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Negotiated Block Trades and
Corporate Control
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ABSTRACT

We identify negotiated trades of large-percentage blocks of stock as corporate
control transactions. When a block trades and the firm is not fully acquired,
cumulative abnormal returns average 5.6%, and 33% of the chief executives are
replaced within a year. Stock-price increases are larger when control passes to the
new blockholder, when management does not resist the blockholder’s effort to
influence corporate policy, and when the block purchaser eventually fully acquires
the firm. These findings suggest that the specific skills and expertise of blockhold-
ers, and not just the concentration of ownership, are important determinants of firm
value.

WE EXAMINE 106 NEGOTIATED trades of at least 5% of the common stock of New
York Stock Exchange (NYSE)- and American Stock Exchange (AMEX)-
listed corporations. Our primary objective is to assess the impact of these
transactions on the firms whose shares are traded. We also investigate the
importance of active block investor’s specific managerial expertise and incen-
tives for firm value.

The emerging literature on concentrated ownership focuses on how the
level of ownership affects a blockholder’s incentives to undertake a variety of
corporate decisions. Although it has been recognized that a blockholder’s
identity also can be important, less attention has been paid to this issue.
Several recent. studies, however, provide evidence that blockholders’ incen-
tives and expertise are not homogeneous. For example, Holderness and
Sheehan (1985) find that the stock market reacts more favorably to initial
block accumulations by six controversial investors, who are often portrayed
in the press as “raiders,” than to initial accumulations by a random sample
of investors. Morck, Shleifer, and Vishny (1988) find that firm value tends to
be lower when the firm is run by a member of the founder’s family than when
it is run by an officer unrelated to the founder. Brickley, Lease, and Smith
(1988) document that institutional blockholders are less willing to vote
against management on antitakeover amendments when they are likely to
have business dealings with the firm. When a block trades, the concentration
of ownership typically does not change, but the blockholder’s identity does
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change. Thus, we use our block trades to investigate whether a blockholder’s
specific expertise and incentives affect firm value.

The initial public announcements of the negotiated block trades in our
sample are associated with average abnormal stock-price increases of approx-
imately 16%. The increases tend to be larger when control passes to the new
blockholder, when management does not resist the block purchaser’s at-
tempts to influence corporate policy, and when the block purchaser eventu-
ally fully acquires the firm. When the firm is not acquired, stock prices
increase with the announcement of the trade, decline gradually over the 40
following days, and remain level thereafter. Even with the decline, however,
cumulative abnormal returns average 5.6% a year after the trade. Turnover
among top managers and directors following the trades substantially exceeds
what is normal for public corporations. For example, in the firms that remain
independent, 33% of the chief executives depart in the year following the
trade, and many of their replacements are hired externally. Finally, there
are numerous reports in the financial press that block purchasers or their
representatives play an active role in firm management.

Two broad conclusions emerge from these findings. First, although block
trades sometimes precede more conventional control transactions, in most
cases the block trade is the final outcome, with control passing from the block
seller to the block purchaser. Thus, we argue that negotiated block trades
should be added to the list of corporate control events. Second, the increases
in firm value and extensive managerial turnover associated with block trades
suggest that the managerial skills and incentives of blockholders are not
homogeneous. Firm value, therefore, depends in part on the blockholder’s
specific skills and not just on his fractional ownership.

1. Negotiated Block Trades and Corporate Control
1.1. Sample of Block Trades

We obtain a sample of block trades by examining each entry of the
company index of The Wall Street Journal from 1978 through 1982. For
inclusion in our sample, there must be a report of a trade of at least 5% of the
common stock of a NYSE- or AMEX-listed corporation. We require blocks of
at least 5% because the SEC mandates public filing once that threshold is
reached. Because we want to focus on negotiated block trades rather than on
more conventional control transactions, we exclude trades made in response
to outstanding merger or tender offers. We do, however, include trades that
are announced simultaneously with offers by the block purchaser to acquire
the firm’s remaining shares. These steps produce a sample of 106 block
trades involving 97 corporations.!

1We lack the data to determine how the frequency of block trades compares with the frequency
of more conventional control transactions. The available data, however, suggest that negotiated-
block trades are relatively common. For example, W. T. Grimm & Co. (1987) reports ten hostile
tender offers a year for NYSE- and AMEX-listed firms; DeAngelo and DeAngelo (1989) report
five proxy contests annually for the same group of firms. By comparison, we identify approxi-
mately 20 negotiated-block trades a year.
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In Table I we report the size of the firms whose shares are traded and the
percentage of the firm’s common. stock in the block. We also report this
information after partitioning our sample into trades in which the firm
continues as an independent public corporation for at least a year after the
trade and trades that are followed within a year by an acquisition of the firm
(typically by the block purchaser).? We make this partition throughout the
paper, for three reasons. First, several effects of a block trade, including the
stock-price reaction to its public announcement, differ significantly when
the minority’s shares are acquired. Second, when a firm continues to be
publicly held, more information is available and thus more analyses are
possible on post-trade changes, including managerial turnover. Third, a block
trade leading to the acquisition of the minority’s interest is a fundamentally
different organizational change from the continuation of the firm as an
independent public entity.

As reported in Table I, the size of our firms varies widely, with book value
of assets from $2 million to almost $1.7 billion.? The average sample firm has

Table I

Descriptive Statistics for 106 Negotiated Block Trades of at
Least 5% of the Common Stock of NYSE- or AMEX-Listed
Corporations between 1978 and 1982

The sample of firms remaining independent consists of 65 trades in which the firms whose
shares are traded are not acquired within a year of the block trade announcement. The sample of
firms subsequently acquired consists of 41 trades in which the firms whose shares are traded are
acquired within a year of the block trade announcement. Data from COMPUSTAT, SEC 13d
filings, and The Wall Street Journal.

Mean Median Minimum Maximum
All firms
Book value of assets
(millions of 1982 dollars) 247 85 2 1680

Percentage of common

stock in block 27 21 5 83
Firms remaining independent

Book value of assets

(millions of 1982 dollars) 264 86 2 1680

Percentage of common

stock in block 21 17 5 63
Firms subsequently acquired

Book value of assets

(millions of 1982 dollars) 221 68 9 1131

Percentage of common
stock in block 37 33 6 83

2Fourteen of our trades involve simultaneous tender offers by the block purchaser. In six
additional cases, an offer occurs within 30 days. Thereafter, tender offers become less frequent
and appear to occur randomly.

3All dollar values in this paper are in GNP price-deflated 1982 dollars.
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assets of $247 million (median $85 million). In contrast, over the same time
period, the average exchange-listed firm had assets of $1.8 billion (median
$209 million). Thus, our sample firms tend to be smaller than the average
exchange-listed firm, a trait which apparently characterizes firms with
large-block shareholders in general.* The fraction of the common stock
traded in the block averages 27% (median 21%). This differentiates our
research from previous studies that examine trades that are large in relation
to normal trading volume yet small in relation to the total number of shares
outstanding. For example, of the 358,000 trades examined by Holthausen,
Leftwich, and Mayers (1987), only 256 exceed 2% of the issuing firm’s
common stock. In addition, large dollar but small percentage trades are
usually conducted over the exchange, whereas press reports indicate that
virtually all of our trades were negotiated between the buyer and the seller.

Most of our trades represent a change in the firm’s largest blockholder, not
an increase in the concentration of ownership. The firm has a new largest
blockholder after 96 (90%) of the trades; after all trades, the block purchaser
is the firm’s largest shareholder. In 79 trades (75%), the concentration of
ownership does not change as the block purchasers did not own any stock
prior to the trade. In the 27 other trades, the block purchaser’s average
pretrade holdings were 14% (median 9%). Our qualitative findings do not
change when we exclude those trades in which the purchaser owned stock
prior to the trade.

1.2. Stock-Price Reaction to Initial Public Announcements of Block Trades

To ascertain the abnormal stock-price reaction associated with initial
public announcements of our block trades, we use the market model to adjust
for general movements in stock prices. The model is estimated with a linear
regression of our firms’ continuously compounded rate of return on the return
for the Center for Research in Security Prices (CRSP) equally weighted
index. The estimation period includes day —720 through day —241 (ap-
proximately 2 calendar years), with day 0 being initial public announcement
of the trade.® Prediction errors are calculated for each event day from — 240
through +240, and cumulative abnormal returns are formed by summing
and then averaging the daily prediction errors over various event periods.
The statistical significance of the cumulative abnormal returns is calculated
using standardized prediction errors.

Figure 1 plots the abnormal stock returns from 240 days before through
240 days after the initial public announcements of our block trades. Table II
summarizes these returns and their significance levels for various parts of
the 480-day event period. For the full sample of 106 trades, abnormal returns
from day —1 to O average 5.1% (p-value = 0.001). Seventy percent of these
returns are positive (p-value of the binomial probability test = 0.001). Fig-

4See Demsetz and Lehn (1985) and Holderness and Sheehan (1988).
5The initial announcement of our trades is either The Wall Street Journal announcement or
the 13d filing, which is the first filing required by the SEC for block trades.



