
Shareholder Litigation and Corporate Innovation

Chen Lin, The University of Hong Kong

Sibo Liu, The University of Hong Kong

Gustavo Manso, University of California, Berkeley

November 2017

1



Shareholder litigation is a key 

instrument of corporate governance
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 According to the agency view, without proper oversight, managers will shirk their 

responsibilities by reducing their efforts or by engaging in self-dealing behavior (Jensen 

& Meckling 1976; Jensen 1986), thereby leading to inefficiency.

 Shareholders have three alternatives to discipline management:

 voting

 selling

 litigation

 Disciplining Hypothesis: Shareholder litigation deters managerial wrongful behavior.



The negative effects of “frivolous” shareholder lawsuits
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 Shareholder lawsuits are frequently instituted because self-interested 

attorneys urge the shareholders to file them with only minimal evidence 

indicating there is a breach of fiduciary duty (Macey & Miller 1991; Romano 

1991). 

 “Stock-drop lawsuits” saying that the company should have announced the bad 

news earlier and that innocent shareholders were tricked into buying stock 

because they didn't know about the bad news. 

 Abusive lawsuits waste firms’ assets (Brandi 1993), and deter the management 

from risk taking and experimenting new ideas (Kinney 1994).



Shareholder litigation may have

unintended consequences to innovation
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“Tech companies can still innovate and prosper but if they're going to get sued [each 

time] their shares go down, that's going to discourage innovation and risk taking.”

Mark Copping, Hamlins LLP, Partner

“Companies can become more reluctant to take business risks, for each time a business 

fails, it is subject to a suit for fraud.”

Richard J. Egan, Chairman, EMC Corp

“Excessive shareholder litigation is an uncontrolled tax on innovation.”

Edward R. McCracken, President, Silicon Graphics, Inc.



Innovation involves a high probability of failure
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On June 3, 2017, SpaceX’s Falcon 9 rocket successfully 

launched a Dragon spacecraft to the International Space 

Station.

This mission marked the first reflight of a Dragon 

spacecraft, having previously flown back in 2014.



Innovation involves a high probability of failure
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 SpaceX : a history of fiery failures

2015: A SpaceX rocket vaporizes 

shortly after launch
2015: repeated failures in landing 2016: the vehicle explodes during 

fueling



Innovation involves a high probability of failure 
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 Drugs: Phase 2 clinical programs experience low success rates with only 22% 

percent of candidates advancing to Phase 3

NME: New Molecular Entities



Stock price declines when firm’s innovation fails and 

profitability is affected. 
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The news of clinical trial failure sent stock 

in Alnylam Pharmaceuticals plummeting 

by about 50%, reducing the value of the 

company by nearly US$3 billion in one 

day.



Stock-drop lawsuit: an example 
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In 2014, Tesla shareholder Ross Weintraub has 

filed a derivative suit against the company and 

its board members -- including CEO Elon Musk -

- alleging that dishonest statements were made 

about safety and profitability.

Triggered by a stock drop due to battery fire, a 

product failure



Shareholder Litigation May Stifle Innovation

Pressure hypothesis:

 Tolerance for failure motivates exploration of new ideas and innovation (theory: 

Manso 2011; empirical: Azoulay et al. 2011; Ederer & Manso 2013; Balsmeier, Fleming, 

and Manso 2017).

 Risky innovative process is opaque and investors can attribute poor performance and 

stock price decreases to a breach of fiduciary duty. 

 The option to file a lawsuit makes the shareholder less tolerant of failure inducing 

exploitation at the expense of exploration and innovation.
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Two conflicting hypotheses

 Does shareholder litigation play a role in shaping exploration and innovation?
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Preview of Identification Strategy and Results

12

 Exploiting the staggered passage of the UD laws across 23 states from 1989 to 2005 
that have raised the hurdle for shareholders to file derivative lawsuits, we find that 
firms:

 invest 12.6% more in R&D

 produce roughly the same number of patents

 produce 11.7% more patents based on new knowledge

 produce 7.4% more  patents in new technology classes

 produce 3.7% more patents in the top 10% of the citation distribution

 produce patents that are 37.5% more valuable

Results stronger for firms that are more subject to litigation risk (operating in industries with 
more volatile cash flows)



Outline of the Talk
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1. Identification Strategy

2. Data

3. Results

4. Robustness Checks

5. Conclusion



Institutional Background

 In a direct suit, the lawsuit is brought up to remedy one shareholder or a 

subset of shareholders (Ferris et al. 2007).

 Multiple shareholders in a defined “class” could commence a class action against firm’s 

management seeking compensation for common damages in a particular period. 

 The other type of claims from shareholders, derivative suit, is the focus of this 

empirical setting.
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Shareholder 
judicial 

proceedings

Direct suits

(e.g. class actions)

Derivative suits



Institutional Background

 A shareholder derivative lawsuit is a legal action instituted by individual 

shareholders on behalf of the company against their officers and directors 

for alleged wrongdoing that is harmful to the entire corporate entity.

 This type of shareholder lawsuit is derivative because the misconduct first harms 

the corporation and then leads to the welfare deterioration of all shareholders. 

 Shareholders who file derivative lawsuits are on behalf of the corporation instead 

of themselves. 

 In contrast to class actions, in derivative actions, monetary recovery is paid to the 

company treasury instead of flows to the plaintiff shareholders.
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Alleged wrongdoings
Harm the value of the 

firm
Affect the wealth of 

shareholders derivatively 

Shareholders only benefit if the 
share price increases as a result of 
the company’s recovery of damages

If the shareholders prevail, the 
company will recover damages 

from D&Os

Shareholders bring the suit on 
behalf of the firm 



Institutional Background

 The importance of derivative suit has been recognized in the law and finance 

literature. 

 La Porta et al. (1998): 

 “the rights attached to securities become critical when managers of companies act in 

their own interest…Some countries give minority shareholders legal mechanisms 

against perceived oppression by directors…These mechanisms may include the right to 

challenge the directors’ decisions in court (as in the American derivative suit)”
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Institutional Background

 Derivative Litigation Can Result From Many Underlying Issues 
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Institutional Background

 In typical cases of US, corporate policies that trigger derivative lawsuits include 

overinvestment, value-destroying investment decisions, information related activities and other 

issues about mismanagement (Ferris et al. 2007).

 Costly: large settlements up to more than $100 million

 Besides US, some emerging economies such as India and China have also set up the law 

regarding shareholder derivative suits (Scarlett 2011). 

 Negative abnormal return upon announcement (Badawi and Chen, 2017).
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Clarification and an example

 Our argument is not based on the assumption 

that most lawsuits alleging overinvestment in 

R&D.

 The probability of failure in exploratory innovation 

affects the cash flow, the profitability and stock 

performance.

 Innovation failure will increase the occurrence of 

lawsuits and shareholders can allege a breach of 

fiduciary duty.

 Few derivative suits directly target overinvestment 

in R&D
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 Bristol-Myers Squibb Derivative 
Litigation in 2005

 Shareholder derivative lawsuit on 
behalf of Bristol-Myers Squibb 
(“BMS”) and its shareholders.

 Plaintiffs alleged that BMS 
management allocated significant 
amounts of research and 
development funds to the drug 
Vanlev despite repeated negative 
results in clinical trials



Tesla derivative suit
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 Civil cover sheet



Tesla derivative suit
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 Civil cover sheet



Tesla derivative suit
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 Complaint



Universal Demand Laws

 The procedure of a derivative suit:

23

Shareholders 
who wish to file 
derivative suits

Demand the board 
to take corrective 

actions

The board accepts 
the demand

The company 
itself will file the 

suit

The board rejects 
or does not act 

upon the demand

Shareholders can 
proceed with the 

derivative suit 

In most of the cases, 
the court follows the 
board’s decision and 
dismisses the claim 

pursuant to the 
business judgment rule

Arguing the futility of 
demand by showing the 

board of directors cannot 
fairly evaluate it

The shareholder 
derivative suit is 

initiated

Because the board members are 
the ones usually targeted by the 

lawsuit, the directors almost 
always reject the demand

UD law 
removes 

this option

• UD laws impose the demand requirement on every derivative lawsuit filed in 

states that have adopted the laws

• the demand would be refused in most cases, the universal demand 

requirement serves as a significant barrier to filing derivative lawsuits.



Tesla derivative suit
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 Futility of demand



Universal Demand Laws

 The adoption of UD laws: 23 states, between 1989 and 2005
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Universal Demand Laws

 The adoption of UD laws: 23 states, between 1989 and 2005
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Effective year Incorp. State # of firm-year % of firm-year

1989 GA 575 1.01

1989 MI 880 1.54

1990 FL 800 1.40

1991 WI 831 1.46

1992 MT 37 0.06

1992 UT 414 0.73

1992 VA 263 1.61

1993 MS 9 0.02

1993 NH 11 0.02

1995 NC 471 0.83

1996 AZ 129 0.23

1996 NE 20 0.04

1997 CT 385 0.68

1997 ME 80 0.14

1997 PA 1,655 2.90

1997 TX 784 1.37

1997 WY 44 0.08

1998 ID 35 0.06

2001 HI 29 0.05

2003 IA 128 0.22

2004 MA 1,827 3.20

2005 RI 114 0.20

2005 SD 44 0.08

Total 9565 17.92

the earliest 

states to adopt 

the laws were 

Georgia and 

Michigan in 

1989;

the most 

recent states to 

adopt them 

were Rhode 

Island and 

South Dakota 

in 2005



Empirical Design

 Diff-in-diff specification (1): without endogenous controls

 𝑈𝐷 𝐿𝑎𝑤𝑖𝑡 equals one if the incorporation state of the firm has a UD law. 

 𝛽 is the main coefficient of interest to identify the effect of UD law.

 𝜃𝑖 are the firm fixed effects that capture all of the firm-level time-invariant effects. 

 𝛿𝑖𝑡 are the operating state by year fixed effects that pick up all of the operating state 

level time-varying trends

27

𝐼𝑛𝑛𝑜𝑣𝑎𝑡𝑖𝑜𝑛𝑖𝑡 = 𝛼 + 𝛽𝑈𝐷 𝐿𝑎𝑤𝑖𝑡 + 𝜃𝑖 + 𝛿𝑖𝑡 + 휀𝑖𝑡



Empirical Design

 Diff-in-diff specification (2): include endogenous controls

 The control variables 𝑋𝑖𝑡 include basic firm characteristics such as size, 

leverage, book-to-market ratio, etc. 

 Some proxies for governance, such as the G-index and institutional ownership 

are also considered.

 Further, we consider industry by year fixed effects, 𝜌𝑖𝑡 , to account for the 

effects of industry-level trends.
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𝐼𝑛𝑛𝑜𝑣𝑎𝑡𝑖𝑜𝑛𝑖𝑡 = 𝛼 + 𝛽𝑈𝐷 𝐿𝑎𝑤𝑖𝑡 + 𝛾𝑋𝑖𝑡 + 𝜃𝑖 + 𝛿𝑖𝑡 + 𝜌𝑖𝑡 + 휀𝑖𝑡



Outline of the Talk
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Sample Construction
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 Compustat: firm characteristics, such as firm size, leverage, book-to-market ratios, 
R&D expenditures

 NBER patent database from 1976 to 2006

 The patent data is truncated after 2001. This potential truncation problem presumably affects 
both the treated firms and control firms in the sample and our difference-in-differences design 
could mitigate the concern. 

 The results remain robust if we extend the citations data using patent database from Harvard 
Business School (1976-2013) to mitigate the concern.

 Only firms that are researched by the NBER team are considered. The effect of the 
UD law is at the incorporation state level, meaning that firms incorporated in states 
with effective UD laws will be treated (similar to Bertrand & Mullainathan, 2003)

 The historical state of incorporation provided by Bill McDonald, who compiled each firm’s 
state of incorporation based on its original SEC filing since 1994.

 The resulting sample includes 4,511 unique U.S. public firms and 57,036 firm-year 
observations from 1976 to 2006.



Sample Construction
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 Summary statistics

Variable N Mean SD P25 Median P75

UD Law 57,310 0.062 0.241 0 0 0

R&D/Assets 57,310 0.079 0.165 0 0.022 0.086

Patent 57,310 10.764 72.261 0 0 2.138

Exploratory Patent, 70% 57,310 1.812 10.422 0 0 0

Exploratory Patent, 80% 57,310 1.518 9.49 0 0 0

Exploratory Patent, 90% 57,310 1.416 9.27 0 0 0

New-class Patent 57,310 0.867 3.237 0 0 1

Known-class Patent 57,310 9.897 71.541 0 0 1

Top10% Patent 57,310 0.964 6.55 0 0 0

Patent Value 56,833 0.024 0.057 0 0 0.017

Size 57,310 4.827 2.296 3.26 4.668 6.313

MTB 57,310 2.587 5.959 1.043 1.428 2.342

Leverage 57,310 0.519 1.002 0.267 0.441 0.594

Ln (age) 57,310 2.478 0.638 2.079 2.485 2.996

Capex 57,310 0.063 0.06 0.025 0.047 0.081

G-index 22,956 8.828 2.751 7 9 11

IO 57,310 0.21 0.262 0 0.071 0.39



Outline of the Talk
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Results: Validity Tests

 1. Reverse causality

 The idea behind the UD laws comes from the Model Business Corporation Act, a 
uniform law proposed by the American Bar Association that is voluntarily followed by 
some states. 

 It is possible that the staggered adoptions of UD laws are not perfectly random. 
Economic, political or other unobservable factors could contribute to the spread of 
UD laws. 

 We show that the passage of UD laws does not appear to be driven by innovation-
related reasons (e.g. firms troubled by meritless derivative lawsuits engage less in the 
innovation process and use their political connections to lobby for the adoption of 
UD laws).

 Weibul hazard model (Beck et al. 2010)

 Dependent variable: the log of the time expected to the passing of UD laws

33



Results: Validity Tests

 1. Reverse causality
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(1) (2) (3) (4) (5) (6) (7)

R&D/Assets 2.021

(1.92)

Ln(Patent) 0.051

(0.17)

Ln(Exploratory Patent, 80%) 0.624

(0.42)

Ln(New-class Patent) 0.173

(0.28)

Ln(Known-class Patent) 0.026

(0.19)

Ln(Top10% Patent) 0.284

(0.70)

Patent Value 1.680

(6.73)

Ln(GDP) 0.043 0.032 0.023 0.033 0.034 0.028 0.034

(0.08) (0.08) (0.09) (0.08) (0.08) (0.08) (0.08)

Ln(GDP per capita) 0.396 0.470 0.497 0.473 0.468 0.471 0.474

(0.31) (0.30) (0.31) (0.30) (0.30) (0.30) (0.30)

Ln(# of incorporated firms) -0.053 -0.022 -0.031 -0.024 -0.019 -0.025 -0.022

(0.06) (0.06) (0.05) (0.05) (0.05) (0.06) (0.06)

N 770 770 770 770 770 770 770



Results: Validity Tests

 2. UD laws and shareholder derivative litigation

 Derivative suits:  Audit Analytics

 Period: 2000-2013

 UD laws reduce the number of derivative actions by 21.5%
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(1) (2)

Period: 2000-2013

Ln(Derivative Actions)

UD Law -0.215*** -0.179**

(0.06) (0.07)

Ln(GDP) 0.206

(0.59)

Ln(GDP per capita) -1.126

(0.98)

Ln(# of incorporated firms) 0.124

(0.11)

Incorp. State FE Yes Yes

Year FE Yes Yes

N 700 700

Adj. R-sq 0.668 0.673



Results: Validity Tests

 3. UD laws and shareholder class actions

 Class actions: Stanford Securities Class Action Clearinghouse

 Period: 1996-2013

 UD laws do not give rise to the transition to class actions
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(1) (2)

Period: 1996-2013

Ln(Class Actions)

UD Law 0.029 0.013

(0.09) (0.08)

Ln(GDP) -0.069

(0.26)

Ln(GDP per capita) 0.416

(0.38)

Ln(# of incorporated firms) -0.035

(0.06)

Incorp. State FE Yes Yes

Year FE Yes Yes

N 900 900

Adj. R-sq 0.775 0.775

 Federal Rule of Civil Procedure imposes 

prerequisites for filing shareholder class 

action. One major requirement is that 

the class should be so numerous that 

joinder of all members is impracticable.

 Class actions and derivative actions may 

have different underlying motivations

 Derivative actions: prior studies suggest 

that derivative litigation is driven by 

winning attorneys’ fees instead of legal 

merit. If the passage of UD law alleviates 

this motivation by raising the procedural 

hurdle, it will not necessarily give rise to 

more class actions

 Class action: plaintiff shareholders could be 

recovered directly



Results: Validity Tests

 4. UD laws and incorporation state shopping

 As UD laws raise the barriers of shareholder derivative litigation against management, 

firm managers might have the incentive to change their incorporation state to states 

with UD laws in order to mitigate the concerns about litigation threat.
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(1) (2)

Period: 1994-2013

Ln(# of incorporated 

firms)

UD Law 0.001 -0.010

(0.10) (0.10)

Ln(GDP) 0.429

(0.68)

Ln(GDP per capita) 0.194

(1.22)

Incorp. State FE Yes Yes

Year FE Yes Yes

N 1000 1000

Adj. R-sq 0.982 0.982



Results: Innovation Input 

 UD laws and R&D expenditure
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Economic significance

Treated firms invest 

about 1 percentage point 

more in R&D. The 

increase accounts for 

about 11% of the sample 

mean for R&D 

expenditure

The current sample fills 

zero for missing values in 

R&D.The result remain 

robust if we estimate or 

drop all missing values.

(1) (2) (3)

R&D/Assets

UD Law 0.010*** 0.010*** 0.012***

(0.00) (0.00) (0.00)

Size -0.013*** -0.015***

(0.00) (0.00)

MTB 0.000 0.000

(0.00) (0.00)

Leverage -0.003 -0.003

(0.00) (0.00)

Ln(age) 0.008*** 0.008***

(0.00) (0.00)

Capex 0.052*** 0.053***

(0.01) (0.01)

Firm FE Yes Yes Yes

Op. State-Year FE Yes Yes Yes

Industry-Year FE No No Yes

Observations 57310 57310 57310

Adj. R-sq. 0.669 0.672 0.666



Results: Innovation Productivity

 The total number of patents (patent count)
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Not significant

(1) (2) (3)

Ln(Patent)

UD Law 0.006 -0.005 0.003

(0.03) (0.03) (0.03)

Size 0.184*** 0.186***

(0.01) (0.01)

MTB 0.008*** 0.008***

(0.00) (0.00)

Leverage -0.004 -0.000

(0.01) (0.00)

Ln(age) 0.110*** 0.093***

(0.02) (0.02)

Capex 0.107*** 0.141***

(0.03) (0.03)

Firm FE Yes Yes Yes

Op. State-Year FE Yes Yes Yes

Industry-Year FE No No Yes

Observations 57310 57310 57310

Adj. R-sq. 0.763 0.772 0.774



Results: Exploratory Innovation

 Exploratory Patent

 A patent is considered as an exploratory one if at least 80% of the citations it refers 

are not from existing knowledge. 

 Here existing knowledge includes all the patents produced by the firm or patents 

cited by firm’s patents filed over past five years. 

 Exploratory Patent is defined as the number of these exploratory patents filed in a given 

year. This firm-level aggregated variable indicates whether the firm focus on 

exploratory search or exploit existing knowledge. 
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Results: Exploratory Innovation

 Exploratory Patent
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(1) (2) (3) (4) (5) (6) (7) (8) (9)

Ln(Exploratory Patent, 70%) Ln(Exploratory Patent, 80%) Ln(Exploratory Patent, 90%)

UD Law 0.088*** 0.087*** 0.071*** 0.116*** 0.117*** 0.097*** 0.136*** 0.138*** 0.117***

(0.03) (0.03) (0.02) (0.03) (0.03) (0.03) (0.04) (0.04) (0.03)

Size 0.058*** 0.061*** 0.048*** 0.050*** 0.043*** 0.045***

(0.01) (0.01) (0.01) (0.01) (0.01) (0.01)

MTB 0.002*** 0.002*** 0.002*** 0.002*** 0.002*** 0.002***

(0.00) (0.00) (0.00) (0.00) (0.00) (0.00)

Leverage -0.002 -0.000 -0.002 -0.000 -0.003* -0.001

(0.00) (0.00) (0.00) (0.00) (0.00) (0.00)

Ln(age) 0.149*** 0.147*** 0.171*** 0.172*** 0.189*** 0.191***

(0.02) (0.02) (0.02) (0.02) (0.02) (0.02)

Capex 0.118*** 0.159*** 0.154*** 0.202*** 0.152*** 0.202***

(0.03) (0.03) (0.04) (0.04) (0.04) (0.04)

Firm FE Yes Yes Yes Yes Yes Yes Yes Yes Yes

Op. State-Year FE Yes Yes Yes Yes Yes Yes Yes Yes Yes

Industry-Year FE No No Yes No No Yes No No Yes

Observations 57310 57310 57310 57310 57310 57310 57310 57310 57310

Adj. R-sq. 0.717 0.721 0.726 0.703 0.707 0.714 0.695 0.700 0.709



Results: Exploratory Innovation

 New-class Patent and Known-class Patent

 New-class Patent is the number of patents filed in technology classes previously 

unknown to the firm in a fiscal year. 

 Known-class Patent is the number of patents filed in a technology class previously 

known to the firm in a fiscal year. 

 The phenomenon that a firm must produce more patents that are distinct from its 

patent portfolio in terms of technological classes indicates the presence of more 

exploratory innovative activities. 
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Results: Exploratory Innovation

 New-class Patent and Known-class Patent
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(1) (2) (3) (4) (5) (6)

Ln(New-class Patent) Ln(Known-class Patent)

UD Law 0.074*** 0.069*** 0.066*** -0.011 -0.020 -0.015

(0.02) (0.02) (0.02) (0.02) (0.02) (0.02)

Size 0.066*** 0.066*** 0.171*** 0.175***

(0.00) (0.00) (0.01) (0.01)

MTB 0.003*** 0.003*** 0.007*** 0.007***

(0.00) (0.00) (0.00) (0.00)

Leverage -0.005*** -0.004** 0.001 0.005

(0.00) (0.00) (0.00) (0.00)

Ln(age) 0.048*** 0.051** 0.160*** 0.136***

(0.02) (0.02) (0.02) (0.02)

Capex 0.178*** 0.185*** 0.074** 0.111***

(0.04) (0.04) (0.03) (0.04)

Firm FE Yes Yes Yes Yes Yes Yes

Op. State-Year FE Yes Yes Yes Yes Yes Yes

Industry-Year FE No No Yes No No Yes

Observations 57310 57310 57310 57310 57310 57310

Adj. R-sq. 0.382 0.387 0.386 0.781 0.789 0.792



Results: Innovation Productivity

 Patents according to Citation Distribution

 We differentiate the patents according to their position in the distribution of citations 

in a given 3-digit class and application year.

 Top10% Patent is a firm's total number of patents that fall into the top 10% of the most 

cited patents within a given 3-digit class and application year.



Results: Innovation Productivity

 Patents according to Citation Distribution

(1) (2) (3)

Ln(Top 10%  Patent)

UD Law 0.037** 0.034** 0.032**

(0.01) (0.01) (0.01)

Size 0.056*** 0.056***

(0.00) (0.00)

MTB 0.003*** 0.003***

(0.00) (0.00)

Leverage 0.001 0.002

(0.00) (0.00)

Ln(age) 0.060*** 0.057***

(0.01) (0.01)

Capex 0.056*** 0.048***

(0.02) (0.02)

Firm FE Yes Yes Yes

Op. State-Year FE Yes Yes Yes

Industry-Year FE No No Yes

Observations 57310 57310 57310

Adj. R-sq. 0.685 0.689 0.689



Results: Innovation Productivity

 Patent value based on market reactions to the announcement of patent grants

 Patent value= total value of patents based on market reactions/market value of equity

(1) (2) (3)

Patent Value

UD Law 0.009*** 0.009*** 0.008***

(0.00) (0.00) (0.00)

Size 0.002*** 0.001***

(0.00) (0.00)

MTB -0.000*** -0.000***

(0.00) (0.00)

Leverage 0.001*** 0.001***

(0.00) (0.00)

Ln(age) 0.008*** 0.009***

(0.00) (0.00)

Capex 0.014*** 0.017***

(0.00) (0.00)

Firm FE Yes Yes Yes

Op. State-Year FE Yes Yes Yes

Industry-Year FE No No Yes

Observations 56833 56833 56833

Adj. R-sq. 0.579 0.580 0.583



Results: Dynamic Effects

𝐼𝑛𝑛𝑜𝑣𝑎𝑡𝑖𝑜𝑛𝑖𝑡 = 𝛼 + σ𝑘=−10
𝑘=15 𝛽𝑘𝑈𝐷_𝐿𝑎𝑤𝑘 + 𝛾𝑋𝑖𝑡 + 𝜃𝑖 + 𝛿𝑡 + 휀𝑖𝑡, 𝑘 ≠ 0

𝑈𝐷_𝐿𝑎𝑤𝑘 is an indicator equal to one for the kth year relative to the UD law enforcement year



In-House Innovation or Acquiring Innovative Firms
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Results: Heterogeneous Effects of UD Law

 DDD analysis: the effect of industry volatility (Ferris et al, 2007)

 The prediction: the effect of the UD laws to be more profound for firms 

operating in industries with higher earnings volatility

 Possible reasons

 Negative shocks are usually reflected in drops in stock prices. Shareholders are likely 

to blame managers for breach of fiduciary duties in the case of a sharp price decline.

 Industry volatility increases the exposure to shareholder litigation and marginally 

amplifies the effect of litigation risk.

49



Results: Heterogeneous Effects of UD Law

 industry volatility: the median standard deviation of earnings measured by 

income before extraordinary items scaled by assets
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one standard deviation in industry volatility implies that the effect 

of the UD laws on exploratory patents becomes stronger by 6.5%

(1) (2) (3) (4) (5) (6) (7) (8) (9) (10)

Heterogeneous Effect According to Industry Volatility

R&D/Assets Ln(Exploratory Patent) Ln(New-class Patent) Ln(Top 10%  Patent) Patent Value

High Low High Low High Low High Low High Low

UD Law 0.023*** 0.002 0.173*** 0.058** 0.148*** 0.011 0.097*** -0.013 0.012*** 0.006***

(0.01) (0.00) (0.05) (0.02) (0.04) (0.02) (0.03) (0.03) (0.00) (0.00)

p-value: β(High)- β(Low) 0.00 0.00 0.00 0.00 0.00

Controls Yes Yes Yes Yes Yes Yes Yes Yes Yes Yes

Firm FE Yes Yes Yes Yes Yes Yes Yes Yes Yes Yes

Op. State-Year FE Yes Yes Yes Yes Yes Yes Yes Yes Yes Yes

Observations 28271 28989 28271 28989 28271 28989 28271 28989 28047 28736

Adj. R-sq. 0.622 0.711 0.744 0.679 0.368 0.412 0.710 0.665 0.560 0.608
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Controlling for Antitakeover Laws
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Placebo Tests
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Results: Robustness Checks

 Exclude Internet Bubble Period or IPO firms

 Extend the sample after 2006

 Incorporation state linear trend

 Exclude or estimate R&D missing values

 Alternative exploratory patent definitions 
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Conclusion

 Exploiting the staggered passage of the UD laws across 23 states from 1989 to 

2005 that have raised the hurdle for shareholders to file derivative lawsuits, 

we find that firms with lower exposure to shareholder litigation

 invest more in innovation

 generate more high quality patents

 engage in more exploratory innovation search

 This study:

 corporate governance: shareholder litigation, an overlooked corporate governance 

mechanism.

 law and finance: negative side of shareholder protection
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Return Volatility and Skewness
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Excluding Firms in M&A Intensive Industries
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Heterogeneous Effect: Industry Return Volatility
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Controlling for Board Characteristics
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