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a b s t r a c t 

We investigate whether corporations and their executives react to an exogenous change 

in passive institutional ownership and alter their corporate governance structure. We find 

that exogenous increases in passive ownership lead to increases in CEO power and fewer 

new independent director appointments. Consistent with these changes not being bene- 

ficial for shareholders, we observe negative announcement returns to the appointments 

of new independent directors. We also show that firms carry out worse mergers and ac- 

quisitions after exogenous increases in passive ownership. These results suggest that the 

changed ownership structure causes higher agency costs. 

© 2017 Elsevier B.V. All rights reserved. 

� The paper is derived from the first chapter of Schmidt’s 2013 disser- 

tation at the University of Lausanne and was previously circulated under 

the title “Shareholder Monitoring Incentives and Corporate Policies”. We 

thank Eliezer Fich (the referee) whose comments have significantly im- 

proved the paper. Bo Becker, Carsten Bienz, Alon Brav, Itzhak Ben-David, 

Pierre Collin-Dufresne, Espen Eckbo, Isil Erel, Amit Goyal, Yaniv Grinstein, 

Christoph Herpfer, Michael Ingenhaag, Victoria Ivashina, André Lucas, Lo- 

riano Mancini, Roni Michaely, Bernadette Minton, Konrad Raff, Norman 

Schürhoff, Laura Starks, René Stulz, Karin Thorburn and Michael Weis- 

bach as well as seminar participants at the Ohio State University, the 

2012 Swiss Finance Institute Doctoral Workshop in Gerzensee, EPFL, NHH 

Bergen, Warwick Business School, BI Oslo, VU Amsterdam and the Uni- 

versity of Bern provided helpful comments and suggestions. Claire Eagle 

from Russell Investments provided precious feedback on the construction 

of the index data. We thank Brian Bushee for sharing his investor clas- 

sification data and Antti Petajisto for sharing his benchmark classifica- 

tion data. Karl Fredrik Schjøtt-Pedersen provided excellent research assis- 

tance. Fahlenbrach and Schmidt gratefully acknowledge financial support 

from the Swiss Finance Institute. Schmidt gratefully acknowledges finan- 

cial support from the Swiss National Science Foundation and NHH’s FO- 

1. Introduction 

From 2007 through 2013, U.S. index domestic equity 

mutual funds and exchange-traded funds (ETFs) received 

$795 billion in cumulative net new cash and reinvested 

dividends, and at the end of 2013, index mutual funds and 

large cap ETFs held $1.2 trillion and $450 billion in assets, 

respectively. Actively managed domestic equity mutual 

funds had outflows of $575 billion ( Investment Company 

Institute, 2014 ). The dramatic increase in ownership of U.S. 

corporations by passively managed funds raises important 

CUS initiative. Part of this research was completed while Schmidt was a 

visiting scholar at The Ohio State University. The views expressed in this 

article are personal, and do not necessarily represent those of DG Com- 

petition or of the European Commission. 
∗ Corresponding author at: Department of Finance, Norwegian School 

of Economics (NHH), 5045 Bergen, Norway. 

E-mail address: cornelius.schmidt@nhh.no (C. Schmidt). 

http://dx.doi.org/10.1016/j.jfineco.2017.01.005 

0304-405X/© 2017 Elsevier B.V. All rights reserved. 

http://dx.doi.org/10.1016/j.jfineco.2017.01.005
http://www.ScienceDirect.com
http://www.elsevier.com/locate/jfec
http://crossmark.crossref.org/dialog/?doi=10.1016/j.jfineco.2017.01.005&domain=pdf
http://dx.doi.org/10.13039/501100001711
mailto:cornelius.schmidt@nhh.no
http://dx.doi.org/10.1016/j.jfineco.2017.01.005


286 C. Schmidt, R. Fahlenbrach / Journal of Financial Economics 124 (2017) 285–306 

issues for the corporate governance of firms because it is 

uncertain to what extent passively managed funds have 

the capacity and interest to monitor corporations. 

The academic governance literature proposes two main 

channels through which large institutional investors can 

affect corporate governance decisions: Voice and exit (the 

“Wall Street walk”). Both channels, however, appear ill- 

suited for index-tracking institutions. The voice channel, in 

which institutional investors actively interact with man- 

agement to voice their preferences, seems expensive for 

low-cost and low-overhead passive institutional investors 

that cover thousands of stocks. The exit channel is not 

available to institutional investors who track indexes and 

are often paid by tracking error. Passive institutional in- 

vestors insist that they have a fiduciary duty to exer- 

cise governance and do so, for example, through informal 

meetings with management and through voting at annual 

general meetings. It is not clear, however, how active they 

really are in corporate governance. Organizations such as 

Institutional Shareholder Services (ISS) that give vote rec- 

ommendations to institutional investors at annual general 

meetings have rapidly grown and there exists evidence 

that many institutional investors mechanically follow their 

advice so that they can prove to have complied with their 

fiduciary duties ( Malenko and Shen, 2016 ). 

In this paper, we ask whether the increase in pas- 

sively managed institutional ownership changes the gov- 

ernance of corporations to the detriment of sharehold- 

ers, or whether index-tracking institutions participate in 

governance as much as more active institutions. If corpo- 

rate governance worsens, do managers take advantage of a 

change in their firm’s shareholder structure towards more 

passive ownership to advance their personal interests? 

We concentrate on two corporate governance areas 

which executives may rapidly influence after a change in 

the balance of power in corporations—the board of di- 

rectors and their relative power in the organization mea- 

sured by an accumulation of titles (e.g., Morck, Shleifer, 

and Vishny, 1989 ). We also examine whether passive insti- 

tutional investors use their main governance device, share- 

holder proposals, more actively. We study announcement 

returns to mergers and acquisitions to test whether agency 

costs are higher and whether managers can reap per- 

sonal gains from empire building after increases in passive 

ownership. 

One challenge for our analysis is the endogenous na- 

ture of a company’s shareholder structure. It is plausi- 

ble to expect that a firm’s shareholder structure is influ- 

enced by firm characteristics that also drive changes in 

governance. For example, Brav, Jiang, Partnoy, and Thomas 

(2008) find that hedge fund activists target firms that have 

a low market value relative to book value, low payout ra- 

tios, more takeover defenses, and high chief executive of- 

ficer (CEO) pay. One of the contributions of our paper is 

therefore to use—in addition to the standard ordinary least 

squares (OLS) approach—plausibly exogenous changes in 

a firm’s shareholder structure. The exogenous change is 

driven by the annual reconstitution of the Russell 10 0 0 

and the Russell 20 0 0 indexes, following Chang, Hong, and 

Liskovich (2015) . The reconstitution of the indexes changes 

the shareholder structure because the Russell 10 0 0 in- 

dex (the largest 10 0 0 U.S. stocks by market capitalization) 

and the Russell 20 0 0 index (the 1,0 01st to 3,0 0 0th largest 

U.S. stocks by market capitalization) are value-weighted. A 

stock moving from the bottom in the Russell 10 0 0 index to 

the top of the Russell 20 0 0 index will become much more 

important to an index-tracking institution. 

Using a sample of U.S. stocks from 1993–2010, we 

find evidence suggesting that corporate executives use 

the (index-reconstitution-driven) exogenous change in the 

shareholder base to influence corporate governance to ad- 

vance their personal interests. We find that the power of 

CEOs increases in firms with more passive owners. The 

likelihood to become chairman or president increases sig- 

nificantly. While the fraction of independent board mem- 

bers does not change, we find that in firms with more 

passive investors, independent board turnover decreases so 

that directors serve longer terms. Interestingly, the inci- 

dence of a broad basket of governance-related shareholder 

proposals does not change following changes in the share- 

holder base, which is consistent with these shareholder 

proposals not being initiated by the passive, index-tracking 

institutional shareholders that form the basis of our study. 

Are the observed changes in governance good or bad 

for shareholders? The answer is not obvious. For exam- 

ple, more powerful CEOs may be able to have more influ- 

ence on the firm and help the firm succeed (e.g., Adams, 

Almeida, and Ferreira, 2005, 2009; Anderson and Reeb, 

20 03; Fahlenbrach, 20 09 ) but are also more entrenched 

and may be able to carry out actions that are to their per- 

sonal benefit but to the detriment of shareholders. To an- 

swer this question, we examine the announcement returns 

to two governance changes—the accumulation of titles and 

new director appointments. 1 We find evidence that share- 

holders react more negatively to the accumulation of titles 

and the appointment of new directors in firms with more 

passive owners, consistent with these governance changes 

being value-decreasing. 

Finally, we examine whether firms undertake more 

value-decreasing mergers and acquisitions (M&A), after ex- 

ogenous increases in passive ownership. Jensen (1986) em- 

phasizes that value-destroying M&A activity is one of the 

main mechanisms for extracting private benefits in pub- 

lic corporations. Masulis, Wang, and Xie (2007) empirically 

show that managers of firms with less effective corporate 

governance indeed engage in more value-destroying acqui- 

sitions. We find strong evidence that the cumulative an- 

nouncement returns to mergers and acquisitions decrease 

after exogenous increases in passive ownership and that 

the reduction of shareholder value is economically mean- 

ingful in dollar terms. In additional tests, we show that the 

same firms make worse M&A decisions after they experi- 

ence an exogenous increase in passive ownership. 

Our paper’s hypotheses are firmly grounded in exist- 

ing theory and relate to several strands of the empirical 

literature on institutional ownership and governance that 

we review in Section 2 . A few papers use an identification 

strategy similar to ours. Chang, Hong, and Liskovich (2015) 

1 We take great care to only examine announcements of director ap- 

pointments and accumulation of titles that are communicated on days 

without confounding news. 
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