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Abstract

This paper examines the effects of target firm ownership structure on target returns for 1,104 public acquisitions from 1996 and 2001. Target returns increase in inside ownership and decrease in active-outside ownership, and contrary prior literature, do not depend on the value of incumbency of target management. Active-outside owner’s willingness to share takeover gains with bidders in pursuit of value-enhancing transactions, and insiders using increased control from ownership to negotiate higher premiums, best explain these results. Active corporate owners facilitate higher synergy deals while active institutional owners are more willing to share takeover gains.
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1. Introduction

A number of theoretical papers argue that the gains for target shareholders in mergers and acquisitions depend on the ownership structure of the target firm.
 For example, a positive relation between inside ownership and takeover gains can result from entrenched target managers lowering ex ante firm value, reducing takeover anticipation, or using their control to negotiate a higher premium. Similarly, a negative relation between outside ownership and target gains can result from higher ex ante target firm value due to successful monitoring, a higher likelihood of takeover, or an ex post sharing of gains if monitoring fails.

Given the different incentives of inside and outside owners and the changes in corporate governance that took place during the nineteen-nineties, disaggregating ownership is essential.
 Using Securities and Exchange Commission (SEC) filings prior to the announcement of the acquisition, we find that conventional measures of managerial ownership (i.e., the sum of all ownership by officers and directors of the firm) have no association with target abnormal announcement returns; henceforth target returns. However, once disaggregated, inside ownership has a positive relation with target returns while active-outside ownership has a negative relation with target returns.
 These results are unaffected by the target firm’s pre-announcement performance, the market’s takeover anticipation, and various deal and firm-level characteristics.

The relation between inside ownership and target returns is statistically and economically significant. Based on regression estimates and a mean target return of 21.5 percent, a 10 percent increase in inside ownership is associated with a 5.3 percent increase in target returns. The impact of active-outside ownership is similar in magnitude and significance, with a 10 percent increase in active-outside ownership associated with a 4.6 percent decrease in target returns. Active-corporate ownership is the primary determinant of the active-outside ownership relationship, with active-institutional ownership not statistically significant at conventional levels. However, the insignificance of active institutional ownership is characterized by differential behavior according to the presence of a tender offer. For tender offers, the relation between active institutional ownership and target returns is positive and significant, suggesting that active-institutional owners’ interests align with insiders’ interests when the negotiation circumvents the board of directors. 

Overall, our results for inside and active-outside ownership are broadly consistent with arguments advanced by Stulz (1988) and Shleifer and Vishny (1986) respectively. Target returns are higher for firms with low takeover anticipation and high inside ownership, consistent with the market ex ante pricing future takeover gains according to the likelihood of a takeover occurring. Controlling for takeover anticipation, inside ownership maintains a positive and significant relation with target returns, consistent with managers using increased negotiating power to extract larger rents from acquirers. Considering bidder returns, deal synergy and target relative gain, we find that the negative relation between active-outside ownership and target returns is best explained by active-outsiders’ willingness to share takeover gains with bidders. Higher levels of active-outside ownership are associated with higher bidder returns, lower target relative gains, and higher deal synergy, suggesting that active outside owners facilitate value-enhancing transactions with increasing benefits to the acquirer. Furthermore, larger target returns associated with higher levels of inside ownership are consistent with reduced takeover anticipation and negotiating a higher takeover premium.

Our findings are in contrast to evidence from the nineteen-eighties, when the positive relation between managerial ownership and target returns was restricted to disciplinary deals (Stulz, Walkling, Song (1990), Song and Walkling (1993)). However, the takeover market and the structure of corporate control has changed during the nineties, so many issues previously handled in the takeover market are now dealt with inside the firm, and many deals are initiated as private auctions (Boone and Mulherin (2006)) blurring the distinction between disciplinary an non-disciplinary deals when such classifications are based on public bidding. Regardless of classification, we find no evidence that the positive relation between inside ownership and target returns is different for disciplinary deals than for other deals in the sample.

The remainder of this paper is organized as follows. Section 2 discusses previous research. Section 3 provides a description of our sample data while Section 4 examines the association between target returns and ownership. Section 5 studies the observed relations between ownership and target returns in more detail by examining them conditional tender versus non-tender deals. Section 6 evaluates the relation between ownership structure and bidder returns, target relative gains, and deal synergy. Section 7 concludes the paper.

2. Background

A number of studies provide the framework for testing the association between different types of ownership claims and target returns. According to arguments motivated by Stulz (1988) there may be a positive association between inside ownership and target returns for several reasons. First, greater inside ownership reduces the likelihood of a takeover occurring. This decreases the market’s anticipation and consequently increases the target return relative to ex ante firm value should a takeover happen. Second, higher inside ownership gives the target management greater negotiating power, increasing their ability to extract greater rents in the form of a takeover premium from the bidding management team, resulting in a higher target return. Third, if greater inside ownership allows target management to be entrenched and engaged in activities harmful to the interests of shareholders, then ex ante firm performance will be poor relative to that under better management. Therefore, to the extent that firm value reflects the relatively poor performance, the bidder may pay a larger premium resulting in higher target returns. In contrast, there may be a negative association between inside ownership and target returns if managers use their position of privilege and control to expropriate from the shareholders’ takeover premium (see, e.g., Grossman and Hart, 1988; Harris and Raviv, 1988). Finally, there may not be a relation between inside ownership and target returns. If incentive aligned managers have optimized the ex ante firm value, then there are no possible efficiency gains under bidder management to be passed along to target shareholders in the form of a takeover premium (see, e.g., Hartzell, Ofek, and Yermack, 2004).

In addition to inside ownership, outside ownership could also be related to target returns. Shleifer and Vishny (1986) argue that large outside shareholders have greater incentive to engage in costly monitoring of the firm’s management regardless of the free-rider problem, and that they cause higher ex ante firm value due to a higher likelihood of a takeover. If outsiders effectively monitor and increase ex ante firm value through better performance, then lower target returns may result from a high ex ante valuation of the target. Even if outside shareholders cannot monitor management, they can share takeover gains with rival management teams in order to replace incumbent management. Under any of these scenarios and conditional on a takeover occurring, active-outside ownership should be negatively related to target returns.

Our empirical approach is similar to a few existing papers. For example, Stulz, Walkling, and Song (1990) and Song and Walkling (1993) find that target gains are increasing in managerial ownership and decreasing in institutional ownership for a sample of multiple-bidder tender-offer contests during the eighties.
 In contrast, Moeller (2005) finds evidence of a negative relation between CEO ownership and takeover premiums, which he argues is caused by target CEO’s negotiating side payments for themselves in lieu of higher premiums for their shareholders, a nineties phenomenon.

Other related studies that use market reactions to proxy for the effect of ownership on firm value are worth mentioning. Hubbard and Palia (1995) find a non-monotonic relation between bidder returns and managerial ownership levels. In contrast, Loderer and Martin (1997) fail to find a relation between bidder returns and managerial ownership after controlling for endogeneity using simultaneous equations. Brown and Maloney (1999) and Bange and Mazzeo (2004) analyze the effect of board composition on takeover premiums and find that boards with a higher degree of independence, i.e., boards that act more in line with shareholders’ interests, are associated with lower takeover premiums.

Our study differs from these papers in several ways. Most importantly, we disaggregate ownership and consider relative ownership levels simultaneously. We also address whether our results are better explained by the relation between ownership and ex ante valuation (i.e., anticipation and target performance) or ex post valuation (i.e., gain sharing and the ability to create more synergy value). Finally, we consider a broader sample including tender and non-tender offers and consider the relation between ownership and target returns during a time period that has seen drastic changes in corporate governance and in the market for corporate control relative to the previously analyzed time periods.

3. Sample data and description

3.1. Acquisition sample

We examine a sample of 1,104 public acquisitions drawn from Securities Data Corporations (SDC) mergers and acquisitions database for 1996 through 2001. Sample acquisitions have target firms listed on CRSP (Center for Securities Prices at the University of Chicago) and Standard & Poor’s COMPUSTAT that satisfy the following criteria: (1) bidder and target firms are US public firm, (2) the deal is completed, and (3) beneficial ownership data is available for the target firm.

Panel A of Table 1 presents target characteristics for the sample. The mean (median) level of sales for targets is $291 million ($71 million). The mean (median) debt-to-sales (leverage) is 3.01 (0.47) and the mean (median) operating cash flow-to-sales is 0.011 (0.097). We define the equity book-to-market ratio as in Fama and French (1992, 1993) and the mean (median) value for our target firms is 0.67 (0.56). Industry-adjusted return on assets has a mean (median) of -2.1 (0.3) percent. We define a measure of merger activity within a target firm’s industry as in Schlingemann, Stulz, and Walkling (2002). The mean (median) industry merger activity is 0.19 (0.11), which indicates a somewhat above average level of merger activity.
 The mean (median) market-adjusted buy-and-hold runup for the 200 days prior to the takeover announcement is -9.7 (-15.3) percent.

Panel B of Table 1 describes various deal and bidder characteristics. For the full sample of deals, approximately one percent is classified as hostile, three percent as multiple bidder deals, 18 percent as tender offers, and 33 percent as same industry transactions. Approximately eight percent of the deals involve a private bidder and the mean (median) equity used is 56 (82) percent. A market-and-risk adjusted three-day cumulative abnormal return centered on the announcement date, CAR(-1,+1), is calculated for targets and bidders. The market model parameters are estimated over the period t = -205 to t = -6 relative to the announcement date. The mean (median) target CAR is 21.5 (17.1) percent and the mean (median) bidder CAR is -1.7 (-1.2) percent. We also calculate the percentage synergy return, which we define according to Bradley, Desai, and Kim (1988) as the cumulative abnormal return over the t = -1 to = +1 event window for a value-weighted portfolio of the target and bidder returns. Weights for the bidder and target are based on the market value of equity two days prior to the announcement, and the target weight is adjusted for the percentage of target shares held by the acquirer prior to the announcement of the deal. The target relative gain is calculated by subtracting the market value of the bidder’s gain from the market value of the target’s gain, and dividing the difference by the prior year’s market value of the combined firms. The mean (median) synergy return is 1.0 (0.5) percent and the target relative gain is 3.6 (2.7) percent. The mean (median) relative size, defined as transaction value divided by the acquirer’s market value of equity, is 36.2 (17.1) percent.
 For the target firm, we also calculate an abnormal buy-and-hold return from the day before the announcement to the day the merger is completed. The mean (median) of this value is 23.0 (18.5) percent. The mean (median) of sales for bidders is $4.1 billion ($621 million) and their debt-to-sales ratio is similar to the target leverage ratios at 2.98 (0.55).

3.2. Target firm ownership classifications

In order to disaggregate target firm ownership we perform a detailed analysis of the firm’s beneficial ownership as reported in a last available proxy statement, or other Securities and Exchange Commission (SEC) filings, prior to the announcement of the acquisition. We include ownership by officers and directors of the firm and all beneficial owners who have at least five percent equity ownership and, therefore, must report their holdings to the SEC according to rule 13d-1 of the 1934 Exchange Act. We define ownership as all direct common stock holdings and options exercisable within 60 days, excluding preferred stock.

We define inside ownership as ownership by officers and senior managers of the firm and their families. All remaining beneficial ownership is termed outside ownership and classified as corporate, institutional, or blockholder.
 Each ownership claim is further classified as either active or passive. Active ownership includes all inside ownership and those outside ownership claims that are affiliated with a board seat. All other ownership is considered passive.
 Figure 1 shows the various ownership classifications.

In order to accurately classify active and passive ownership, we cross reference the beneficial owners with the footnotes and director election details found in the proxy statement. Whenever necessary, reported ownership levels are corrected for double counting.
 Once all active owners (insiders, corporations, and institutions) are classified, the total number is reconciled with the “all officers and directors of the firm” ownership level reported in the SEC filing statements. In some cases, small differences occur that are attributable to unreported managers and executives in the beneficial ownership table or insignificant levels of ownership reported by unaffiliated directors.
Although most ownership is easy to classify according to our definitions, there are exceptions to consider. First, to remain strict with our classifications, former or retired officers and senior managers who are no longer associated with the firm, either through a board seat, family or continuing employment contract, are considered passive blockholders in spite of their past affiliation. These instances are rare since to remain visible on proxy statements they must be beneficial owners of greater than five percent of the firm’s outstanding equity. Second, we do not have a classification for active individual blockholders.

Summary statistics on ownership variables are reported in Panel A of Table 2. The mean (median) active ownership is 27.7 (23.2) percent and represents the aggregate level of ownership by “all officers and directors” of the firm.
 This measure of ownership is often used to represent inside ownership in other studies. When disaggregated according to our classifications, mean (median) inside ownership is 20.0 (15.2) percent, while the mean (median) active-outside ownership is 7.7 (0.0) percent. For the subset of target firms with active-outside ownership, the mean (median) level of ownership is 27.9 percent (19.6 percent). If inside and active-outside owners have differential effects on firm value, then aggregating them as many studies do will likely confound the effects and diminish the statistical significance of the true relations.

Disaggregating active-outside ownership into corporate and institutional ownership reveals a mean (median) of 2.7 (0.0) percent for active corporate ownership and a mean (median) of 5.0 (0.0) percent for active institutional ownership. A comparison of the means and medians indicates that our cross-sectional measures of active-outside ownership are quite skewed for the full sample of target firms. Skewness, however, is not an issue for the subs-samples of target firms that have positive measures of the respective active-outside ownership type. The means (medians) for deals with active corporate and institutional holdings are 31.2 and 23.4 (21.0 and 18.8) percent, respectively.

According to Table 2 Panel A, the average target firm in our sample has minimal passive ownership by corporations and individual blockholders. The averages for these two types of passive ownership measures are both less than 1 percent with medians equal to zero. Conversely, institutions have a sizable passive ownership claim in the average target firm. The mean (median) passive institutional ownership level is 10.8 (7.2) percent. The typical representation of passive institutional investors is exceedingly more than that of active-institutional owners, making it important to simultaneously account for both types.

Lastly, Panel B of Table 2 reports a correlation matrix for our ownership variables. The largest correlation between variables used together in a regression is for inside and active-outside ownership at almost -30 percent, which is marginally larger than the correlation between passive institutional investors and inside ownership at -25 percent. Regardless, we do not expect the correlations among our ownership measures to adversely affect our findings. In the next section we use cross-sectional analysis to examine the relation between target ownership and target returns.

4. Target returns and ownership levels

This section examines how various specifications of ownership at target firms affect target returns. Our main analysis focuses on separating active ownership (by all officers and directors) according to whether the owner is an insider or outsider, but we also consider the nature of outside ownership (corporate or institutional) and the level passive ownership by other beneficial owners.  

4.1. Model specification

We use the market-model three-day CAR as the dependent variable in our regression analysis. In addition to the ownership variables described in the previous section, we control for a number of other factors known to affect target returns. First, given the importance of the takeover anticipation in the models discussed in Section 2, we use three market-based measures to capture takeover probability either directly or through its association with pre-announcement target firm value: (1) book-to-market to proxy for ex ante firm value (see, e.g., Lang, Stulz, and Walkling, 1989), (2) industry merger activity, and (3) a target market-adjusted stock price runup over the 200 days prior to the takeover announcement. 

Second, we control for potential moral hazard problems – i.e., the scope of private benefit consumption by target insiders – using proxies for managerial discretion. Each regression includes the log of sales, operating cash flow to sales, leverage, and firm specific risk, which is the standard error of idiosyncratic volatility.

Third, we control for deal characteristics known to explain target returns (see, e.g., Billett, King, and Mauer, 2004; Huang and Walkling, 1987; Schwert, 1996). Our base regressions include the percentage of equity consideration and dummy variables that are equal to one if the deal is hostile, there are multiple public bidders, there is a tender offer, the acquirer and target are in the same industry, and the bidder is a private firm. In prior research multiple bidder and hostile deals are generally assumed to be disciplinary deals. However, the takeover market and the structure of corporate control has changed, so many issues previously handled in the takeover market are now dealt with inside the firm (see, e.g., Holmström and Kaplan, 2001). In fact, the distinction between friendly versus hostile deals has become less clear in recent years with managers often deriving private benefits even for value-reducing deals (see, e.g., Hartzell, Ofek, and Yermack, 2004). Similarly, while tender offers during the nineteen-eighties are often associated with contested and unsolicited deals, during the nineteen-nineties the vast majority of tender offers included a merger agreement (see, e.g., Schwert, 2000; Bargeron, 2006). As compared to the nineteen-eighties, Table 1 shows that hostile and multiple bidder transactions are much less prevalent during our sample period, one and three percent respectively.

Finally, we do not explicitly control for other corporate governance variables such as takeover devices, because firms always have an option to enact effective defense mechanisms, such as poison pills, virtually overnight (see, e.g., Subramanian, 2005).
 Tests for statistical significance are based on heteroscedasticity consistent standard errors and, while not reported, all regression models include year and industry fixed effects.

4.2. Results

Table 3 presents our main results and shows that target returns are positively related to inside ownership and negatively related to active-outside ownership, consistent with both Stulz (1988) and Shleifer and Vishny (1986).

Our first model specification considers ownership defined according to the common practice in the literature, including all officers and directors of the firm. Although frequently classified as managerial ownership, we refer to this measure as active ownership to remove any implied incentives or alignment of outside board members. The coefficient on active ownership is close to zero and insignificant, a finding that is inconsistent with the positive significant relation with target returns reported by Stulz et al. (1990) and Song and Walkling (1993).

We more precisely measure the effects of active ownership by considering ownership by firm insiders or managers (Model 2) separate from ownership represented by outside directors (Model 3).
 Inside ownership has a strong positive relation with target returns while active-outside ownership has a strong negative relation with target returns. These results hold when we include both inside and active-outside ownership in Model 4. Compared to Model 1, this result shows the importance of disaggregating active ownership into inside versus outside. Model 4 also shows that the relation between inside and active-outside owners with target returns is consistent with the separate predictions of Stulz (1988) and Shleifer and Vishny (1986). 

We consider separately active ownership by corporations and institutions to see if they play a different role in the monitoring process. Model 5 shows that active corporate ownership is negative and significant and that active institutional ownership, while negative, is insignificant at conventional levels. These results suggest that corporate owners with a board seat are more active monitors of the firm, a role that is perhaps less costly relative to an institution due to their operational experience.

To control for the level of ex ante firm value the model specifications include the target’s book-to-market ratio, the market-adjusted runup and the level of industry merger activity. These are potentially confounding factors if book-to-market also prices the likelihood of a value enhancing takeover. While high (low) book-to-market could indicate poor (good) performance based on the assets in place, it could also indicate, a low (high) degree of takeover anticipation. The coefficient on book-to-market is positive and significant in each of the regression specifications, consistent with either poor ex ante firm performance or low takeover anticipation. Runup is negative and highly significant in each of the regression models. The coefficient on the level of target industry merger activity is negative in each model specification, consistent with ex ante pricing of merger anticipation, but significant only in Model 1.
 

To further control for the potential impact of ex ante firm performance on target returns we add industry-adjusted return on assets to Models 6.
  Since accounting returns, unlike market-based performance measures, do not incorporate expectations, this specification provides a less ambiguous interpretation of firm performance. A priori, if superior accounting performance translates into higher ex ante target firm value, then we expect a negative sign on the coefficients on return on assets. Strikingly, in Model 6 the coefficient on industry-adjusted return on assets is positive and significant at the one percent level, while the coefficient on book-to-market remains negative and significant. In other words, better ex ante firm performance, all else equal, is associated with higher target returns while higher levels of takeover anticipation is associated with lower target returns.

Our results support the notion that insiders are able to negotiate higher returns with increased ownership when the firm is performing well, and that the source of value in premiums is not a result of low ex ante firm value due to poor firm performance, but due to some other factor. If higher target returns associated with low ex ante firm value (high book-to-market) are a result of takeover anticipation, or lack thereof, then this apparent inconsistency in value and performance can be reconciled. This suggests, however, that a large component of the firm’s ex ante value is derived from the likelihood of future gains through acquisition. In the next two sections, we explore this issue further.

We also include passive ownership measures for each of our models in Table 3. Although they do not have board representation, it is reasonable to assume they possess some ability to exert control given a large enough stake in the firm. Since we rely on proxy statements and other SEC filings to obtain ownership data, passive owners in our sample are those with at least a five percent ownership stake. Table 3 reveals that passive ownership does not play a significant role in explaining target returns.

4.3. Ownership levels, performance, and target returns


Our regression results reveal that higher takeover returns result from lower firm value (high book-to-market) but higher industry adjusted return-on-assets. One possible explanation is a takeover anticipation component of the firm’s ex ante market value, with lower firm values reflecting lower anticipated takeover likelihood and thus higher returns when realized. We explore this idea further in Table 4 where we report active ownership levels and takeover returns classified by a 3×3 matrix of accounting-based (columns) and market-based (rows) performance groups. The three groups are defined as follows: High (low) performance indicates three consecutive years of above (below) industry median performance and medium performance is assigned to all firms not captured by the high and low performance groups. Since low book-to-market reflects better performance, the low industry adjusted book-to-market group contains the most highly valued firms.


Isolating firms by their past performance characteristics offers an alternative perspective for assessing the ownership incentives and takeover returns. Our first result is the manner in which firms distribute themselves among the nine groups. If industry adjusted book-to-market simply reflects accounting performance, then we would expect clustering of firms along the axis defined by low/low and high/high accounting value and firm value corners, and very few observations at the opposing corners. However, Panel A of Table 4 reveals that all four performance corners are well represented by firms. Eighty-two firms in the highest accounting performance group fall in the lowest firm value group, while 41 firms in the highest firm value group fall into the lowest accounting group. Consistent with anticipation of future takeover gains reflected in the firms ex ante market value, Panel C reveals the target returns of the 82 firms in the lowest value but highest performance group are among the highest of any group, on average 27.5 percent, while the 41 firms in the highest value but lowest performance group receive among the lowest, 17.2 percent on average. Moreover, this pattern of higher (lower) returns for lower (higher) valued firms is consistent across all accounting performance groups. Consistent with takeover anticipation, the group with nearly the highest target return (27.53%) in Panel C corresponds to a relatively high degree of inside ownership (22.40%) in Panel B and to a relatively low degree of outside ownership (3.67%) in Panel A. In contrast, the group with the lowest target return (17.2%) in Panel C corresponds to the highest degree of outside ownership (15.58%) in Panel A and to the lowest degree of inside ownership (16.88%) in Panel B.


Since the performance measures in Table 4 reflect a three-year period prior to the takeover event, our results suggest that ex ante pricing of future gains is considered well in advance of the eventual takeover event. Although there is some evidence that higher returns are earned by firms with better accounting performance, these results are not statistically significant and not as strong as our regression results that consider the prior year’s accounting performance.

The pattern of active ownership among the performance groups are reported in Panels A and B. Panel A reveals that active outside ownership is concentrated among the firms with the lowest accounting performance, with outsiders owning 10.75% of the firm’s equity on average. In contrast, active outside ownership among firms in the highest accounting performance groups is only 2.86 percent on average, a difference that is significant at the 1 percent level. This pattern persists across each of the three book-to-market groups. These results are broadly consistent with the monitoring hypothesis of Shleifer and Vishny (1986), whereby outside owners actively participate in facilitating a takeover deal for poorly performing firms, a finding that is also consistent with the OLS regression results in Table 3.

Since we measure ownership only in the year prior to the takeover announcement, we cannot determine how the ownership levels evolved over the reported three-year performance period. Given the sharp decline in outside ownership for firms with superior accounting performance, it is possible that large outside owners remain passive until performance demands an active monitoring role and thus a position on the board, or it is also possible that poorly performing firms attract new outside owners who seek this same role in anticipation of future gains. Regardless, in the context of Shleifer and Vishny (1986), given the lower concentration of active outside ownership among the best performing firms, it seems likely that these owners seek to use their influence to facilitate a takeover rather than improving firm performance through their monitoring role.


The distribution of inside ownership (Panel B) among performance groups does not reveal the same precipitous change as active outside ownership. High performance firms are characterized by higher levels of inside ownership (21.39%) than for low performance firms (18.37%), a difference that is significant at the 5 percent level. Although it is difficult, if not impossible, to identify an ownership level consistent with managerial entrenchment, firms with higher insider ownership in this sample do not exhibit the necessary characteristics from a firm performance perspective. Hence, low ex-ante firm value due to managerial entrenchment is an unlikely explanation for larger target returns.


Combined, these results suggest that the relation between both inside and active-outside ownership with target returns is better explained by anticipation of the takeover than by the effect they have on ex ante firm performance. Additionally, in Section 6, we explore an alternative explanation for the observed relation between ownership and target returns. Specifically, the negative relation between outside ownership and target returns could be explained by outside owners’ willingness to share the gains in takeovers, while the positive relation between inside owners and target returns may be explained by greater negotiating power.

4.4. Discussion of results

The reported relationships between target returns and inside and active-outside ownership are broadly consistent with the predictions of Stulz (1988) and Shleifer and Vishny (1986). We find, however, that the monitoring effects of active outside ownership are determined primarily by active corporate owners. Moreover, our results are inconsistent with the Grossman and Hart (1988) and Harris and Raviv (1988), whereby target insiders use their ownership positions to negotiate private benefits and expropriate shareholders through takeover transactions. Our findings regarding the linkage between inside ownership measures and target returns are opposite from those in Moeller (2005), which examines the relation between CEO ownership and takeover premiums during the nineties. We surmise that these differences are the result of large differences between the two samples and our disaggregated measures of ownership.

Although our results are largely consistent with the empirical findings in Stulz, Walkling, and Song (1990) and Song and Walkling (1993), there are important differences. These studies find that ownership matters only when the deal is disciplinary and define managerial ownership as the combined ownership of all officers and directors, which is equal to our definition of active ownership. In contrast, we find no relation between active ownership and target returns in Model 1 of Table 3, but find that disaggregated measures of ownership matter for all deals, not just disciplinary. This inconsistency may be due to different sample periods. During the nineteen-eighties boards generally included fewer outsiders and were less active (see, e.g., Holmström and Kaplan, 2001), thus disaggregating board ownership into inside and active-outside may have less value. Also, the takeover samples used by Stulz et al. (1990) and Song and Walkling (1993) include only tender offers. Our sample includes both tender offers and non-tender offers, and in the next section we further examine the role of insiders, active-outsiders, and passive owners in tender versus non-tender offers.
5. Do tender offers explain the relation between ownership and returns?

Although not always the case, tender offers generally circumvent target management and the board of directors, moving the decision making process directly to the shareholders. This may result from the high value of incumbency for entrenched management and their unwillingness to relinquish control. If target managers use their ownership to resist these ‘disciplinary’ bids or otherwise disengage from the tender process entirely, then tender offers is our sample might yield different ownership effects from non-tender offers in which management actively negotiate with acquiring firms.
 Tender offers might also induce different behavior among outside shareholders, particularly if they play a more pivotal role in the outcome, encouraging otherwise passive owners, such as financial institutions, into the decision making process. Finally, there is an additional layer of gamesmanship that complicates decision-making if the tender offer is successful, but a particular shareholder chooses not to tender. In such cases, non-tendering shareholders become a minority stakeholder and may ultimately be paid less than tendering shareholders (freeze-out).

In Table 5 we interact a tender offer dummy variable with all of our ownership measures.
 According to Model 1, the positive (negative) relation of inside (active-outside) ownership with target returns is primarily associated with non-tender offers. Although target returns are not significantly different between tender and non-tender offers (inside ownership x tender interaction), an F-statistic on the combined coefficients on inside ownership (i.e., -0.0441 + 0.1262 = 0.0821) is not statistically significant. In contrast, the marginal effect of active-outside ownership on target returns is significantly higher for tender offers compared to non-tender offers. Although the combined coefficients (i.e., 0.2460 – 0.1545 = 0.0915) for tender deals is not statistically significant, active-outside owners appear to be more aligned with inside owners when a tender offer is made. Model 2 reveals that this effect is concentrated among active institutional investors. In particular, when a tender offer is made, institutional owners of the target firm have a positive significant impact on target returns (joint coefficient of 0.4670 – 0.1861 = 0.2809), which is significantly different than their negative impact on target returns for non-tender offers. Hence, institutional owners behave consistent with the predictions of Shleifer and Vishny (1986) only for non-tender (negotiated) offers, and considering only these offers, active institutional and corporate ownership behave similarly. These results imply that ownership by active institutions enhances target shareholder wealth more than inside ownership during the tender offer process, and is counter to the notion that institutions share takeover gains with bidders if their monitoring activities fail. The regression models in Table 5 do not, however, show that passive institutional owners become active participants in the tender process once begun. 

6. Additional measures of takeover value

In this section we consider other measures of takeover value in order to further clarify the role of ownership and takeover anticipation on target returns, including bidder returns, target relative gains, and deal synergy. In particular, we provide additional evidence corroborating our earlier results as well as new evidence regarding the relation between ownership and target returns based on the value derived from managerial negotiation and gain sharing.

Evaluation of the three additional dependent variables requires us to focus on publicly traded acquirers, which results in a reduced sample of 837 observations. In addition to our previous control variables, we include for the acquirer the log of sales, the market value of leverage, and the relative transaction size. Based on our findings in Table 3, we also include both the book-to-market and industry-adjusted return on assets ratios for the target in each of the regressions.

6.1. Bidder returns
Models 1 through 3 in Table 6 use the bidder’s three-day cumulative-abnormal return as the dependent variable, which is calculated in the same manner as the target abnormal return. These Models show that bidder returns are increasing in all measures of active ownership, including ownership by firm insiders. Bidders benefiting from increasing inside ownership of the target is somewhat puzzling and cannot be explained by managers negotiating side payments in lieu of a higher takeover premium (Moeller (2005)) since we find that target returns increase in inside ownership. This result is also inconsistent with entrenched insiders using their ownership to protect the value of their incumbency since this should increase the costs for the bidder. In contrast, bidders benefiting from a higher level of active-outside ownership is consistent with lower target returns and Shleifer and Vishny’s (1986) prediction that large outside shareholders will share takeover gains with the bidder when monitoring fails. Model 3 reveals that corporate ownership is the primary determinant of higher bidder returns. 

6.2. Target relative gains

Relative gain by the target shareholders is the dependent variable in models 4 through 6. Relative gain is calculated by subtracting the market value of the bidder’s gain (or loss) from the market value of the target’s gain (or loss), and dividing the difference by the ex ante market value of the combined firms. A higher number reflects more relative wealth captured by target firm shareholders. We use market value gains (losses) because acquiring firms are generally much larger than target firms and, as a result, percent returns become misleading when comparing relative target and bidder effects. Also, the significance of wealth transfers between target and acquirer shareholders may not be fully captured when considering the returns separately.

The results using target relative gains are consistent with the findings of bidder returns, but provide some interesting additional insights. High levels of active ownership are associated with increased wealth transfer from target to bidding shareholders. Although only marginally significant at conventional levels, increased levels of inside ownership are associated in a greater wealth transfer to the bidding firm. Hence, the source of the bidder’s benefit appears to be at the expense of target shareholders even though, ceteris paribus, target shareholders simultaneously receive larger target returns. 

Active institutional investors are the primary determinant of wealth transfer for outside ownership. Although bidders gain less from active institutional than corporate owners (Model 3), higher levels of active institutional ownership are associated with large wealth transfers from target shareholders (Model 6). Hence, institutions are more willing to share gains with the bidding firm. 

6.3. Deal synergy

Deal Synergy is the dependent variable in Models 7 through 9, defined as the cumulative abnormal return over the (-1,+1) event window for the value-weighted portfolio of the target and bidder returns adjusted for pre-announcement bidder ownership in the target. Using deal synergy avoids some of the interpretive issues concerning the relative contributions to firm value that result when considering bidder and target firms separately. Synergy is independent of which party captures the gains or losses and therefore removes any arguments related to effects of ownership on value derived from negotiations.

In Model 7 active ownership in the target firm is positively associated with the total value created by the acquisition. In Model 8 this association is attributed to active-outside ownership. The coefficient on inside ownership is not significantly different from zero and the coefficient is less than half that of outside ownership. These results suggest that even though active-outside owners are willing to accept lower target returns and share potential gains with acquiring management, they are contributing to social welfare by facilitating value-enhancing transactions. Disaggregating active-outside ownership in Model 9 reveals that active corporate ownership drives the positive relation with deal synergy.

Passive ownership by corporations and institutions is statistically insignificant as a determinant of value. Similarly, passive blockholders ownership of the target firm is statistically insignificant in all three models. The coefficient on passive blockholders is consistently negative however with p-values ranging from 0.107 to 0.117. We take this as weakly supportive of Barclay, Holderness, and Sheehan (2003) who argue that passive blockholders serve to entrench management and reduce firm value. The argument that passive blockholders contribute to high ex ante firm value through monitoring, thus resulting in less total value enhancement when acquired is mitigated by the strong positive coefficient on active-outside ownership. Clearly, active versus passive monitoring has differential effects in our model specifications.

7. Conclusion

This paper examines the relation between target returns and various measures of target ownership. Specifically we consider inside versus outside ownership, where the latter is further disaggregated into active versus passive and into corporate and institutional. In contrast to previous studies which tend to aggregate managerial and director ownership, we find that inside and active-outside ownership levels have opposing effects and act simultaneously to determine target returns.

Disaggregating target ownership reveals several statistically and economically significant links between target returns and ownership that are largely consistent with predictions of Stulz (1988) and Shleifer and Vishny (1986). Inside ownership has a positive association with target returns that is consistent with a decrease in takeover probability, and an increase in required premium to gain control from incumbents with high ownership levels. Although we find some evidence that bidders benefit from higher levels of inside ownership, we do not find support for the argument that target insiders expropriate from their shareholders during takeovers as a function of their ownership stake.

 In contrast to inside ownership, we find a negative relation between active-outside ownership and target returns, which is consistent with active-outsiders successfully monitoring the target firm and/or facilitating takeovers by sharing takeover gains with the bidder. Higher levels of active corporate ownership is associated with lower target returns regardless of whether the bidder tenders or negotiates for control of the target firm. Active institutional ownership has a negative association with target returns only if the bidder makes a non-tender offer, otherwise the relation is positive and significant. When a tender offer is made, active institutions play a more important role than insiders with respect to the size of realized target returns.

Our results hold when we include proxies for takeover anticipation and pre-announcement performance of the target firm. They are also robust to the inclusion of various proxies for disciplinary deals that include dummies for tender offers, multiple bidder deals, hostile deals, or the target having three consecutive years below the industry median performance level. Although these measures are generally significant, they do not determine the relation between ownership and target returns.
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Fig. 1. The target firm ownership structure is collected from the firm’s US Securities and Exchange Commission (SEC) definitive 14A filing (proxy statement) just prior to the acquisition announcement. Ownership includes all direct common stock holdings and options exercisable within 60 days, but does not include preferred stock. Inside (managerial) ownership refers to ownership by officers, senior managers, and their families, whereas outside ownership refers to all others. Active owners are those with (1) a seat on the board of directors or (2) an ongoing business relation (including direct employment) with the target firm, while passive owners are all others. All outside ownership is classified as Corporate, Institutional or individual (Blockholder). Corporate and Institutional ownership is categorized as either active or passive. Since all directors of the target firm are classified as managerial, corporate, or institutional, it is not possible to have an active blockholder. Passive outside owners include former or retired officers and senior managers who are no longer associated with the target. Ownership variables marked with an asterisk (*) are used as independent variables in the cross-sectional analyses.

Table 1

Target, bidder, and deal characteristics

The sample of public targets is collected from Securities Data Corporations (SDC) where deals from 1996 to 2001 must result in bidder ownership of at least 50 percent of the target firm. Target firm ownership structure is collected from the firm's US Securities and Exchange Commission (SEC) definitive 14A filing (proxy statement) just prior to the acquisition announcement. Firm specific risk is the standard error of idiosyncratic volatility as measured in a market model regression using the equally weighted CRSP index computed over announcement day -360 to day -31. Operating cash flow-to-sales is defined as sales minus the cost of goods sold, sales and general administration and working capital change divided by sales. Book-to-market is defined as in Fama and French (1992, 1993). Return on assets is measured as net income of the book value of assets and is industry-adjusted by subtracting the yearly two-digit SIC code median value of return on assets. Industry merger activity is calculated as the value of corporate control transactions for each year and 2-digit SIC code of the target divided by the total book value of assets of firms in the 2-digit SIC code for that year. Target market-adjusted runup is the firm’s market-adjusted runup in the six months prior to the announcement. Hostile, multiple bidder, tender offer, and private bidder are dummy variables equal to one if the deal is so classified in SDC, respectively. Same industry deals involve targets with a 2-digit SIC code identical to the bidder. Percent equity is the equity consideration divided by the transaction value as reported in SDC. Relative size is the transaction value, defined as the total value of consideration paid by the acquirer, excluding fees and expenses, divided by the acquirer market value of equity. Target (Bidder) CAR((1,+1) is the market-and-risk adjusted three-day cumulative abnormal returns around the announcement of the deal where the market model parameters are estimated over the period ((205, (6) relative to the announcement date. Target completion date ABHR is the market adjusted buy and hold return from the day before the announcement to the day the merger is completed. Target relative gain is calculated by subtracting the market value of the bidder’s gain from the market value of the target’s gain, dividing the difference by the prior year’s market value of the combined firms. Synergy return is the CAR((1,+1) for a value-weighted portfolio of the target and bidder return where toehold adjusted weights are based on the market value of equity two days prior to the announcement.

	
	n
	Mean
	Median

	
	
	
	

	Panel A: Target characteristics
	
	
	

	
	
	
	

	Sales ($ millions)
	1,104
	291.24
	70.87

	Firm specific risk
	1,104
	0.0030
	0.0026

	Debt-to-sales (Leverage)
	1,104
	3.0148
	0.4705

	Operating cash flow-to-sales
	1,104
	0.0112
	0.0965

	Book-to-market
	1,104
	0.6706
	0.5633

	Industry-adjusted return on assets
	1,104
	-0.0207
	0.0030

	Industry merger activity
	1,104
	0.1893
	0.1144

	Target market-adjusted runup
	1,104
	-0.0965
	-0.1525

	
	
	
	

	Panel B: Deal and bidder characteristics
	
	
	

	
	
	
	

	Hostile deal
	1,104
	0.0109
	

	Multiple bidder deal
	1,104
	0.0299
	

	Tender offer
	1,104
	0.1839
	

	Same industry deal
	1,104
	0.3342
	

	Private bidder
	1,104
	0.0833
	

	Percent equity used in payment
	1,104
	0.5613
	0.8177

	Bidder sales ($ millions)
	860
	4,097.28
	620.52

	Bidder leverage to sales
	860
	2.9820
	0.5542

	Relative size
	856
	0.3617
	0.1711

	Target CAR((1,+1)
	1,104
	0.2148
	0.1709

	Target completion date ABHR
	1,081
	0.2301
	0.1854

	Bidder CAR((1,+1)
	868
	-0.0171
	-0.0121

	Target relative gain
	856
	0.0358
	0.0266

	Synergy gain
	856
	0.0089
	0.0049


Table 2

Ownership levels

The target firm ownership structure is collected from the firm's US Securities and Exchange Commission (SEC) definitive 14A filing (proxy statement) just prior to the acquisition announcement. Ownership includes all direct common stock holdings and options exercisable within 60 days, but does not include preferred stock. Inside (managerial) ownership refers to ownership by officers, senior managers, and their families, whereas outside ownership refers to all others. Active owners are those with (1) a seat on the board of directors or (2) an ongoing business relation (including direct employment) with the target firm, while passive owners are all others. All outside ownership is classified as Corporate, Institutional or individual (Blockholder). Corporate and Institutional ownership is categorized as either active or passive. Since all directors of the target firm are classified as managerial, corporate, or institutional, it is not possible to have an active blockholder. Passive outside owners include former or retired officers, and senior managers who are no longer associated with the target.

	Panel A: Ownership levels

	n
	Mean
	Median
	Standard deviation

	Active ownership
	1104
	0.2769
	0.2320
	0.1921

	Inside ownership
	1104
	0.1998
	0.1519
	0.1623

	Active-outside ownership
	1104
	0.0771
	0.0000
	0.1617

	Active corporate ownership
	1104
	0.0272
	0.0000
	0.1137

	Active institutional ownership
	1104
	0.0499
	0.0000
	0.1201

	Passive corporate ownership
	1104
	0.0078
	0.0000
	0.0324

	Passive institutional ownership
	1104
	0.1084
	0.0715
	0.1233

	Passive blockholder ownership
	1104
	0.0075
	0.0000
	0.0298


Panel B: Correlation between ownership levels
	
	Active ownership
	Inside ownership
	Active-outside ownership
	Active corporate ownership
	Active institutional ownership
	Passive corporate ownership
	Passive institutional ownership

	Inside ownership
	0.595
	
	
	
	
	
	

	Active-outside ownership
	0.591
	-0.297
	
	
	
	
	

	Active corporate ownership
	0.414
	-0.178
	0.670
	
	
	
	

	Active institutional ownership
	0.404
	-0.231
	0.712
	-0.044
	
	
	

	Passive corporate ownership
	-0.067
	-0.075
	-0.004
	-0.018
	0.012
	
	

	Passive institutional ownership
	-0.349
	-0.253
	-0.160
	-0.098
	-0.123
	-0.039
	

	Passive blockholder ownership
	-0.103
	-0.053
	-0.069
	-0.050
	-0.046
	-0.035
	-0.070


Table 3

Regressions of target returns on ownership

	OLS regressions where the dependent variable is the target 3-day cumulative abnormal return measured using market model residuals estimated over the period ((205, (6) relative to the announcement date. The regressions are estimated on a sample of publicly traded targets where deals from 1996 to 2001 must result in bidder ownership of at least 50 percent of the target firm and where target beneficial ownership data is available. Inside (managerial) ownership refers to ownership by officers, senior managers, and their families, whereas outside ownership refers to all others. Active owners are those with (1) a seat on the board of directors or (2) an ongoing business relation (including direct employment) with the target firm, while passive owners are all others. All outside ownership is classified as Corporate, Institutional or individual (Blockholder). Corporate and Institutional ownership is categorized as either active or passive. Since all directors of the target firm are classified as managerial, corporate, or institutional, it is not possible to have an active blockholder. Passive outside owners include former or retired officers, and senior managers who are no longer associated with the target. Firm specific risk is the standard error of idiosyncratic volatility as measured in a market model regression using the equally weighted CRSP index computed over announcement day -360 to day -31. Leverage is the book value of leverage measure as total assets minus the book value of all equity normalized by sales. Operating cash flow to sales is defined as sales minus the cost of goods sold, sales and general administration and working capital change divided by sales. Book-to-market is defined as in Fama and French (1992, 1993). Return on assets (ROA) is measured as net income of the book value of assets and is industry-adjusted by subtracting the yearly two-digit SIC code median value of return on assets. Industry merger activity is calculated as the value of corporate control transactions for each year and 2-digit SIC code of the target divided by the total book value of assets of firms in the 2-digit SIC code for that year. Target market-adjusted runup is the firm’s market-adjusted runup in the six months prior to the announcement. Hostile, Multiple bidders, Tender Offer, and Private Bidder are dummy variables equal to one if the deal is so classified in SDC, respectively. Same industry deals involve targets with a 2-digit SIC code identical to the bidder. Percent equity is the equity consideration divided by the transaction value as reported in SDC. All regressions report the p-values in italics and have industry and year controls which are not reported. Respectively, a, b, and c denote statistical significance of the coefficients at 1, 5, and 10 percent, based on heteroscedasticity-adjusted standard errors.

	
	
	
	
	
	
	

	
	(1)
	(2)
	(3)
	(4)
	(5)
	(6)

	Active ownership
	0.0056
	
	
	
	
	

	
	0.912
	
	
	
	
	

	
	
	
	
	
	
	

	Inside ownership
	
	0.1707a
	
	0.1269c
	0.1275c
	0.1147c

	
	
	0.008
	
	0.070
	0.069
	0.098

	
	
	
	
	
	
	

	Active-outside ownership
	
	
	-0.1565a
	-0.1068b
	
	

	
	
	
	0.001
	0.031
	
	

	
	
	
	
	
	
	

	Active corporate ownership
	
	
	
	
	-0.1190b
	-0.1121c

	
	
	
	
	
	0.048
	0.064

	
	
	
	
	
	
	

	Active institutional ownership
	
	
	
	
	-0.095
	-0.0842

	
	
	
	
	
	0.126
	0.171

	
	
	
	
	
	
	

	Passive corporate ownership
	0.0729
	0.1422
	0.0286
	0.0958
	0.0959
	0.1302

	
	0.785
	0.590
	0.916
	0.725
	0.725
	0.629

	
	
	
	
	
	
	

	Passive institutional ownership
	-0.0947
	-0.0379
	-0.1395b
	-0.0816
	-0.0812
	-0.0774

	
	0.160
	0.535
	0.037
	0.225
	0.228
	0.243

	
	
	
	
	
	
	

	Passive blockholder ownership
	0.0941
	0.1732
	0.0302
	0.1113
	0.111
	0.0848

	
	0.750
	0.548
	0.915
	0.703
	0.704
	0.770

	
	
	
	
	
	
	

	Book-to-market
	0.0414c
	0.0406b
	0.0394c
	0.0395c
	0.0396b
	0.0420b

	
	0.050
	0.047
	0.059
	0.054
	0.054
	0.043

	
	
	
	
	
	
	

	Target market-adjusted runup
	-0.0405a
	-0.0446a
	-0.0427a
	-0.0451a
	-0.0449a
	-0.0513a

	
	0.003
	0.001
	0.002
	0.001
	0.001
	0.000

	
	
	
	
	
	
	


Table 3 – continued

	Target industry merger activity
	-0.0599c
	-0.0508
	-0.0513
	-0.0472
	-0.0478
	-0.0503

	
	0.100
	0.158
	0.155
	0.187
	0.182
	0.159

	
	
	
	
	
	
	

	Industry-adjusted ROA
	
	
	
	
	
	0.1190a

	
	
	
	
	
	
	0.006

	
	
	
	
	
	
	

	ln(Sales)
	-0.0109b
	-0.0073
	-0.0102b
	-0.0076
	-0.0076
	-0.0110b

	
	0.031
	0.160
	0.041
	0.138
	0.141
	0.030

	
	
	
	
	
	
	

	Firm specific risk
	-6.6221a
	-6.0823a
	-5.3068b
	-5.3358b
	-3.3663 b
	-3.3833

	
	0.002
	0.003
	0.013
	0.011
	0.011
	0.128

	
	
	
	
	
	
	

	Leverage
	-0.0027
	-0.0012
	-0.0029
	-0.0017
	-0.0017
	-0.0012

	
	0.359
	0.671
	0.330
	0.542
	0.551
	0.671

	
	
	
	
	
	
	

	Operating cash flow-to-sales
	-0.0048
	-0.0067
	-0.0066
	-0.0074
	-0.0074
	-0.0082c

	
	0.294
	0.158
	0.164
	0.122
	0.122
	0.089

	
	
	
	
	
	
	

	Percentage of equity consideration
	-0.0539b
	-0.0496b
	-0.0594a
	-0.0543b
	-0.0544b
	-0.0539b

	
	0.017
	0.026
	0.009
	0.015
	0.015
	0.016

	
	
	
	
	
	
	

	Hostile
	0.0607
	0.0676
	0.0529
	0.0607
	0.0608
	0.0619

	
	0.340
	0.268
	0.410
	0.329
	0.329
	0.320

	
	
	
	
	
	
	

	Multiple bidders
	-0.1147a
	-0.1086a
	-0.1180a
	-0.1123a
	-0.1157a
	-0.1160a

	
	0.000
	0.000
	0.000
	0.000
	0.000
	0.000

	
	
	
	
	
	
	

	Tender
	0.1227a
	0.1241a
	0.1229a
	0.1239a
	0.1238a
	0.1293a

	
	0.000
	0.000
	0.000
	0.000
	0.000
	0.000

	
	
	
	
	
	
	

	Same industry
	-0.0047
	-0.0019
	-0.0068
	-0.0040
	-0.0041
	-0.0037

	
	0.761
	0.900
	0.659
	0.794
	0.790
	0.809

	
	
	
	
	
	
	

	Private bidder
	-0.0541
	-0.0605c
	-0.0520
	-0.0575c
	-0.0574c
	-0.0613c

	
	0.119
	0.078
	0.126
	0.096
	0.097
	0.072

	
	
	
	
	
	
	

	Constant
	0.2947a
	0.2314a
	0.3175a
	0.2619a
	0.2619a
	0.4032b

	
	0.000
	0.002
	0.000
	0.000
	0.000
	0.036

	
	
	
	
	
	
	

	Observations
	1,104
	1,104
	1,104
	1,104
	1,104
	1,104

	Adjusted – R2
	0.113
	0.122
	0.121
	0.125
	0.132
	0.131


Table 4

Outside ownership, inside ownership, and target returns by book-to-market and return on assets

	Panel A, B, and C report respectively the mean values for active outside ownership, inside ownership, and target abnormal announcement returns from a sample of publicly traded targets where deals from 1996 to 2001 must result in bidder ownership of at least 50 percent of the target firm and where target beneficial ownership data is available. Inside (managerial) ownership refers to ownership by officers, senior managers, and their families, whereas active outside ownership refers to those with (1) a seat on the board of directors or (2) an ongoing business relation (including direct employment) with the target firm. Target abnormal announcement returns are measured using market model residuals estimated over the period ((205, (6) relative to the announcement date. The sample is classified according to low, medium, and high categories of industry-adjusted book-to-market and industry-adjusted return on assets. Industry adjustments are done using yearly two-digit SIC codes. Book-to-market is defined as in Fama and French (1992, 1993). A low and high classification is based on a respectively having three consecutive years below and above yearly industry medians and medium captures all other cases. Respectively, a, b, and c denote statistical significance at 1, 5, and 10 percent of the difference in means of the low minus high classifications.

	Panel A: Active outside ownership


	Industry-adjusted Book-to-Market (3 years)
	
	 Industry-adjusted Return on Assets (3 years)
	 
	 
	 
	Low - High

	
	
	Low
	Medium
	High
	
	Total
	
	p-value

	Low
	
	0.1558
	0.1151
	0.0329
	
	0.0909
	
	0.1230a

	 
	
	41
	89
	83
	
	213
	
	0.000

	 
	
	
	
	
	
	
	
	 

	Medium
	
	0.0966
	0.0779
	0.0221
	
	0.0663
	
	0.0746a

	 
	
	109
	307
	156
	
	572
	
	0.000

	 
	
	
	
	
	
	
	
	 

	High
	
	0.0948
	0.1083
	0.0367
	
	0.0872
	
	0.0581b

	 
	
	63
	174
	82
	
	319
	
	0.019

	 
	
	
	
	
	
	
	
	 

	Total
	
	0.1075
	0.0930
	0.0286
	
	0.0771
	
	0.0789a

	 
	
	213
	570
	321
	
	1,104
	
	0.000

	 
	
	
	
	
	
	
	
	 

	Low - High
	
	0.0611
	0.0068
	-0.0038
	
	0.0037
	
	 

	p-value
	
	0.127
	0.792
	0.820
	 
	0.816
	 
	 


	Panel B: Insider ownership


	Industry-adjusted Book-to-Market (3 years)
	
	  Industry-adjusted Return on Assets (3 years)
	 
	 
	 
	Low - High

	
	
	Low
	Medium
	High
	
	Total
	
	p-value

	Low
	
	0.1688
	0.1947
	0.1833
	
	0.1853
	
	-0.0145

	 
	
	41
	89
	83
	
	213
	
	0.641

	 
	
	
	
	
	
	
	
	 

	Medium
	
	0.1941
	0.1992
	0.2250
	
	0.2052
	
	-0.0309

	 
	
	109
	307
	156
	
	572
	
	0.118

	 
	
	
	
	
	
	
	
	 

	High
	
	0.1753
	0.1975
	0.2240
	
	0.1999
	
	-0.0486c

	 
	
	63
	174
	82
	
	319
	
	0.090

	 
	
	
	
	
	
	
	
	 

	Total
	
	0.1837
	0.1979
	0.2139
	
	0.1998
	
	-0.0302b

	 
	
	213
	570
	321
	
	1,104
	
	0.035

	 
	
	
	
	
	
	
	
	 

	Low - High
	
	-0.0065
	-0.0028
	-0.0407
	
	-0.0147
	
	 

	p-value
	
	0.843
	0.893
	0.123
	 
	0.313
	 
	 


Table 4 - continued

	Panel C: Target abnormal returns


	Industry-adjusted Book-to-Market (3 years)
	
	  Industry-adjusted Return on Assets (3 years)
	 
	 
	 
	Low - High

	
	
	Low
	Medium
	High
	
	Total
	
	p-value

	Low
	
	0.1720
	0.1702
	0.2087
	
	0.1855
	
	-0.0367

	 
	
	41
	89
	83
	
	213
	
	0.463

	 
	
	
	
	
	
	
	
	 

	Medium
	
	0.2080
	0.1917
	0.1901
	
	0.1944
	
	0.0180

	 
	
	109
	307
	156
	
	572
	
	0.572

	 
	
	
	
	
	
	
	
	 

	High
	
	0.2462
	0.2777
	0.2753
	
	0.2709
	
	-0.0291

	 
	
	63
	174
	82
	
	319
	
	0.515

	 
	
	
	
	
	
	
	
	 

	Total
	
	0.2124
	0.2146
	0.2166
	
	0.2148
	
	-0.0043

	 
	
	213
	570
	321
	
	1,104
	
	0.852

	 
	
	
	
	
	
	
	
	 

	Low - High
	
	-0.0742c
	-0.1076a
	-0.0666
	
	-0.0853a
	
	 

	p-value
	
	0.096
	0.006
	0.139
	 
	0.001
	 
	 


	Table 5 

Regressions of target returns on ownership and deal interactions

	OLS regressions where the dependent variable is the target 3-day cumulative abnormal return measured using market model residuals estimated over the period ((205, (6) relative to the announcement date. The regressions are estimated on a sample of publicly traded targets where deals from 1996 to 2001 must result in bidder ownership of at least 50 percent of the target firm and where target beneficial ownership data is available. Inside (managerial) ownership refers to ownership by officers, senior managers, and their families, whereas outside ownership refers to all others. Active owners are those with (1) a seat on the board of directors or (2) an ongoing business relation (including direct employment) with the target firm, while passive owners are all others. All outside ownership is classified as Corporate, Institutional or individual (Blockholder). Corporate and Institutional ownership is categorized as either active or passive. Passive outside owners include former or retired officers, and senior managers who are no longer associated with the target. The regression models include, but do not report, the same control variables as in model 5 of Table 3. All regressions report the p-values in italics and have industry and year controls which are not reported. Respectively, a, b, and c denote statistical significance of the coefficients at 1, 5, and 10 percent, based on heteroscedasticity-adjusted standard errors.

	
	(1)
	(2)

	Inside ownership
	0.1262c
	0.1265c

	
	0.097
	0.096

	
	
	

	Active-outside ownership
	-0.1545a
	

	
	0.006
	

	
	
	

	Active corporate ownership
	
	-0.1203c

	
	
	0.091

	
	
	

	Active institutional ownership
	
	-0.1861a

	
	
	0.006

	
	
	

	Passive corporate ownership
	-0.1172
	-0.1142

	
	0.708
	0.716

	
	
	

	Passive institutional ownership
	-0.0495
	-0.0507

	
	0.511
	0.501

	
	
	

	Passive blockholder ownership
	0.1260
	0.1269

	
	0.711
	0.710

	
	
	

	Book-to-market
	0.0401c
	0.0407c

	
	0.059
	0.056


	Industry-adjusted return on assets
	0.1273a
	0.1276a

	
	0.003
	0.003

	
	
	

	Tender
	0.1193b
	0.1056c

	
	0.049
	0.082

	
	
	

	Multiple bidders
	-0.1197a
	-0.1154a

	
	0.000
	0.000

	
	
	

	Inside ownership × Tender
	-0.0441
	-0.0218

	
	0.805
	0.903

	
	
	

	Active-outside ownership × Tender
	0.2460b
	

	
	0.045
	

	
	
	

	Active corporate ownership × Tender
	
	0.0364

	
	
	0.764

	
	
	

	Active institutional ownership × Tender
	
	0.4670a

	
	
	0.004

	
	
	

	Passive corporate ownership  × Tender
	0.9086c
	0.9193c

	
	0.089
	0.076

	
	
	

	Passive inst. ownership × Tender
	-0.0556
	-0.0337

	
	0.716
	0.826

	Table 5 – continued
	
	

	
	
	

	Passive block ownership × Tender
	-0.1783
	-0.1495

	
	0.753
	0.791

	
	
	

	Constant
	0.3865b
	0.3865b

	
	0.044
	0.043

	
	
	

	Observations
	1,104
	1,104

	Adjusted R-squared
	0.134
	0.136


Table 6
Regressions of bidder returns, target relative gains, and deal synergy on ownership

	OLS regressions where the dependent variables are the bidder abnormal returns (Models 1-3), target relative gains (Models 4-6), and deal synergy (Models 7-9). Bidder abnormal returns is the 3-day cumulative abnormal return measured using market model residuals estimated over the period ((205, (6) relative to the announcement date. Target relative gain is calculated by subtracting the market value of the bidder’s gain from the market value of the target’s gain, and dividing the difference by the prior year’s market value of the combined firms. Deal synergy is the cumulative abnormal return over the ((1, +1) event window for a value-weighted portfolio of the target and bidder return where toehold adjusted weights are based on the market value of equity two days prior to the announcement. The regressions are estimated on a sample of publicly traded targets where deals from 1996 to 2001 must result in bidder ownership of at least 50 percent of the target firm and where target beneficial ownership data is available. Inside (managerial) ownership refers to ownership by officers, senior managers, and their families, whereas outside ownership refers to all others. Active owners are those with (1) a seat on the board of directors or (2) an ongoing business relation (including direct employment) with the target firm, while passive owners are all others. All outside ownership is classified as Corporate, Institutional or individual (Blockholder). Corporate and Institutional ownership is categorized as either active or passive. Passive outside owners include former or retired officers, and senior managers who are no longer associated with the target. Firm specific risk is the standard error of idiosyncratic volatility as measured in a market model regression using the equally weighted CRSP index computed over announcement day -360 to day -31. Leverage is the book value of leverage measure as total assets minus the book value of all equity normalized by sales. Relative size is the transaction value, defined as the total value of consideration paid by the acquirer, excluding fees and expenses, divided by the acquirer market value of equity. Operating cash flow to sales is defined as sales minus the cost of goods sold, sales and general administration and working capital change divided by sales. Book-to-market is defined as in Fama and French (1992, 1993). Return on assets is measured as net income of the book value of assets and is industry-adjusted by subtracting the yearly two-digit SIC code median value of return on assets. Industry merger activity is calculated as the value of corporate control transactions for each year and 2-digit SIC code of the target divided by the total book value of assets of firms in the 2-digit SIC code for that year. Target market-adjusted runup is the firm’s market-adjusted runup in the six months prior to the announcement. Hostile, Multiple bidder, Tender Offer, and Private Bidder are dummy variables equal to one if the deal is so classified in SDC, respectively. Same industry deals involve targets with a 2-digit SIC code identical to the bidder. Percent equity is the equity consideration divided by the transaction value as reported in SDC. All regressions report the p-values in italics and have industry and year controls which are not reported. Respectively, a, b, and c denote statistical significance of the coefficients at 1, 5, and 10 percent, based on heteroscedasticity-adjusted standard errors.

	
	Bidder abnormal returns
	
	Target relative gains
	
	Deal synergy

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

	Active ownership
	0.0482a
	
	
	
	-0.0345b
	
	
	
	0.0362b
	
	

	
	0.005
	
	
	
	0.019
	
	
	
	0.036
	
	

	
	
	
	
	
	
	
	
	
	
	
	

	Inside ownership
	
	0.0354c
	0.0340c
	
	
	-0.0281
	-0.0292c
	
	
	0.0200
	0.0182

	
	
	0.077
	0.092
	
	
	0.106
	0.093
	
	
	0.304
	0.353

	
	
	
	
	
	
	
	
	
	
	
	

	Active-outside ownership
	
	0.0601a
	
	
	
	-0.0404b
	
	
	
	0.0514b
	

	
	
	0.008
	
	
	
	0.028
	
	
	
	0.033
	

	
	
	
	
	
	
	
	
	
	
	
	

	Active corporate ownership
	
	
	0.0854b
	
	
	
	-0.0214
	
	
	
	0.0818b

	
	
	
	0.019
	
	
	
	0.362
	
	
	
	0.040


Table 6 – Continued

	Active institutional ownership
	
	
	0.0378
	
	
	
	-0.0572b
	
	
	
	0.0246

	
	
	
	0.162
	
	
	
	0.019
	
	
	
	0.350

	
	
	
	
	
	
	
	
	
	
	
	

	Passive corporate ownership
	-0.1240
	-0.1255
	-0.1243
	
	0.0837
	0.0844
	0.0854
	
	-0.0537
	-0.0556
	-0.0542

	
	0.251
	0.242
	0.248
	
	0.356
	0.352
	0.349
	
	0.681
	0.667
	0.676

	
	
	
	
	
	
	
	
	
	
	
	

	Passive institutional ownership
	0.0179
	0.0175
	0.0167
	
	-0.0167
	-0.0164
	-0.0170
	
	0.0033
	0.0027
	0.0017

	
	0.486
	0.497
	0.517
	
	0.488
	0.494
	0.480
	
	0.892
	0.911
	0.943

	
	
	
	
	
	
	
	
	
	
	
	

	Passive blockholder ownership
	-0.1249
	-0.1287
	-0.1273
	
	0.065
	0.0669
	0.0680
	
	-0.1953
	-0.2002
	-0.1984

	
	0.286
	0.273
	0.277
	
	0.542
	0.531
	0.526
	
	0.117
	0.107
	0.110

	
	
	
	
	
	
	
	
	
	
	
	

	Book-to-market
	0.0082
	0.0083
	0.0079
	
	-0.0031
	-0.0032
	-0.0035
	
	0.0053
	0.0055
	0.0049

	
	0.271
	0.261
	0.272
	
	0.612
	0.603
	0.566
	
	0.439
	0.421
	0.453

	
	
	
	
	
	
	
	
	
	
	
	

	Target market-adjusted runup
	0.0059
	0.0062
	0.0058
	
	-0.0125b
	-0.0127b
	-0.0130b
	
	-0.0037
	-0.0032
	-0.0037

	
	0.353
	0.326
	0.361
	
	0.027
	0.025
	0.022
	
	0.542
	0.593
	0.538

	
	
	
	
	
	
	
	
	
	
	
	

	Industry merger activity
	-0.0231
	-0.0246c
	-0.0242*
	
	0.0104
	0.0112
	0.0115
	
	-0.0342b
	-0.0362b
	-0.0356b

	
	0.106
	0.090
	0.093
	
	0.431
	0.402
	0.390
	
	0.016
	0.013
	0.013

	
	
	
	
	
	
	
	
	
	
	
	

	Industry-adjusted return on assets
	-0.0439b
	-0.0421c
	-0.0423c
	
	0.0516a
	0.0507a
	0.0505a
	
	-0.0098
	-0.0075
	-0.0079

	
	0.045
	0.056
	0.054
	
	0.006
	0.008
	0.009
	
	0.624
	0.713
	0.698

	
	
	
	
	
	
	
	
	
	
	
	

	Bidder ln(sales)
	0.0029
	0.0029
	0.0031
	
	-0.0074a
	-0.0074a
	-0.0072a
	
	-0.0025
	-0.0024
	-0.0022

	
	0.146
	0.144
	0.123
	
	0.000
	0.000
	0.000
	
	0.224
	0.225
	0.262

	
	
	
	
	
	
	
	
	
	
	
	

	Bidder leverage
	0.0017
	0.0016
	0.0016
	
	-0.0006
	-0.0006
	-0.0007
	
	0.0016
	0.0016
	0.0015

	
	0.196
	0.214
	0.234
	
	0.561
	0.582
	0.562
	
	0.297
	0.317
	0.344

	
	
	
	
	
	
	
	
	
	
	
	

	Relative size
	0.0048
	0.0045
	0.0051
	
	0.0132c
	0.0133c
	0.0138c
	
	0.0201b
	0.0197b
	0.0204b

	
	0.562
	0.586
	0.540
	
	0.073
	0.071
	0.064
	
	0.012
	0.014
	0.011

	
	
	
	
	
	
	
	
	
	
	
	

	ln(Sales)
	-0.0050c
	-0.0053c
	-0.0058b
	
	0.0059b
	0.0061b
	0.0058b
	
	-0.0018
	-0.0022
	-0.0028

	
	0.073
	0.062
	0.044
	
	0.014
	0.013
	0.019
	
	0.507
	0.419
	0.325

	
	
	
	
	
	
	
	
	
	
	
	

	Firm specific risk
	-1.173
	-1.331
	-1.3665
	
	-1.7499
	-1.6713
	-1.698
	
	-2.3992
	-2.6002
	-2.643

	
	0.640
	0.596
	0.585
	
	0.463
	0.480
	0.467
	
	0.377
	0.342
	0.325

	
	
	
	
	
	
	
	
	
	
	
	

	Leverage
	-0.0007
	-0.0007
	-0.0008
	
	0.0008
	0.0008
	0.0007
	
	-0.0002
	-0.0003
	-0.0004

	
	0.315
	0.300
	0.249
	
	0.179
	0.173
	0.213
	
	0.694
	0.645
	0.533

	
	
	
	
	
	
	
	
	
	
	
	

	Operating cash flow-to-sales
	0.0026
	0.0028
	0.0029
	
	-0.0042c
	-0.0043c
	-0.0043c
	
	-0.0005
	-0.0002
	-0.0002

	
	0.319
	0.284
	0.280
	
	0.066
	0.061
	0.062
	
	0.836
	0.924
	0.938

	
	
	
	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	
	
	
	


Table 6 - Continued

	Percentage of equity consideration
	-0.0368a
	-0.0371a
	-0.0371a
	
	0.0211a
	0.0212a
	0.0212a
	
	-0.0335a
	-0.0338a
	-0.0338a

	
	0.000
	0.000
	0.000
	
	0.001
	0.001
	0.001
	
	0.000
	0.000
	0.000

	
	
	
	
	
	
	
	
	
	
	
	

	Hostile
	0.0163
	0.0168
	0.0171
	
	0.0016
	0.0014
	0.0016
	
	0.0345b
	0.0351b
	0.0354b

	
	0.437
	0.425
	0.412
	
	0.954
	0.961
	0.956
	
	0.031
	0.030
	0.027

	
	
	
	
	
	
	
	
	
	
	
	

	Multiple bidders
	-0.0022
	-0.0028
	-0.0018
	
	-0.0200
	-0.0197
	-0.0190
	
	-0.0074
	-0.008
	-0.0068

	
	0.910
	0.889
	0.929
	
	0.207
	0.210
	0.221
	
	0.668
	0.637
	0.690

	
	
	
	
	
	
	
	
	
	
	
	

	Tender
	0.0094
	0.0089
	0.0085
	
	0.0057
	0.0059
	0.0056
	
	0.0181b
	0.0175b
	0.0170b

	
	0.278
	0.302
	0.329
	
	0.441
	0.423
	0.447
	
	0.031
	0.037
	0.046

	
	
	
	
	
	
	
	
	
	
	
	

	Same industry
	-0.0007
	-0.0007
	-0.0006
	
	0.0010
	0.0010
	0.0011
	
	0.0015
	0.0016
	0.0018

	
	0.910
	0.913
	0.930
	
	0.855
	0.857
	0.843
	
	0.807
	0.803
	0.781

	
	
	
	
	
	
	
	
	
	
	
	

	Constant
	-0.0195
	-0.0160
	-0.0091
	
	0.0348
	0.0331
	0.0382
	
	0.0028
	0.0073
	0.0155

	
	0.662
	0.722
	0.838
	
	0.399
	0.423
	0.353
	
	0.952
	0.874
	0.735

	
	
	
	
	
	
	
	
	
	
	
	

	Observations
	856
	856
	856
	
	856
	856
	856
	
	856
	856
	856

	Adjusted – R2
	0.092
	0.092
	0.093
	
	0.136
	0.136
	0.136
	
	0.083
	0.084
	0.086
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� See, e.g., Shleifer and Vishny, 1986; Grossman and Hart, 1988; Harris and Raviv, 1988; Morck, Shleifer, and Vishny, 1988; Stulz, 1988; Burkart, Gromb, and Panunzi, 1998.


� For example, during the nineties boards have become more active and usually include more outsiders. For a detailed discussion of the changes in corporate governance over time see Holmström and Kaplan (2001).


� Insiders are defined as officers and senior managers of the target firm and their families while any other shareholder is considered an outsider. Active-outside ownership is equal to the sum of ownership by outsiders who are actively involved with the firm, specifically outside directors. Outside owners who do not hold a seat on the board of directors are classified as passive-outsider. Given that our sample consists entirely of firms whose securities have cash flow claims in equal proportion to votes (i.e., one-share one-vote), henceforth we use the terms ownership and control synonymously.


� Stulz, Walkling, and Song (1990) and Song and Walkling (1993) define managerial ownership as the combined ownership of all officers and directors which is equal to our definition of active ownership.


� In contrast, Cotter, Shivdasani, and Zenner (1997) report for a sample of 229 tender offers during the period 1989-1992 higher initial premiums when the target board is independent.


� We collect beneficial ownership data from one of three sources: proxy statements, annual reports, or 10k statements. Electronic filings are generally available through Edgar or Lexis-Nexis starting in mid 1996.


� Merger activity is measured as the value of all corporate control transactions in a year (excluding the sample observations) from SDC divided by the total assets of firms in the same two-digit SIC code for that year. For example, Schlingemann et al. (2002) report the mean of the most active of 73 industries analyzed to be 0.23 while the grand average across all industries is 0.05 for the period 1979 through 1994. The mean (median) in Moeller et al. (2004) for the period 1998-2001 is 0.15 (0.08).


� Transaction value is defined as the total value of consideration paid by the acquirer, excluding fees and expenses.


� Outside corporate owners are non-financial institutions whose pecuniary interest in the target firm is most likely related to the firm’s operations.� Outside institutional owners include investment companies, venture capital firms, private equity partnerships, banks and bank holding companies, and other financial institutions. When a financial institution, such as a bank or bank subsidiary, is a beneficial owner of a like financial institution, then this ownership is considered corporate and not institutional. Similarly, if a venture capital firm is characterized by corporate ownership, then this ownership claim is considered corporate. All outside ownership that is not classified as corporate or institutional ownership is classified as blockholder ownership.


� Since SEC disclosure rules require firms to report all director ownership regardless of level, active institutional and corporate ownership claims less than 5 percent are fully observable. In contrast, passive ownership claims by institutions and corporations (i.e., without board representation) are only observable when they exceed the beneficial ownership level of 5 percent. This biases the aggregate passive ownership holdings downward.


� Ownership via voting trusts, partnership, and sharing agreements is often assigned to multiple individuals, where each is reported to have full beneficial ownership.


� We acknowledge that there indeed might be individual blockholders with board seats and no other firm, corporate or institutional affiliation, but in these rare instances in which we suspected as much, there was generally insufficient information to rule out an affiliation with the firm, so we include these observations with inside ownership.


� This number does not correspond exactly to the “all officers and directors” figure reported in the firm’s proxy statement since we correct for omissions and double counting.


� We run our regression models with the Gompers, Ishii, and Metrick (2003) governance index. While our results for inside ownership change and become similar to the results in Moeller (2005), we find that this is due to sample selection bias and not to the effect the governance index has on the coefficients. Including the index reduces the sample to 174 (instead 1,104) deals and more than doubles both the mean bidder size and relative deal size. There is no difference in our coefficients on ownership for this sub-sample when we include or exclude the governance index.


� Note that measures of outside ownership include toeholds. When either a separate continuous toehold variable is included or all deals with toeholds are excluded from the regressions the results are not qualitatively different from those reported in Table 3.


� Morck, Shleifer, and Vishny (1988) find a positive association between the probability of being acquired and managerial ownership for friendly takeovers and an insignificant relation for contested takeovers. Mikkelson and Partch (1989) also find a positive relation between managerial ownership and the probability of a change in control, however they find that managerial ownership is inversely related to takeover attempts. In contrast, Ambrose and Megginson (1992) fail to find support for a link between inside ownership and the probability that a firm is a takeover target.


� The results are qualitatively not affected when we run the specifications with industry-adjusted return on sales or industry-adjusted return on equity instead.


� In unreported regressions we explore several non-linearity issues. Consistent with McConnell and Servaes (1990), we identify a curvilinear relation between inside ownership and target abnormal returns and find that the coefficient in a spline regression is positive and significant for high levels and negative and insignificant for low levels of inside ownership. Our results continue to hold when we add the square root of ownership levels to models in Table 3. In fact, the significance for both the inside and active-outside ownership levels substantially improves.


� Moeller (2005) uses a less comprehensive sample than ours and includes mostly very large takeovers, both in absolute (deal size > $100 million) and in relative (deal size > 5 percent of bidder size) terms. We find that some of these more restrictive sample criteria play a role in determining the relation between ownership measures and takeover premiums. Furthermore, Moeller (2005) only considers CEO ownership and takeover premiums, as opposed to our more broadly defined measure of inside ownership� and target abnormal returns.�


� Managers may disengage from the tender process if, according to Stulz, Walkling and Song (1990),  managers believes the offer to be in the interest of shareholders, has already conceded defeat, or have otherwise secured the continuation of their perquisites.


� Each regression includes the same control variables as in Table 3. The coefficients are all consistent with those reported in Table 3, but for brevity, the coefficients are not reported. The full results are available upon request.








38
PAGE  
19

