in Securities Prices (CRSP)
for stock price information. Of the 1,600 companies that were sued over the period, 751 of these
appear on Compustat in 1990; 636 of these were sued once during the period, 90 were sued
twice, 21 were sued three times, and 4 were sued more than three times. The unconditional

probability of facing at least one lawsuit over the period for the Compustat sample was about 0.1

% Itis important to consider filings in both state and federal court because the percentage of casesfiled in state
court increased sharply after passage of the Reform Act (Grundfest and Perino, 1997). Notethat | have also estimated
the model using filings before passage of the Reform Act. These results are very similar and are available on request.



(751 firms sued divided by 7,584 firms on the 1990 Compustat).®

6 Damages associated with newly issued securities are filed under Section 11 of the 1933 Securities Act.
Those involving IPOs will not appear in the analysis, since ex ante firm characteristics will not be available. Also, very
small companies will not be included since they are less likely to appear in Compustat.



To analyze how firm characteristics affect the likelihood of facing a securities class action,
| estimate an ordered probit model, where the dependent variable equals the number of times that
agiven firm was sued. Since the explanatory variables are measured as of the end of 1990, and
the set of class action filings begin in January of 1991, there is no obvious endogeneity problem
that could occur if these variables were measured after the class actions were filed.” (The results
from an ordered logit model are very similar to the ones reported below.)

Hypotheses and Variable Definitions

Two sets of variables appear in the ordered probit analysis. The first set are firm-specific
characteristics that are not themselves likely to be chosen by the firm in response to agency
problems. These include size, market-to-book equity, tangible assets-to-total assets, stock return
volatility, trading volume, age, and industry indicators. The second set, however, are potentialy
determined by the firm, at least in part, to help solve owner/manager agency problems, making it
more difficult to predict how they should be related to the probability of securities class actions.
These include leverage, dividends, and insider holdings. The results are reported with and

without these variables.

" | have also etimated a hazard model in which the dependent variableisthe first time agiven firmissued. In
thismodel, firms that are sued earlier are assumed to have characteristics that increase the likelihood (hazard) of facing a
suit, but all firms are assumed to be ‘at risk’ of alawsuit. | used the Cox proportional hazard model, which imposes no
structure on the baseline hazard rate. Thus, the hazard rate can increase or decrease non-parametrically through time.
Thisisauseful property for these purposes because the Reform Act, passed in 1995, may have reduced the baseline
hazard rate for all firms. The model assumes, however, that the Reform Act does not affect the coefficientsin the hazard
model. These results are similar to the ordered probit results and are available on request.
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Firm characteristics

Table 1 presents the predicted sign on each variable under the two hypotheses (agency vs
rent-seeking). Both the agency and the rent-seeking hypotheses predict that larger firms are more
likely to face class actions. Residual agency problems will plague large firms more than small
because the mechanisms that help solve these problems, including pay-for-performance contracts,
concentration of ownership, and, perhaps most important, the market for corporate control, all
work better for small firms® Thelegal rent-seeking hypothesis, however, makes the same
prediction because large firms have “deep pockets.” Size is measured as the log of the market
capitalization of the firm’s equity as of the end of 1990. Stock price and shares outstanding data
are from CRSP.

The market-to-book equity ratio is included to capture managerial quality (Morck, Shleifer
and Vishny, 1988). High market-to-book firms are those that are well managed and thus should
be less likely to be sued (according to the agency hypothesis). The market-to-book ratio,
however, has some very large outliers that skew the results. | therefore report one specification
where the variable is trimmed at the 90th percentile of its distribution, and another with an
indicator equal to one for firms with market-to-book ratios above the median for their industry, as
defined by the two-digit SIC code. (This latter specification includes all of the observations.) The
rent-seeking hypothesis predicts no relationship between market-to-book equity and the likelihood

of being sued.

8 Jensen and M urphy (1993) find that CEO pay is more than four times as sensitive to performance at small
firmsasitisat largefirms. Demsetz and Lehn (1985) find that ownership is more concentrated at small firms. Morck,
Shleifer and Vishny (1989) show that the incidence of being the target of a hostile takeover is a decreasing function of
firm size.
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Firms with more intangible assets are likely to have greater agency problems because
tangible assets are easier for outsiders to observe and value. Himmelberg and Morgan (1995)
argue that tangible assets reduce firm opagueness and thereby increase a firm’s access to external
capital. Asevidence, they show that firms with higher levels of fixed capital are more likely to
have abond rating. According to the agency hypothesis, firms with fewer tangible assets should
therefore face a higher risk of facing aclass action. | use theratio of property, plant and
equipment (PP&E) to total assets as a measure of tangibility of assets. The rent-seeking
hypothesis predicts no relationship between tangible assets and the likelihood of being sued.

Riskier companies are a'so more likely to face class actions under the agency hypothesis.
Demsetz and Lehn (1985) argue that “in less predictable environments...managerial behavior
simultaneoudly figures more prominently in afirm’s fortunes and becomes more difficult to
monitor.” Consistent with optimal ownership structure, they find that ownership is more
concentrated at riskier firm. Holdnerness, Kroszner and Sheehan (1998) have a similar findings
for manageria ownership in both 1995 and 1935. Unfortunately, the rent-seeking hypothesis
makes the same prediction: the chance of afirm experiencing alarge enough decline in their stock
to warrant alawyer’s time to investigate whether securities laws have been violated will increase
with the volatility of the stock price. | use the standard deviation of monthly returns during the 60
months between January 1986 and December 1990 as a measure of risk.’

Following Jones and Weingram (1996), | include the average rate of turnover of the

firm’s stock (average monthly trading volume divided by share outstanding), since the expected

® Thisvariable requires that the firm have traded stock for the 1986 to 1990 period. | have also estimated the
model without this variable (and the dividend variable, described below) so that all observationsin the 1990 Compustat
could beincluded. The results for the variables included in both specifications are similar for both models.

12



settlement amounts increase as trading volume increases.™®  If lawyers seek rents, their incentive
to file a class action against a firm with actively traded sharesis greater than their incentive to file
against a firm whose stock trades less frequently. Trading volume and shares outstanding data are

from CRSP.

19 3ones and Wei ngram (1998) map the trading volume variable into a measure of the amount of damages
typicaly asked for by plaintiffs based on the proportional decay model in which each share is assumed to have an equal
probability of trading on each day. Thistransformation of the trading volume variable has a similar effect in the ordered
probit models to the results presented below.

13



The agency hypothesis predicts that younger companies will face more class actions,
where age is defined as the number of years since the firm’s stock began to trade on the
exchanges."' Firms may become more transparent as they age, reducing information asymmetries
between managers and outside shareholders and thereby reducing agency problems. On the other
hand, selection effects may cull out firms that suffer from severe agency problems. Either way,
aging should reduce the likelihood of afirm facing a securities class action. This variable comes
from CRSP.

| include a variety of industry indicator variables to control for other unexplained
differences across industries. Some specifications (not reported below) include a set of indicator
variables based on 1-digit SIC code. In the ones reported below, | include just three industry
indicators: one for banking firms (SIC code 60); a second for regulated firms (SIC 40 [railroads],
48 [telecommunications], 49 [utilities] and 60 [banks]); and a third for firms in high-technology
(SIC 357 [computer and office equipment], 737 [computer programming services]). Martin et al.
(1996) show that high-technology companies and banks are (unconditionally) more likely to face
securities class actions. | aso include the regulated firm indicator to test the agency hypothesis.*?

(Since the coefficients on the other variables are not affected by the set of industry indicators that

" Notethat all of the companies in the model are at least five years old, since | use data from 1986 to 1990 to
compute the stock return volatility. If anything, this selection criterion creates a bias against finding an aging effect,
particularly since many securities class actions involve claims against newly issued securities such as |POs.

12 Demsetz and Lehn (1985) argue that regulated firms face less severe agency problems, and they show that
ownership isless concentrated at these firms.
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are included in the model, | only report the results with the banking, high-technology and
regulated-firm indicators.)

Variables potentially used to solve agency problems

Corporate governance mechanisms and capital structure may be determined, in whole or in
part, to help solve managerial agency problems. This makes it difficult to predict how these
variables ought to be related to the frequency of class actions under the agency hypothesis. For
example, there may be no relationship between levels of insider holdings, leverage and dividend
policy in equilibrium and residual agency problems, and it is residual agency problems that may be
correlated with the likelihood of facing a securities class action. In contrast, the rent-seeking
hypothesis predicts no relationship between these variables and the likelihood of class actions.

Morck, Shleifer and Vishny (1988) argue that managerial shareholdings help align the
incentives of insiders and outsiders. To test thisnotion, | include the fraction of shares
outstanding held by officers and directors. Included in the holdings of insiders are all family
shares owned by insiders as well as all outstanding options to purchase shares. Data on
ownership structure are constructed from the 1990 proxy statement as made available by
Disclosure, Inc. through Compact Disclosure.™® | introduce insider holdings linearly in one
specification. Since Morck, Shleifer and Vishny (1988) find that manageria entrenchment

dominates alignment when insider holdings range between 5 and 25 percent, | also estimate the

3 one complication arises because active trading by informed insiders will affect thelevel of insider holdings
Jordan (1998). Thus, if managers of sued companies either systematically sell shares before alawsuit or issue new share
then there will be a negative correlation between insider holdings and the likelihood of being sued. (For evidence that
firmsissue new equity during the class period, see Niehaus and Roth, 1998). | therefore have also used insider holdings
as of 1988, three years before thefirst filing, to insure that managerial trading does not drive the results. These results
are similar to those reported below.

15



model with alinear spline with breakpoints at 5 and 25 percent.

Jensen (1986) argues that “free cash” increases opportunities for managerial misbehavior.
Debt, by forcing managers to pay out free cash as interest, can help mitigate owner/manager
agency problems. To test this hypothesis, | include leverage, measured as the ratio of total debt

to total assets.™

1% | have also included the ratio of cash to total assets, but this variable was not statistically significant.

16



Finally, the model includes adividend indicator equal to 1 if the firm paid a cash dividend
on common equity at least once during the 5 year period between 1986 and 1990. Thisvariable
distinguishes firms that never pay dividends over arelatively long period from those that do.
Firms may fail to pay dividends because they have strong investment opportunities that they are
retaining earnings to fund, and retained earnings constitute the cheapest form of financing.™
Alternatively, firms that do not pay dividends may be those firms with the most severe agency
problems -- these may be firms where it is difficult for shareholders to force managers to give
back profits on aregular basis.®® Information on dividend payout history comes from Compustat.
Results

Table 2 compares the summary statistics for the companies that faced one or more
securities class actions with those that did not. Sued firms are much larger than average: their
market capitalization is about five times as large as other firms (based on the median). Given this
dramatic size difference, it is not surprising that sued firms have alower level of insider holdings,
and higher trading volume. It is surprising that they seem to be about aslikely to pay dividends

(since large firms are much more likely to pay than small ones), are younger, and have dightly

1> For evidence that internal ly generated funds are the cheapest source of funds, see Fazzari, Hubbard and
Petersen (1988). For an alternative point of view, see Kaplan and Zingales (1997).

16| also tried the current dividend payout rate (cash dividends divided by earnings), and an indicator equal to 1
for firmsthat paid dividends in every year from 1986 to 1990. Neither of these variablesis significant when included
with the dividend indicator described in the text, while this variable remains statistically significant when the others are
included.
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more volatile stock prices. Table 3 reports the results from the ordered probits.

Firm characteristics

The coefficients on size, market-to-book equity, tangible assets to total assets, stock
return volatility, and age are al consistent with the agency hypothesis: large firms, low market-to-
book firms, firms with more intangible assets, risky firms, and young firms are more likely to face
securities class actions. These effects are economically significant aswell. Using a smple probit
(where the dependent variable equals 1 if the firm faced one or more lawsuits), | estimate that a
one standard deviation increase in the log of market capitalization (from the mean in the sample)
is associated with an increase in the probability of facing alawsuit of about 9 percentage points.
Thisisavery large increase, given that the unconditiona probability isonly 10 percent. A one
standard deviation increase in stock return volatility is associated with an increase in the
probability of being sued of 3 percentage points, and a one standard deviation increase in the
tangible assets variable is associated with a decrease in the probability of being sued of 2
percentage points. The coefficient on the market-to-book indicator suggests that highly valued
companies relative to their peersin the industry are about 2 percentage points less likely to be
sued than companies with low market valuations.

Both the size and volatility results are also consistent with legal rent-seeking. 1n addition,
firms with more actively traded stock prices are more likely to be sued, again consistent with the
class actions representing, at least in part, legal rent-seeking. This effect is also economically
important -- a standard deviation increase in trading turnover is associated with an increased
probability of being sued of about 2 percentage points.

Variables potentially used to solve agency problems

18



Both leverage and dividend policy are significantly related to the likelihood of facing a
class action (Table 3, columns 3 and 4). Firms with higher leverage are more likely to be sued.
On itsface, this result appears inconsistent with Jensen’s free cash flow hypothesis, but if leverage
is determined in part to solve agency problems, there is no reason to expect leverage to be
correlated with residual agency problemsin equilibrium. The positive relationship between
leverage and the risk of facing a class action may reflect risk, since equity volatility is greater at
more highly leveraged firms. Leverage may help predict future stock return volatility, even when
past volatility is included in the regression.

Far more powerful is the impact of dividend policy: Firmsthat do not pay dividends over
extended periods of time are much more likely to be sued. In fact, the probability of class actions
is about 6 percentage points higher for the non-dividend payers, compared to firms that paid a
dividend at least once during the 1986-90 period. The effect of the dividend policy indicator is
the only one that rivals the effect of firm size in importance. This results suggests that dividend
policy can act as a powerful proxy for the degree to which afirm has solved (or failed to solve) its
manager/owner agency problem. Firmsthat pay dividends -- that is, firms where outside investors
can (somehow) induce managers to pay out cash -- have less severe agency problems than firms

that consistently fail to pay dividends. Asaresult, the non-payers are more likely to face class

19



actions.”’

Insider holdings are not related to the likelihood of class actionsin either the linear model
or the linear spline. As noted above, thisis consistent with firm’s choosing their ownership
structure optimally, leading to no correlation in equilibrium between the level of insider holdings
and the amount of residual agency problems. | also found no relationship between board
composition, large blockholdings or institutional holdings and the presence of a class action (not
shown). Since these variables have to be hand collected, | could not include them in the ordered
probit analysis. Instead, | created a size- and industry-matched control group of firms that did not
face a securities class action and found no statistically significant difference in board size, board
insiders, large blockholdings or ingtitutional holdings between the control group firms and the
firms that faced a securities class action.

V. Classactionslead to CEO turnover

Y Thisi nterpretation of the dividend result is consistent with La Porta et a (1998), who find that “firms appear
to pay cash out to investors because the opportunities to steal or misinvest arein part limited by law, and because
minority shareholders have enough power to extract it.” Of course, La Portaet a also find that in the common law
counties, which includes the U.S., low dividend firms are more likely to have very strong investment opportunities. This
isalso truein my dataset. The mean market-to-book equity ratio for the non-dividend paying firmsis about 25 percent
higher than for the dividend payers. Sincel control for the market-to-book equity ratio in the regressions, however, the
dividend payer indicator can be interpreted as acting as a proxy for agency problems.
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While some of the ex ante results are consistent with the idea that firms with greater
agency problems are more likely to face securities class actions, this does not mean that the class
actions necessarily help solve these problems. If they do, we would expect to see changes either
in corporate governance mechanisms, or, if the governance mechanisms are working, changesin
management.’® | turn to this next.

Sample, variable definitions and model specification

This section reports changes in corporate governance structures (ownership structure and
board composition) and changes in the probability of managerial displacement (CEO turnover) for
a sample of 309 companies that were sued and settled with plaintiffs during the 1991 to 1996
period. Approximately 1,000 class actions were resolved during this period. NERA collected
settlements and construct a measure of investor losses typically used by plaintiffs in negotiations
for 331 class actions, and | was able to collect information on corporate governance mechanisms

for 309 of these.

18 , . . . . : : :

Note that even if there is no change in governance mechanisms, firms may have an incentive to avoid
lawsuitsif their D& O insurance premiums reflect the risk of facing aclass action. For evidence consistent with this
hypothesis, see Core (1997).
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To test whether governance structures change after class actions, | construct a panel
dataset over the 1991 to 1995 period, measuring each of the following governance variables once
per year: insider holdings -- the fraction of shares outstanding held by officers and directors;
large blockholdings -- the proportion of the firm owned by individuals with at least 5 percent of
shares outstanding; institutional holdings -- the proportion of shares outstanding owned by
institutions; board size -- the number of individuals on the board of directors;™ board insiders --
the proportion of board members who are also officers of the company; and CEO turnover -- an
indicator equal to 1 if the current CEO is not the same person as the CEO in the previous year.

All of these variables were collected from Compact Disclosure. The insder holdings
information comes from the proxy statement. Large blockholdings and ingtitutional holdings are
compiled by Spectrum and made available on the Compact Disclosure CD. Board composition
and the identity of the CEO are also collected from the proxy statement.

The pandl dataset allows me to estimate how each of these governance variables changes

y,;= b, Post - Lawsuit,; + b, Merit* Post - Lawsuit,; + b, DuringClass- Period,
+ b, Excess Return,; + b s EXCess Return.s,
+ Year,+ Firm + ey i= 1,,__,309; t= 1991,,1995

after class actions using the following model:
wherey is one of the corporate governance variables, Post-Lawsuit is an indicator equal to 1 if
the variable is observed after the class-period, which is assumed to be roughly coincident with the

filing date of the lawsuit, and O otherwise; During Class-Period is an indicator equal to 1 if the

19 v ermack (1996) reports that firms with smaller boards have higher Q ratios.
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variable is observed during the class period, and O otherwise.

| use ameasure of investor losses typically presented by plaintiffs’ lawyersin settlement
negotiations to construct a measure of the merit of each case. If securities class actions help solve
agency problems, then there should be bigger changes in corporate governance after cases with
more merit. Merit isafirm-specific but time-invariant variable equal to 1 for casesin which the
ratio of the settlement amount to investor losses exceeds the median in the sample (9 percent),
and zero otherwise.® This specification is also flexible enough to accommodate the possibility
that some class actions are nuisances that represent legal rent-seeking; no changes in the
governance variables should occur following these cases.*

Excess Return;; equals the difference between the return on the firm'’s stock over the year
ending at t and the return on the value-weighted portfolio of stocks trading on NY SE, AMEX and
NASDAQ. Stock price performance appears in the model because class actions are generally
associated with steep price declines.” Therefore, it isimportant to separate the effects of price
performance from the effects of the lawsuit. Stock performance has been shown to be related to
ingtitutional holdings (Remolona, Kleiman and Gruenstein, 1997), board composition (Bhagat and
Black, 1997) aswell as CEO Turnover (see Denis, Denis, and Sarin 1997). Also, | control for

turnover in the model with the other corporate governance variables (ownership and board

20 | have also constructed an alternative merit indicator equal to 1 for cases that have an above-median ratio of
settlement to investor losses and that settled for at least $2 million. These results are similar to the ones reported in
Table 7. For adetailed description of the calculation of investor losses, see Martin et al (1996).

2! The data are not observed at the same time each year, since dates associated with proxy statements vary by
company. Consequently, the year indicators reflect the calendar year in which each data point was observed.

%2 The average stock price declined at the end of the class period by about 19 percent before the Reform Act
and 31 percent after (Grundfest and Perino, 1997).
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composition). | do this because al of these governance variables may change during periods of
managerial turnover.

The model also contains both year and firm fixed effects. These are included to capture
time trends and unexplained differences in the levels of the corporate governance variables across
firms. The coefficient b, can therefore be interpreted as the change in the dependent variable after
cases with below average merit, while b , + b ; gives the change in the dependent variable after
cases with above average merit. The coefficient bz measures any changes that may occur leading
up to the lawsuit. For instance, insider trading or issuance of new equity during the class period
could affect the level of insider holdings.

In the model with CEO age as the dependent variable, | aso include the age of the CEO in
the preceding year. The models with insider holdings, large blockholders, institutional holdings,
board size and insiders on the board are all estimated with OL S (with fixed effects). The model
with CEO turnover as the dependent variable is estimated with a conditional logit model, which is
equivalent to including a firm-specific component in the error term.

Results

Table 4 contains the smple summary statistics for the variables before and after the law
suits. Asit turns out, Table 4 tells the same story as the regressions. there are no statistically
significant differences in the governance variables before and after the lawsuits. CEO turnover,
however, increases markedly after the lawsuit, from about 11.9 percent before to about 23.2
percent after, an increase of more than 10 percentage points that almost doubles the risk.

Tables 5 and 6 report the regressions for the board composition and ownership structure

variables. In neither case do | find statistically significant changes that can plausibly be attributed
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to the effects of the class actions. Board structure does not change significantly after the lawsuits,
athough there is a statistically significant increase in the size of the board during the class period.
The result is not affected by the merit of the case. For the share of insiders on the board, | find
no statistically significant changes.

Insider holdings decline after the lawsuit. This decline, however, is not statistically
significantly different from the decline in insider holdings observed during the class period. Taken
together, these results are consistent with insiders selling stock or issuing new shares during the
class period to take advantage of an over valued company, but the lawsuit itself having no effect
on insder holdings. Infact, Niehaus and Roth (1998) find that companies that face securities
class actions sold more new securities during the class period than a size- and industry-matched
control group of firms. They find no evidence of insider selling. Notice that the decline in the
proportion of the firm owned by insiders during the class period is mirrored by an increase in the
proportion owned by institutions. | find no statistically significant change in large blockholdings,
either during or after the class period.

While governance structures do not change, the increase in the unconditional probability
of turnover (Table 4) continues to be significant in the conditional logit model (Table 7).%
Moreover, the increase in CEO turnover appears to be driven by the high-merit cases. That is, the
coefficient on the post-lawsuit indicator is not statistically significantly different from zero, but the

coefficient on the interaction between the merit indicator and the post-lawsuit indicator is

2% The number of observationsin the conditional logit isless than half of the number of observationsin the
OLSregressions. Thisloss of observations occurs because firms that experienced no CEO turnover (either before or
after the lawsuit) do not contribute to the coefficient estimates in the conditional logit. For details, see Greene (1997).
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significant (Table 7, column 2).%*

% |f the model is estimated on just the set of cases with high merit, the coefficient on the post-lawsuit indicator

is statistically significant (not shown).
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One might object that all that has been shown is that CEO turnover rises following large,
single-day stock price declines. To rule out this possibility, | have collected CEO turnover
information from the 1991 to 1995 period for arandomly selected group of firms that experienced
at least a 15 percent stock price decline in 1992 but did not face a securities class action.® |
then add these observations to the panel data set, allowing the inclusion of both an indicator equal
to 1 after the large stock price decline (this variable is labeled “Indicator for post class-period” in
Table 7, which is somewhat of a misnomer in this specification), and an interaction term between
thisindicator and another indicator equal to 1 for the set of firms that faced a class action. As
shown in column 3, the coefficient on the post-class period indicator is not statistically significant,
suggesting that large single-day stock price declines are not associated with increased CEO
turnover (controlling for past performance). The interaction term, however, is statistically
significant at the 10 percent level, and the sum of the coefficients on the post-class period
indicator and the interaction term is statistically significant at the 5 percent level. CEO turnover
does increase when a large single-day stock price decline occurs in conjunction with a securities
class action.

Why does CEO Turnover go up?

% The median stock price decline for the firms that do not face a class action is 33 percent. For the firms that
do face a class action, the median decline at the end of the class period is 18 percent.
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Financia distress may be associated with the incidence of securities class actions.

Previous research suggests that the incidence of CEO turnover increases during and shortly after
financia distress (Gilson and Vetsuypens, 1993). Perhaps turnover goes up because financial
distressis correlated with the presence of aclass action. Table 8 rules this interpretation ouit.
Here, the turnover regressions are estimated for companies that were profitable during the years
from the end of the class period through 1996.%° In the simple specification, the coefficient on the
post-lawsuit indicator remains at about 1.4, although its standard error increases due to the
smaller sample?” The coefficient on the post-lawsuit indicator is statistically significant at the
10.8 percent level. In the second specification (Table 8, column 2), the merit interaction termis
positive and statistically significant, and the sum of the interaction term and the linear term, which
gives the total effect of class actions on the probability of CEO turnover for the meritorious cases,
is statistically significant (at the 5 percent level).

A second potential problem with the resultsin Table 7 is that CEO turnover may be
endogenous to the presence of a securities class action. Specificaly, lawyers may have an
incentive to sue companies that have had declines in their stock price that led to CEO turnover.
Perhaps CEO turnover causes lawsuits, rather than the reverse. To check for this possibility, |
estimate a modedl like those in Table 7 with an indicator variable equal to 1 after the lawsuit is
filed, and another indicator variable equal to 1 during the window of time between the end of the

class-period and the filing date. If turnover causes lawsuits but not the reverse, then we should

% profitable firms are those that had positive net income on average over the period from the end of the class
period to 1996.

%" Net incomeis available for 225 of the 309 companies in the dataset. Slightly more than half of these (113)
were profitable after the end of the class period.
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observe a significant increase in CEO turnover during the window between the end of the class
period and the filing date, but no significant increase in turnover after the filing date.

Just the opposite occurs: there is no significant increase in turnover during the window
between the end of the class period and the filing date, although the coefficient is positive (Table
9). In contrast, there is a statistically significant increase in CEO turnover after the lawsuit filing
date.”® Also, in this specification | can not reject the hypothesis that the probability of CEO
turnover increases more following meritorious class actions, although the coefficient on the merit
interaction is positive. In this model, the likelihood of CEO turnover increases for both relatively
high settlement and low settlement cases.

V. Conclusions

Securities class actions represent more than mere legal rent-seeking -- they seem to help
solve agency problems. Part of the success of capital marketsin the U.S,, reflected by the
relatively unconcentrated ownership structure here, may be attributed to the ability of lawyersto
organize a class action against corporate officers and directors. Lawyers have powerful incentives
to collect information and act on that information because they typically receive one-third of
settlements, thereby overcoming the free-rider problem for small shareholders.

Two key findings support this conclusion. First, firmsthat are more likely to suffer from
agency problems are more likely to face class actions. Risky firms, large firms, young firms, low
market-to-book firms and non-dividend paying firms as of the end of 1990 were more likely to

face a class action filing over the January 1991 to March 1998 period. Second, the probability of

28 The number of observations falls from 347 to 225 when the filing date is added to the model.
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CEO turnover increases dramatically after class action filings, from about 11.9 percent per year
before to about 23 percent per year after. The increase in turnover seems to be driven by cases
with above-average merit; the evidence that turnover increases following cases with below-
average merit islessrobust. Moreover, the increase can not be explained by omitted firm-specific
characteristics, financial distress, or the possibility that CEO turnover increases the likelihood that
alawyer will file aclass action.

Finaly, | find no evidence that corporate governance mechanisms either predict class
action filings, or change after they actually occur. Ownership structure in 1990 is not related to
filingsin either alinear or non-linear way, and neither ownership structure nor board composition
change after the class actions. Taken together, these results are consistent with optimal
governance in which these various mechanisms are uncorrelated with residual agency problemsin

equilibrium.
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Table 1: Predicted relationship between firm characteristics and the likelihood of

Variable

Firm characteristics
Size

Market-to-book ratio
Tangible assets

Risk

Trading volume

Age

Regulated firm indicator

Variables potentially used to
solve agency problems

Insider holdings
Leverage

Dividend payout

a securities class action

Predicted effect of variable on class action likelihood under:

Hypothesis 1:
Securities class actions help
solve agency problems

Hypothesis 2:
Securities class actions occur
because lawyers seek rents




Table 2: Mean, standard deviation and median for 1990 balance sheet

characteristics of Compustat companies

Market value of equity
(Millions of dollars)

Market-to-book equity ratio

Property, plant & equipment /
total assets

Standard deviation of monthly
stock return, 1986-90

Average monthly trading
volume/shares outstanding

Number of year stock has been
trading

Proportion of firmsin regulated
industries

Proportion of banking

Proportion of firmsin computer
hardware and software

Compustat companies
sued between
1/91 and 3/98

1102
(3691)
[135]

3.01
(6.58)
[1.48]

0.28
(0.24)
[0.21]

0.13
(0.05)
[0.12]

86.78
(68.82)
[67.30]

15.7
(16.1)

[9]
0.13

Other Compustat
companies

610
(2908)
[25]

4,01
(78.68)

[1.17]

0.32
(0.27)
[0.25]

0.12
(0.05)
[0.11]

55.06
(53.20)
[44.01]

15.5
(14.6)
[10]

0.12

Table 2: Mean, standard deviation and median for 1990 balance sheet
characteristics of Compustat companies (continued)
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Proportion of shares held by 0.17 0.24

officers and directors (0.19) (0.22)
(Insider holdings) [0.11] [0.18]
Leverage 0.22 0.23
(Debt/assets) (0.25) (0.97)
[0.15] [0.14]
Proportion of firmsthat paid a 0.48 0.47
dividend between 1986 and 1990 - -

Sources and Notes: All figures except share holdings of insiders are from the 1990 Compustat. Insiders’ shareholdings
are from Compact Disclosure, based on information from the 1990 proxy statement. The first number reported isthe
sample mean, the second number (in parentheses) is the standard deviation, and the third number [in square brackets] is
the median. Standard deviations and medians are not reported for indicator variables.
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Table 3: Firmswith greater agency problemsare morelikely to face

Log of market value of
equity

Market-to-book equity

Indicator for high
market-to-book firms

Property, plant &
equipment / assets

Standard deviation of
stock returns

Trading volume/shares
outstanding

Number of years stock
has traded
Regulated firm

Banking firm

Computer firm

securities class action lawsuits

Models without variables

potentially used to solve Models with variables potentially

agency problems used to solve agency problems
Continuous
Market-to- Market-to-book Linear Linear
book indicator Specification Spline
0.212*** 0.211*** 0.274*** 0.262***
(0.027) (0.024) (0.035) (0.036)
-0.086* - -0.116** -0.105*
(0.047) (0.056) (0.057)
- -0.133* - -
(0.078)

-0.434** -0.452** -0.608* ** -0.639***
(0.190) (0.277) (0.234) (0.235)
4.757*** 4.445%* 4.208*** 4.192***
(1.099) (0.964) (1.440) (1.444)
0.0018*** 0.0020* ** 0.0026* ** 0.0027***
(0.0006) (0.0006) (0.0008) (0.0008)
-0.007** -0.007*** -0.008** -0.010***
(0.003) (0.003) (0.004) (0.004)
0.101 0.199 0.030 -0.039
(0.152) (0.136) (0.175) (0.183)
-0.237 -0.290 -0.024 0.031
(0.237) (0.219) (0.268) (0.274)
0.141 0.132 0.051 0.046
(0.247) (0.138) (0.162) (0.162)

Table 3: Firmswith greater agency problemsare morelikely to face

Insider holdings

Insider holdings > 5%,

securities class action lawsuits (continued)

- - -0.293 -4.360
(0.280) (3.629)
- - - 3.933
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0 otherwise (4.061)

Insider holdings > 25%, - - - 0.412
0 otherwise (1.129)
Leverage - - 0.575* 0.570*
(0.320) (0.320)
Dividend payor - - -0.383*** -0.383***
indicator (0.122) (0.122)
N 2,084 2,282 1,699 1,699
Pseudo-R? 0.0752 0.0826 0.1107 0.1121

Sources and Notes: Dependent variable equal s the number of times a firm faced a securities class action between 1/91
and 3/98; the dependent variable ranges from 0 to 6. Approximately 10 percent of the companies on Compustat were
sued at least once during the period. Model estimated is an ordered probit. All data except insider holdings are from
1990 Compustat. Insiders’ shareholdings are from Compact Disclosure, based on information from the 1990 proxy
statement. Firms with market-to-book equity above 4.63 (the 90 percentile of the distribution) are dropped in the model
with market-to-book entered continuously. Standard errors appear below coefficients in parentheses. *** Statistically
significant at the 1% level; ** Statistically significant at the 5% level; * Statistically significant at the 10% level.
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Table 4: Mean, standard deviation and median of cor por ate gover nance variables
before and after securities class actions

Before lawsuit After lawsuit
Board size 8.61 8.43
(4.253) (3.677)
[7] [7]
Proportion of board members 0.335 0.303
who are officers (0.184) (0.166)
[0.333] [0.286]
Proportion of shares held by 0.191 0.130
officers and directors (0.190) (0.148)
[0.120] [0.075]
Proportion of share held by 0.261 0.253
large blockholders (0.259) (0.251)
[0.183] [0.197]
Proportion of shares held by 0.354 0.355
institutional investors (0.241) (0.234)
[0.342] [0.337]
Probability of CEO Turnover 0.119 0.232

Sources and Notes: Data are a panel from Compact Disclosure, with observations between 1991 and 1995. The first
number reported is the sample mean, the second number (in parentheses) is the standard deviation, and the third number
[in square brackets] is the median. Firmsincluded are drawn from a sample of cases that settled between 1991 and
1996.
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Table 5: Board composition does not change after securities class actions

Proportion of board members

Board size who are officers
Simple Specification Simple Specification
Specification with Merit Specification with Merit

Intercept 8.686*** 8.688*** 0.338*** 0.338***

(0.169) (0.170) (0.012) (0.012)
Indicator for post- 0.221 0.256 -0.006 -0.011
lawsuit period (0.263) (0.292) (0.019) (0.021)
Merit* Indicator for - -0.080 - 0.013
post-lawsuit period (0.288) (0.021)
During class period 0.495** 0.492** -0.010 -0.010
indicator (0.226) (0.226) (0.016) (0.016)
CEO turnover -0.311* -0.308* 0.012 0.011
indicator (0.162) (0.163) (0.011) (0.012)
Stock performance -0.163 -0.163 0.010 0.010

(0.108) (0.108) (0.008) (0.008)
Year indicators:
1992 -0.186 -0.186 -0.007 -0.008
1993 -0.377 -0.374 -0.042 -0.043
1994 -0.392 -0.390 -0.043 -0.044
1995 -0.591 -0.589 -0.051 -0.052
N 776 776 771 771
R? (Within) 0.0423 0.0425 0.0528 0.0535

Sources and Notes: Model estimated on a panel dataset from Compact Disclosure and CRSP from 1991 to 1995. Stock
performance equals the difference between the return on the firm's stock and the return on the market (value-weighted
return on NY SE, AMEX and NASDAQ). Standard errors appear below coefficientsin parentheses. Year effectsare
jointly significant at the 1% level; 1991 isthe omitted category. All models contain firm fixed effects. *** Statistically
significant at the 1% level; ** Statistically significant at the 5% level; * Statistically significant at the 10% level.
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Table 6: Owner ship structure changes little following securities class actions

Insider holdings Large blockholdings Holdings by institutions
Simple Specification Simple Specification Simple Specification
Specification with Merit Specification with Merit Specification with Merit

Intercept 0.194*** 0.193*** 0.286*** 0.287*** 0.362*** 0.362***

(0.011) (0.011) (0.020) (0.020) (0.014) (0.014)
Indicator for post- -0.050*** -0.048*** 0.039 0.028 -0.025 -0.043*
lawsuit period (0.014) (0.017) (0.028) (0.033) (0.019) (0.022)
Merit* Indicator for - -0.003 - 0.019 - 0.034
post-lawsuit period (0.017) (0.032) (0.022)
During class period -0.040* ** -0.040* ** 0.032 0.032 0.037** 0.037*
indicator (0.013) (0.013) (0.025) (0.025) (0.017) (0.017)
CEO turnover -0.008 -0.008 0.011 0.010 -0.017 -0.019
indicator (0.008) (0.008) (0.016) (0.016) (0.011) (0.014)
Stock performance 0.003 0.003 0.020* 0.020* 0.038*** 0.038***

(0.005) (0.005) (0.010) (0.010) (0.007) (0.007)
Year indicators:
1992 0.004 0.003 -0.008 -0.008 0.022 0.023
1993 -0.003 -0.003 -0.281 -0.281 0.034 0.035
1994 -0.012 -0.012 -0.029 -0.029 0.046 0.047
1995 -0.020 -0.020 -0.008 -0.009 0.065 0.065
N 760 760 805 805 805 805
R? (Within) 0.0796 0.0797 0.4350 0.4353 0.1286 0.1324

Sources and Notes: Model estimated on a panel dataset from Compact Disclosure and CRSP from 1991 to 1995. Stock performance equals the difference between
the return on the firm’s stock and the return on the market (value-weighted return on NY SE, AMEX and NASDAQ). Standard errors appear below coefficientsin
parentheses. Year effectsarejointly significant at the 1% level; 1991 is the omitted category. All models contain firm fixed effects.
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**x Statigtically significant at the 1% level; ** Statistically significant at the 5% level; * Statistically significant at the 10% level.
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Table 7: CEO turnover increases after securities class actions

Specification that
Specification  includes companies

Basic with Merit that did not face a
Specification interaction class action
Indicator for post class- period 1.431** 0.801 0.410
(post large, single-day stock price (0.645) (0.708) (0.412)
decline)
Firm faced class action indicator * - - 1.080*
post class- period indicator (0.613)
Merit indicator * post class- - 1.605* -
period indicator (0.870)
During-class-period indicator 0.264 0.328 0.271
(0.614) (0.621) (0.588)
CEO Agein prior year 0.151*** 0.146* ** 0.102* **
(0.035) (0.034) (0.024)
Stock performance -0.573** -0.569** -0.340*
(0.247) (0.246) (0.181)
Lagged stock performance -0.289 -0.265 -0.224
(0.256) (0.256) (0.191)
Year indicators:
1992 -0.042 -0.026 -0.024
1993 0.104 0.078 0.140
1994 0.324 0.301 0.207
1995 0.190 0.192 0.001
N 347 347 573
Pseudo R 0.1940 0.2085 0.1127

Sources and Notes: Model estimated on a panel dataset from Compact Disclosure and CRSP from 1991 to 1995.
Standard errors appear below coefficientsin parentheses. The dependent variable equals 1 if the current CEO is not the
same person has the CEO in the previous year. Stock performance equals the difference between the return on the firm’s
stock and the return on the market (value-weighted return on NY SE, AMEX and NASDAQ). The model estimated isa
conditional logit, where the coefficients estimated are conditioned on a firm-specific error component (analogousto a
fixed effect in an OLS model). The merit indicator equals 1 for suits whenever the ratio of the settlement amount to
investor losses exceeds the median in the sample.

**x Statigtically significant at the 1% level; ** Statistically significant at the 5% level; * Statistically significant at the
10% level.
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Table 8: CEO turnover increases after securities class actions,
even for profitable firms

Specification with Merit

Basic Specification interaction

Indicator for post class- 1.417 0.694
period (0.883) (0.969)
Merit indicator * post class- - 2.189*
period indicator (1.279)
During-class-period 0.218 0.277
indicator (0.928) (0.970)
CEO Agein prior year 0.215*** 0.205* **

(0.052) (0.051)
Stock performance -0.150 -0.112

(0.364) (0.363)
Lagged stock performance 0.146 0.162

(0.387) (0.388)
Year indicators:
1992 0.268 0.412
1993 0.624 0.691
1994 0.775 0.808
1995 0.716 0.730
N 211 211
Pseudo R 0.2242 0.2478

Sources and Notes: Model estimated on a panel dataset from Compact Disclosure and CRSP from 1991 to 1995,
including only firms that had positive net income over the period beginning at the end of the class period and ending in
1996. Standard errors appear below coefficients in parentheses. The dependent variable equals 1 if the current CEO is
not the same person has the CEO in the previous year. Stock performance equals the difference between the return on
the firm's stock and the return on the market (value-weighted return on NY SE, AMEX and NASDAQ). The model
estimated is a conditional logit, where the coefficients estimated are conditioned on a firm-specific error component
(analogous to afixed effect in an OLS model). The merit indicator equals 1 for suits whenever the ratio of the settlement
amount to investor |osses exceeds the median in the sample.

**x Statigtically significant at the 1% level; ** Statistically significant at the 5% level; * Statistically significant at the
10% level.



Table 9: CEO turnover increases after filing date but not before

Specification with Merit

Basic Specification interaction

Indicator for post filing-date 2.163*** 1.805**
period (0.794) (0.841)
Merit indicator * post filing- - 0.908
date indicator (0.877)
Post class-period but before 1171 1.020
filing-date indicator (0.908) (0.924)
During-class-period 0.452 0.314
indicator (0.642) (0.621)
CEO Agein prior year 0.127*** 0.123***

(0.042) (0.042)
Stock performance -0.509 -0.492

(0.334) (0.336)
Lagged stock performance 0.073 0.090

(0.323) (0.325)
Year indicators:
1992 -0.321 -0.315
1993 -0.727 -0.755
1994 -0.252 -0.274
1995 -0.666 -0.693
N 225 225
Pseudo R? 0.2081 0.2150

Sources and Notes: Model estimated on a panel dataset from Compact Disclosure and CRSP from 1991 to 1995.
Standard errors appear below coefficientsin parentheses. The dependent variable equals 1 if the current CEO is not the
same person has the CEO in the previous year. Stock performance equals the difference between the return on the firm’s
stock and the return on the market (value-weighted return on NY SE, AMEX and NASDAQ). The model estimated isa
conditional logit, where the coefficient estimated are conditioned on a firm-specific error component (analogousto a
fixed effect in an OLS model). The merit indicator equals 1 for suits whenever the ratio of the settlement amount to
investor losses exceeds the median in the sample.

**x Statigtically significant at the 1% level; ** Statistically significant at the 5% level; * Statistically significant at the
10% level.
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