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Not all firms that intend to go private do so successfully. Numerous manage-
ment buyouts are announced but subsequently withdrawn. We document that
the stock market reacts negatively to the withdrawal announcement. This
adverse effect, however, is alleviated in firms where inside directors hold
higher proportions of equity ownership and where boards of directors are
dominated by independent directors. The results suggest that higher ownership
by inside directors helps align management’s and shareholders’ interests
whereas outsider-dominated boards better monitor management, whose fiduci-
ary duties to shareholders may be compromised by conflicts of interest inherent
in management buyouts. Finally, there is evidence that firms that could have
taken the offer by another bidder but decided in favor of the MBO, which sub-
sequently fails, suffer more adverse market reactions when the MBO is
withdrawn.

Introduction

A management buyout or a leverage buyout is a transaction in which incumbent
managers, normally with the assistance of third-party private investors, use debt
financing to purchase a corporation or a corporate division. This form of corporate
restructuring has led to a great deal of research. It has been a source of controversy;
perhaps, because a number of individuals have become very wealthy while others
have lost their jobs as a result of MBOs (Opler and Titman, 1993). Although the
number of management buyouts (MBOs) decreased in the 1990s, due to the decline
of the junk bond market, MergerStat Review (2000) reports that the number of man-
agement buyouts has recently risen. The resurgence in MBOs suggests that they
continue to be a relevant form of corporate restructuring.
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Not all firms that announce their intention to go private do so. Some MBOs are
subsequently withdrawn. For instance, in October 1984, Diversifoods Inc., the owner
of the Burger King and Godfather Pizza’s franchises, announced that its board of
directors had agreed to have the firm taken private by an investor group led by Don-
ald Smith, Diversifoods’ president and CEO. In November 1984, however, the board
of directors reversed its previous decision and canceled the going-private agreement.

A large number of studies have examined stock market reactions to the MBO
announcement (DeAngelo, DeAngelo, and Rice, 1984; Marais, Schipper, and Smith,
1989; Lehn and Poulsen 1989; Torabzadeh and Bertin, 1992; Madden, Marples, and
Chugh, 1990; Kaplan, 1989, Lee, Rosenstein, Rangan, and Davidson, 1992; Travlos
and Cornett, 1993). These studies have generally found MBO announcements to be
associated with positive abnormal stock returns. Considerably less attention has been
paid, however, to the stock market response when a company backs out of the MBO
previously announced. The notable exceptions are DeAngelo, DeAngelo, and Rice
(1984) and Lee (1992). Both studies document a negative market reaction to
announcements of MBO withdrawal.

In this study we focus on the shareholder wealth effects associated with MBO
withdrawals and extend the work of DeAngelo, DeAngelo, and Rice (1984) and Lee
(1992) in a number of ways. First, by using a more recent sample that includes failed
MBOs in the 1990s, this study reexamines the stock market reactions to MBO with-
drawals in a time period when the market for corporate control was much less active.
The marked reduction in corporate control activities in the 1990s may influence the
stock market reaction to MBO withdrawals. Second, this study extends prior research
on cancelled MBOs by examining the role of board of directors, ownership structure,
and the presence of outside acquisition attempts around MBO withdrawals.

Reaffirming the results in prior research, we find that the stock market reacts
adversely to MBO withdrawal announcements (DeAngelo, DeAngelo, and Rice,
1984 and Lee, 1992). We also find results that ownership characteristics are impor-
tant determinants of shareholders’ wealth when MBOs are withdrawn. Specifically,
firms where inside directors hold larger portions of equity ownership sustain less
negative market reactions to the withdrawal announcement, suggesting that higher
proportions of equity ownership by inside directors help align management’s and
shareholders’ interests. Additionally, the results demonstrate that firms where inde-
pendent directors constitute the majority on the board experience less negative
market reactions.

Finally, there is empirical evidence that firms that received alternative bids from
other potential acquirers experience more negative stock market reactions when the
MBO is withdrawn. We interpret this wealth reduction as reflecting the opportunity
cost of not taking the alternative bid and, instead, deciding in favor of the MBO,
which subsequently fails.
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Empirical Issues and Prior Research
Stock Market Reactions

Numerous studies have documented positive stock market reactions to the
announcement of an MBO. For instance, DeAngelo, DeAngelo, and Rice (1984)
compute average two-day abnormal returns of 22.27 percent and abnormal returns of
30.40 percent over a 40-day interval surrounding the MBO announcement. Since
then, a number of other studies have confirmed their results (Marais, Schipper, and
Smith, 1989; Lehn and Poulsen, 1989; Torabzadeh and Bertin, 1992; Madden, Mar-
ples, and Chugh, 1990; Kaplan, 1989; Lee, Rosenstein, Rangan, and Davidson, 1992;
Travlos and Cornett, 1993).

One area that has been mostly neglected by MBO researchers is the valuation
effects associated with cancelled MBOs. Because the market reactions are positive
for MBO announcements, one may expect the stock market to react negatively to the
announcement of a cancelled MBO. From the theoretical perspective, however, this
issue may not be as clear as it seems. Managers have a fiduciary responsibility to act
in the best interests of sharcholders. An MBO may be withdrawn because managers
want to pursue other offers that would generate more wealth for shareholders. If this
is the case, then the market reactions should be favorable. There is empirical evi-
dence that for firms that are the targets of unsuccessful tender offers, target firm
shareholders receive a permanent increase in wealth (Dodd and Ruback, 1977,
Bradley, 1980). Dodd (1980) finds that shareholders of firms that are targets of
unsuccessful merger proposals also experience a permanent increase in wealth.
These wealth gains are attributable to the discovery of favorable information about
the targets that is divulged during the acquisition process. Davidson, Dutia, and
Cheng (1989), on the other hand, find that this increase in wealth for cancelled
mergers is attributed to anticipated subsequent takeover proposals. When these pro-
posals do not occur, stock prices fall over time to pre-merger levels. Similar findings
are documented for MBOs in Lee (1992). Consequently, ex ante, it is not so obvious
how the market would react to an MBO cancellation.

Using a sample of 18 MBO withdrawals, DeAngelo, DeAngelo, and Rice (1984)
document negative market reactions to the withdrawal announcement. Their MBO
sample is from 1973 to 1980. Lee (1992), using a more recent sample covering a
longer period of time, documents similar negative reactions to the MBO withdrawal.
We extend the work in these two studies by determining whether the board of direc-
tors, the body guarding shareholder interests from managers who want to acquire the
firm as cheaply as possible, protects shareholder interests.

Corporate Governance

An MBO creates a complex situation in which agency problems could be
particularly acute. In an MBO, management has a fiduciary obligation to act in the
best of shareholders’ interests and, hence, is expected to obtain the highest price for
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the shareholders. In an MBO, however, management along with the aid of third-party
investors attempt to take the firm private and, therefore, has a motive to acquire the
firm at the lowest possible price for at least two reasons. First, a lower price would
reduce the out-of-pocket money that management has to spend in the acquisition.
Second, a lower price would allow the company to borrow less. With less debt, the
company, after being taken private, has a much higher probability of survival (Lee,
Rosenstein, Rangan, and Davidson, 1992). When management is present on both
sides of the transaction, conflicts of interest are likely to occur.

One specific area of corporate governance that is particularly relevant to MBOs
is the role of independent directors on the board. In an MBO, because the inside
directors’ objectivity may be compromised by conflicts of interest, independent
directors on the board assume a more important role. Lederman and Bryer (1989)
point out that in going private transactions independent outside directors are specifi-
cally charged with protecting shareholders interests. There is a great deal of
empirical evidence indicating that outside independent directors play a critical role in
control contests. For instance, Byrd and Hickman (1992), examining 128 acquisition
attempts that involved tender offer bids from 1980 to 1987, document that the stock
market reacts negatively to the tender offer announcement. The stock market reac-
tions, however, are significantly less negative for bidders whose boards are
numerically dominated by independent outside directors than for those that are
dominated by insiders. With respect to ownership structure, they find that abnormal
returns are positively related to relatively small levels of managerial ownership and
relatively large levels of outside ownership. Shivdasani (1991) finds that for compa-
nies that are hostile takeover targets (and thus are presumably not being managed
efficiently), outside directors hold significantly lower ownership stakes than in firms
that are not hostile takeover candidates. Besides, outside directors in hostile takeover
targets hold fewer other directorships, indicating that they are less experienced or
less effective monitors of management.

More evidence on the role of independent outside directors in situations where
agency problems are likely acute can be found in Brickley and James (1987), who
find that the proportion of outside directors is significantly lower on boards of banks
in states that restrict banking acquisitions than in those that do not, implying that
outside directors play a crucial role in evaluating takeover proposals. Their study
also notes that, in “non-acquisition” states, where there is no corporate control mar-
ket to discipline managers, outsider-dominated boards help control managerial
consumption of perquisites (as proxied by salary expenses). Weisbach (1988) docu-
ments that CEO turnover is more highly correlated with firm performance in
corporations that have a majority of outside directors than in those with a majority of
insider directors.

Additional evidence is documented that supports the notion that outside direc-
tors are crucial in monitoring managerial actions. Cotter, Shivdasani, and Zenner
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(1997) find that when a target firm’s board is predominantly independent, the initial
tender offer premium, bid premium revision, and target shareholder gains are higher
with or without the presence of a poison pill provision. Brickley, Coles, and Terry
(1994) find that the average stock market reaction to the adoption of a poison pill is
positive when the board is numerically dominated by outside directors and negative
otherwise. They also find that the likelihood that subsequent control contests will
result in an auction is positively related to the proportion of outside directors.

Similar empirical evidence can be found in Hermalin and Weisbach (1988), who
find that outsiders are more likely to join a board after the firm performs poorly or
leaves an industry. Rosenstein and Wyatt (1990) find that even though most boards
are numerically dominated by outsiders, the addition of an outside director is associ-
ated with positive abnormal returns. Kosnik (1990) finds that greater diversity in
outside directors’ principal occupations increases the tendency of corporations to use
greenmail, suggesting that diversity fragments the board and provides insiders with a
greater degree of control. Both Cochran, Wood, and Jones (1985) and Singh and
Harianto (1989) report that firms adopting golden parachutes have a higher propor-
tion of outside directors than those that do not, indicating that the protection afforded
by a golden parachute more closely aligns management and shareholder interests.

As demonstrated by the studies cited above, independent outside directors’ role
in monitoring management is crucial. This is particularly relevant in an MBO where
management is present on both sides of the transaction, suggesting that acute agency
problems are likely to occur. It is hypothesized in this study that a larger proportion
of outside independent directors positively contributes to shareholder wealth in an
MBO cancellation. We suggest this outcome because if the MBO offer is not in the
shareholders’ best interest, then an independent board may be more likely to reject
the offer. While we expect some of the positive announcement period returns to be
reversed, when there is an independent board, we expect the withdrawal abnormal
returns to be less negative in these situations.

Byrd and Hickman (1992) find that greater ownership by outsider directors
motivates these directors to better monitor management. Consistent with this finding,
we hypothesize that in firms where outside independent directors hold larger portions
of equity, there will be more positive (less negative) market reactions when their
going private attempts are cancelled.

Blockholders and their equity ownership in the firm may also contribute to
shareholder wealth around MBO cancellations as illustrated by Shleifer and Vishny
(1986), who find that equity ownership by unaffiliated blockholders helps overcome
the free-rider problem in takeover bids. The evidence also suggests that unaffiliated
blockholders play a critical role in facilitating takeover bids. Given that blockholders
influence corporate control contests, we expect that they may play a role when
MBOs are cancelled. That is, blockholders monitor management and should help to
ensure that an MBO is withdrawn when the withdrawal serves shareholder interests.
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Therefore, this study hypothesizes that unaffiliated blockholders who hold large por-
tions of equity help mitigate the adverse market reactions when the MBO is
withdrawn.

Market for Corporate Control

When a bidder attempts to acquire a target, target managers may propose an
MBO to either negotiate a better price for shareholders or prevent the bidder from
acquiring the firm. The presence of a bid from an outside bidder may influence the
MBO’s outcome and how the market perceives the subsequent withdrawal. Whether
the MBO proposal is used to prevent the takeover or just as a bargaining strategy, the
stock market reactions to the MBO withdrawal may be different than if the firm did
not receive any takeover bids prior to the unsuccessful MBO. For this reason, we
explore the effect of the status of the firm in the corporate control market on stock-
holders’ wealth when the MBO is cancelled. In addition, some firms that undergo
unsuccessful MBOs are eventually acquired by other bidders. This may affect stock-
holders’ returns around MBO cancellations as well in anticipation of a larger
subsequent bid. Therefore, we also control for whether the firm is subsequently
acquired or not.

Sample

The sample includes 43 management buyouts that were announced but never
consummated between 1984 and 1999. Table 1 summarizes the year distribution of
the sample. Most of the observations (67.4 percent) come from the latter half of the
1980s when a wave of corporate restructuring swept through corporate America. Our
sample also includes failed MBOs in the 1990s when restructuring activities some-
what subsided. None of the prior research on failed MBOs includes observations as
current as the late 1990s. Although the number of MBOs was falling in the 1990s, in
recent years it has accelerated rapidly again (Mergerstat Review), renewing interest
in this form of corporate restructuring.

The original sample came from the Security Data Corporation Database (SDC).

For each observation to be included in the final sample, it has to satisfy two condi-
tions.

e The MBO has to be for the entire firm. Unit management buyouts where
only a part of the entire company is taken private are not included in the
sample.

e There must be an indication in the MBO announcement or elsewhere that
management is involved in the transaction. Cases where firms are taken pri-
vate but management involvement is questionable are not included.
Conflicts of interest are likely to occur in cases where management is
involved in the transaction. That is why we impose this restriction on the
sample.
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Table1—Year Distribution

Year Frequency Percent
1984 2 4.65
1985 6 13.95
1986 8 18.6
1987 3 6.98
1988 5 11.63
1989 5 11.63
1990 1 233
1992 1 233
1993 1 233
1994 2 4.65
1995 2 4.65
1996 2 4.65
1997 2 4.65
1998 1 233
1999 2 4.65
Total 43 100.00

MBO announcements that may suffer from potential confounding events are not
included. Board composition is obtained from each firm’s proxy statement on the
year prior to the MBO attempt. Directors are classified into three categories as in
Baysinger and Butler (1985): inside, independent or outside and affiliated directors.

Methodology

A standard event study methodology (Fama, Fisher, Jensen, and Roll, 1969) is
utilized to determine the stock market reactions to MBO withdrawals. We use the
market model and we estimate the parameters for it over days -720 to -520 before the
cancellation announcement. We set the estimation period so far back in order to
avoid the potential confounding effect due to the original announcement of the
going-private transaction. Statistical tests used to measure abnormal performance are
similar to those in Dodd and Warner (1983). A cross-sectional analysis is conducted
to determine the effects of board composition and ownership characteristics on
shareholder wealth. The framework for the cross-sectional regression analysis can be
expressed as
CAR (-1, 0) = f (board composition, ownership characteristics, firm characteristics,

corporate control variables)

The dependent variable is the two-day cumulative abnormal returns around

MBO withdrawals. The independent variables are discussed below.
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Corporate Governance Variables'

Proportion of Inside Directors: Inside directors are managers that are on the
board of directors. In an MBO, inside directors are exposed to conflicts of interests
as they have a fiduciary duty to shareholders and they are also involved in the trans-
action as purchasers. The presence of managers on both sides of the transaction
creates a complex situation where agency problems are likely to occur. Due to this
complex situation, how the proportion of insiders on the board affects the valuation
effects around MBO withdrawals is an empirical question. This variable is computed
as the number of insiders on the board divided by the total number of board mem-
bers. As shown in Table 2, on average, 34.37 percent of the directors are inside
directors. This proportion is similar to the proportion of inside directors documented
by Lee, Rosenstein, Rangan, and Davidson (1992).

Table 2—Summary Statistics for the Independent Variables

All of the corporate governance variables are in percentage except the number of board meetings. Total
assets are in millions. The debt ratio is defined as long-term debt divided by total assets

Variable Mean Median Std Dev
Corporate Governance

Proportion of Independent Boards (Outsiders>50%) 47.73

Percent of Inside Directors 34.37 30.00 17.42
Percent of Outside Directors 50.23 50.00 19.34
Percent of Shares Owned by Inside Directors 17.01 9.16 19.95
Percent of Shares Owned by Outside Directors 2.07 0.38 491
Percent of Shares owned by Unaffiliated Blockholders 16.56 6.71 27.94
Number of Meetings 6.34 6.00 2.62
Firm Characteristics

Total Assets 788.14 204.00 1,599.19
Debt Ratio 26.33 23.14 0.20
Corporate Control Variables*

Pre-MBO Alternative Bids 23.00 - -
Successful Subsequent Takeover 16.00 - -

*These two corporate control variables are dichotomous variables that are equal to one if there is a pre-
MBO alternative bid or a successful subsequent takeover and zero otherwise. Hence, the mean for the first
variable is simply the percentage of firms that received pre-MBO alternative bids. Likewise, the mean for
the second variable is just the percentage of firms that are subsequently taken over

Proportion of Independent Outside Directors: There is a great deal of empiri-
cal evidence that indicates that the presence of outside independent directors on the

'Recently, several studies that examine board composition have treated board variables as
endogenous (Agrawal and Knoeber, 1996 and Hermalin and Weisbach, 1998, among others).
The majority of these studies look at the relationship between firm performance and board
composition. In these studies, it is not entirely clear what the direction of causality is. There-
fore, board variables are treated as endogenous. In our study, however, we examine the rela-
tionship between the stock market reactions and board composition. There is no particular
reason to assume endogeneity.
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board benefits shareholders (Lederman and Bryer, 1989; Byrd and Hickman, 1992;
Cotter, Shivdasani, and Zenner, 1997; Brickley, Coles, and Terry, 1994; Brickley
and James, 1987; Shivdasani, 1991; Weisbach, 1988; Hermalin and Weisbach, 1988;
Rosenstein and Wyatt, 1990; Kosnik, 1990; Cochran, Wood, and Jones, 1985; and
Singh and Harianto, 1989). In accordance with the empirical evidence, it is hypothe-
sized that firms with more outside independent directors on the board experience
more positive (less negative) stock market reactions around MBO cancellations. This
variable is calculated as the number of independent directors divided by the total
number of directors on the board. The sign of this variable is expected to be positive.
As shown in Table 2, on average, 50.23 percent of the directors are independent out-
side directors.

Proportion of Equity Ownership Held by Inside Directors: A large propor-
tion of ownership held by inside directors should help align their interests with those
of shareholders. Therefore, the variable is expected to have a positive effect on the
abnormal returns around MBO cancellations. This variable is calculated as the num-
ber of shares owned by inside directors divided by the number of total shares
outstanding. As shown in Table2, the inside directors in the sample, on average, hold
17.01 percent of equity ownership. Examining takeover and non-takeover targets,
Shivdasani (1993) finds that the percentage of ownership held by the inside directors
in his control group of non-takeover targets is only 1.77 percent. His non-takeover
control group includes firms that have not experienced tender offers, leveraged buy-
outs, or proxy fights. So, it appears that the inside directors of firms that attempt to
go private hold substantially larger portions of equity ownership, a finding consistent
with Maupin and Label (1987).

Equity Ownership Held by Independent Outside Directors: As reported by
Byrd and Hickman (1992), outsiders who hold more ownership of the firm should
have stronger incentives to monitors managers and protect shareholder interests.
Hence, it is predicted that a larger percentage of equity ownership held by outside
directors contributes positively to the abnormal returns. This variable is computed as
the number of shares owned by independent directors divided by the number of total
shares outstanding. As shown in Table 2, the independent outside directors, on aver-
age, hold 2.07 percent of equity ownership.

Equity Ownership Held by Outside (unaffiliated) Blockholders: Shleifer and
Vishny (1986) report that equity ownership held by unaffiliated blockholders, who
have more incentives to monitor management, helps overcome the free-rider problem
in takeover bids. Similarly, blockholders should play a monitoring role in MBOs,
where there exists an inherent conflict of interest. As a result, it is hypothesized that
larger equity ownership held by unaffiliated blockholders positively contributes to
the abnormal returns. The sign of this variable is expected to be positive. This vari-
able is represented by the number of shares owned by unaffiliated blockholders
divided by the number of total shares outstanding. As shown in Table 2, on average,
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the unaffiliated blockholders hold 16.56 percent of equity ownership, a percentage
comparable to the proportion of ownership held by blockholders in Shivdasani’s
(1993) control group of non-takeover targets.

Number of Board Meetings: The number of annual board meetings is a proxy
for how active the board is before the MBO. It could be argued that more active
boards are more likely to act in shareholder interests (Vafaes, 1999). Ceteris paribus,
firms with more active boards should experience higher abnormal returns. The sign
of this variable is expected to be positive.

Firm Characteristic Variables

Size: The logarithm of total assets is used as a proxy for size.

Debt Ratio: As in Travlos and Cornett (1993), Torabzadeh and Bertin (1992),
and Singh (1990), we control for the degree of leverage. This ratio is computed as
long-term debt divided by total assets.”

Corporate Control Variables

In addition to the variables mentioned above, two corporate control variables are
included as well.

Pre-MBO Alternative Bidders: This dichotomous dummy variable is equal to
one if there are alternative bidders to the MBO before the MBO announcement and
zero otherwise. This variable is constructed as a result of searching many news pub-
lications on Lexis-Nexis in the period one year prior to the announcement. In several
cases, a number of other bidders try to acquire the target company before the MBO.
Perhaps, a MBO that is announced and subsequently withdrawn is used strategically
as a takeover defense mechanism. Once the firm announces a MBO, it is less likely
to receive more takeover bids. To explore this possible strategic maneuver, this vari-
able is included in the analysis. As shown in Table 2, 23 percent of firms in the
sample received alternative bids before the MBO announcement.

Successful Subsequent Takeover: There are cases in which the firm is taken
over after a thwarted attempt to go private. This dummy variable is set to one if the
company is eventually taken over. Many news publications on Lexis-Nexis are
examined in the period one year after the withdrawal announcement to determine if
each firm with a thwarted MBO is eventually acquired. As shown in Table 2, 16 per-
cent of the firms are eventually acquired after their attempts to go private failed.

2An alternative debt ratio, which includes current liabilities, was used and produced similar
results but with a lower degree of significance. Because MBOs are typically financed by long-
term debt, the long-term debt ratio is believed to be more relevant.
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Empirical Results

Table 3 presents the stock market reactions to the withdrawal announcement.
The stock market responds negatively when an MBO that was announced earlier is
cancelled. The two-day cumulative abnormal return over the day before and the day
of the announcement is —2.41 percent and statistically significant at the 1 percent
level, suggesting that shareholders, on average, lose 2.41 percent of their wealth over
the two-day period. The evidence shows that canceling an MBO is viewed as detri-
mental to shareholders. This evidence is consistent with DeAngelo, DeAngelo, and
Rice (1984). Using a sample of 18 withdrawn MBOs from 1973 to 1980, DeAngelo,
DeAngelo, and Rice (1984) document adverse stock market reactions to the with-
drawal announcement. Lee (1992) and Marais, Schipper, and Smith (1989) also
report similar negative reactions for their samples of MBO withdrawals. Our study
uses a more recent sample and produces similar results.

Table 3—Stock Market Reactions to the Withdrawal Announcement

Cumulative Average Median Cumulative

Days Abnormal Return Abnormal Return t-statistic s Z-statistics
(-10,16) -0.68% -0.58% -0.33 0.45
(-2,+2) -2.62% -0.98% S2.37HEE 0.12
(-1,+1) -2.46% -0.84% -2.87%** 0.12
(-1,0) -2.41% -0.55% -3.45%%* -0.84
0,+1) -2.35% -1.06% -3.36%** -0.2
(-5,+5) -1.44% -2.89% -0.88 0.12
(+6,+10) -1.41% -0.70% -1.28 -1.16

* Statistically significant at the 10 percent level
** Statistically significant at the 5 percent level
**% Statistically significant at the 1 percent level

Table 4 displays the results of the cross-sectional regression analysis. The
dependent variable is the two-day cumulative abnormal returns, CAR (-1,0). In
model 1, all the independent variables are included. Surprisingly, neither the per-
centage of insider directors nor that of outside independent directors is statistically
significant, although their coefficient signs are positive as expected. The percentage
of shares owned by inside directors appears to contribute positively to shareholders’
wealth around the withdrawal announcement, as the coefficient of this variable is
positive and statistically significant at the 5 percent level. The evidence suggests that
when inside directors hold larger portions of equity ownership, their interests and
those of shareholders are more aligned. The results are consistent with Lee, Rosen-
stein, Rangan, and Davidson (1992), who find that higher share ownership by inside
directors is positively related to the abnormal returns associated with the initial MBO
announcement. There is no evidence that blockholders’ ownership impacts share-
holders’ wealth, as the coefficient for the blockholder ownership variable is not
statistically significant (although it is positive as expected).
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Table 4—Multivariate Regression Analysis

The dependent variable is the two-day cumulative abnormal returns between the day before and the day of
the withdrawal announcement, CAR (-1,0)

t-statistic s t-statistic s
Variable Model 1 (p-value) Model2  (p-value)
Intercept -0.498 -3.63%*%*  -0.483 -5.20%%*
(0.00) (0.00)
Corporate Governance
0.067 1.89*
Independent Board (Outsiders>50%) (0.08)
Percent of Inside Directors 0.000 0.45
(0.68)
Percent of Outside Directors 0.001 0.85
0.41)
Percent of Shares Owned by Inside Directors 0.003 2.63%* 0.004 4.3 %%*
(0.02) (0.00)
Percent of Shares Owned by Outside Directors 0.005 0.99 0.003 0.61
(0.54)
Percent of Shares Owned by Unaffiliated Blockholders 0.001 1.09 0.001 1.03
(0.30) (0.32)
Number of Board Meetings 0.010 1.40 0.011 1.81%
(0.19) (0.09)
Firm Characteristics
log (Total Assets) 0.13 3.61%**  0.150 4.78%**
(0.00) (0.00)
Debt Ratio -0.12 -1.16 -0.161 -1.81*
0.27) (0.09)
Corporate Control Variables
Pre-MBO Alternative Bids -0.100 -1.96* -0.108 -2.69%*
(0.07) (0.02)
Successful Subsequent Takeover -0.030  -0.43 0.064 -1.00
(0.68) (0.34)
Adjusted R? 0.32 0.47
F-statistics 2.01 3.20%*

We replace CAR (-1, 0) with CAR (-1, 1) and obtain qualitatively similar results. We also run two
alternative regressions where only the percentage of inside directors and the percentage of outside
directors are included at a time. The results remain qualitatively similar
* Statistically significant at the 10 percent level
** Statistically significant at the 5 percent level
**% Statistically significant at the 1 percent level

In the regression we control for firm size. Size as proxied by total assets appears
to affect shareholders’ wealth around the MBO withdrawal for the estimated coeffi-
cient of the size variable is positive and statistically significant at the 1 percent level.
The evidence suggests that larger firms suffer less adverse market reactions when the
MBO is withdrawn. There are a number of possible reasons for the sign of the size
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variable’s estimated coefficient. The market may have more information for large
firms and thus the withdrawal announcement may be less of a surprise. The market
may, alternately, assume that large firms are less likely to go private and the cancel-
lation would, therefore, be less of a surprise. Finally, there may be some sort of small
firm effect causing greater market reactions for the smaller firms.

As far as the corporate control variables, there is evidence that firms that
received alternative bids prior to the MBO experience more adverse market reactions
when the MBO turns out to be unsuccessful. This makes sense as the firm could have
been taken over by another bidder had it not been for the MBO that turns out to be
unsuccessful. The more severe negative stock market reactions probably reflect the
opportunity cost of rejecting the offer by another bidder. The subsequent successful
takeover variable is not statistically significant at the conventional levels, suggesting
that whether the firm is eventually acquired or not does not affect stockholders’
returns around the MBO withdrawal.

In model 2, an additional independent variable is created that takes the value of
1 if the board of directors is dominated by outsiders and 0 otherwise. Although the
percentages of inside and outside independent directors do not appear to affect
shareholder’s wealth as implied in model 1, it is conceivable that outside directors do
not contribute to shareholder’s wealth unless they constitute a majority on the board.
To explore this possibility, in model 2, the percentages of inside and outside direc-
tors are replaced by the independent board variable. A board of directors is classified
as independent when the outside independent directors constitute more than a half of
the directors on the board. The independent board variable does produce a positive
and statistically significant coefficient at the 10 percent level. The results imply that
firms that withdraw from the previously announced MBO suffer less adverse market
reactions when they have independent boards of directors.

In model 2, the coefficient of the percentage of shares owned by inside directors
remains positive and significant (at 1 percent), confirming the results in model 1. The
number of board meetings, which is not significant in model 1, turns significant in
model 2. Because the coefficient for board meetings is positive, the evidence sug-
gests that firms where the board of directors meets more often (implying more active
boards) experience less negative market reactions. Consistent with Vafaes (1999),
more active boards appear to enhance shareholders’ wealth.

The size variable also remains positive and significant (at 1 percent). The esti-
mated coefficient for the debt ratio, which is not significant in model 1, turns
significant in model 2 and has a negative sign. This evidence suggests that a higher
debt ratio before going private exacerbates the negative market response when the
MBO is cancelled. We have included this variable only as a control because many
MBOs are financed with debt. We would have expected a positive sign because
debtholders can serve a monitoring function. The negative sign is a puzzle that we
cannot explain. The pre-MBO alternative bids variable remains negative and signifi-
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cant, reinforcing the results in model 1. The results on the number of board meetings
and the debt ratio in model 2 should be interpreted with caution, as the results seem
to be influenced by model specification.

Due to the nature of the more active corporate control market in the 1980s, a
time dummy variable is created that differentiates between the MBOs in the 1980s
and those in the 1990s to determine if the withdrawal effect differs across the two
decades. In an alternative model (results not shown), this variable is included in the
regression but produces an insignificant coefficient, suggesting that the market reac-
tions do not differ significantly across the two decades. This time dummy variable is
also combined with a number of other independent variables to create interaction
terms, none of which turn out statistically significant (results omitted).

Taken together, the results indicate that the proportion of inside and outside
directors on the board does not affect shareholders’ wealth. Only in cases where the
board is dominated by outsiders is there evidence that the adverse market reactions
are mitigated. As far as ownership characteristics, higher ownership held by inside
directors seems to reduce the negative impact of the withdrawal. The dynamics in the
corporate control market surrounding the unsuccessful MBOs also help explain the
stock market reactions. Firms that could have been taken over by another bidder but
were not due to the unsuccessful MBO suffer more severe adverse market reactions.

Conclusion

In addition to confirming the negative market reaction associated with MBO
withdrawals documented in prior research (DeAngelo, DeAngelo, and Rice, 1984
and Lee, 1992) and using a more recent sample, this study makes two contributions
to the finance literature. First, we demonstrate that, consistent with the predictions of
agency theory, firms where inside directors hold larger portions of equity and where
boards of directors are dominated by independent directors suffer less adverse mar-
ket reactions to the MBO withdrawal. The second contribution of this study to the
literature is on the role of the market for corporate control in determining stockhold-
ers” wealth around the MBO withdrawal. We document that firms that could have
taken an alternative offer but decided in favor of the MBO instead experience more
severe stock market reactions when the MBO is withdrawn. Therefore, this study
contributes to the literature not only on agency theory but also on corporate restruc-
turing. Given the rapidly increasing interest in corporate governance introduced by
the Enron and WorldCom debacles and by the debate surrounding the Sarbanes-
Oxley Act, the results of this study aptly contribute to the on-going discussion on
corporate governance.

Due to the decline in the junk bond market, the market for MBOs subsided in
the mid-1990s. Mergerstat Review (2002) reports that the number of MBOs has
recently increased from only ten transactions in 1995 to 77 in 2001, indicating that
the market for MBOs has become more active in recent years. For this reason, the
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finance literature should continue to explore MBOs, as they remain a relevant form
of corporate restructuring in the U.S.

Not all firms that intend to go private do so successfully. This study examines
the effects on shareholders’ wealth of management buyouts that were withdrawn
after previous announcement. The evidence demonstrates that there is a decline in
shareholders’ wealth, as evidenced by the negative stock market reactions to the
withdrawal announcement. The overall results are in agreement with the empirical
evidence documented earlier by DeAngelo, DeAngelo, and Rice (1984), Lee (1992)
and Marais, Schipper, and Smith (1989).

We extend this literature by examining governance factors that influence how
the market reacts to the withdrawal announcements. The empirical evidence suggests
that firms where boards of directors are dominated by independent directors experi-
ence less severe adverse market reactions when the MBO is withdrawn.

In management buyouts, agency problems are likely acute as management is
present on both sides of the transaction. Consistent with the predictions of the agency
theory, this study shows that when management holds higher ratios of equity owner-
ship, the withdrawal announcement period abnormal returns are less negative,
implying that higher proportions of ownership help align management’s and share-
holders’ interests. Lee, Rosenstein, Rangan, and Davidson (1992) document similar
findings in their study of shareholders’ wealth around the initial MBO announce-
ment.

Finally, the status of the firm in the corporate control market is also found to
explain stockholders’ wealth around the MBO withdrawal. Specifically, firms that
could have taken an alternative offer before the MBO, which subsequently fails, suf-
fer more severe negative market reactions. We interpret the more adverse effect as
reflecting the opportunity cost of not taking the alternative offer presented before the
unsuccessful MBO.
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