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INTRODUCTION 

The corporation has long been recognized as an efficient form of business 

organization. With this organizational form, owners of the firm delegate to the 

managers the right to manage corporate resources. This separation between Dwner-

ship and management has motivated the question of whether managers' actions 

actually maximize shareholder's wealth. Modern corporate finance theory pays 

considerable attention to cases where divergence from wealth maximization may 

occur i. It is well recognized, however, that common stockholders are not left alone 

at the mercy of their managers. Financial theory paints out a few mechanisms 

to control the conflict interest between managers and stockholders. In particular, 

special emphasis is given to the market in which alternative managerial teams 

compete for the rights to manage corporate resources (see Jensen and Ruback, 

(1983)). The market for corporate control, known also as the takeover market, 

spurs competition among managerial teams for the right to manage resources. 

* The authors are both assistant professors in the Finance Department ai Boston College, 
Chestnut Hill, MA, 02167. We are both grateful ίο the Honeywell Corporation for financial support 
to pursue this study. We would also like to thank Theoharry Grarnmatikos for his assistance in 
establishing a data base. Finally, we would like to thank Tom Downs, George Papaioannou, Jack 
Preston, David Sharp, Hassan Tecranian, Ruben Trevino and Jerry Viscione for their helpful 
comments. 

1. See Amihud and Lev (1981), Levy (Î983), Masuiis (1983), DeAngeio, DeAngelo and 
Rice (1984 a), DeAngelo and DeAngelo (1985), Fama and Jensen (1985), Lewellen, Loderer and 
Rosenfeld (1985) and Tehranian, Travlos and Waegelein (1985) for just a few of these studies. 

177 



This competition limits managers' divergent actions, and «provides the mecha­
nism through which economies of scale or other synergies available from combi­
ning or reorganizing control and management of corporate resources are realized» 
(Mayers and Smith, (1984)). 

Changes in control can occur through mergers, tender offers, proxy contests 
and leveraged buyouts. Leveraged buyouts, however, are unique as a method of 
changing control in the following way. Leveraged buyouts lead to a change in the 
ownership structure of the firm. That is, ownership is concentrated in the hands 
of a few stockholders, who are either managers of the firm or third party purcha­
sers. Therefore, leveraged buyouts abolish the separation between managers and 
stockholders, thus, minimizing the agency costs associated with such a separa­
tion. This implies that the leveraged buyout provides a strong test to assess the 
economic value of controlling the firm. That is, abnormal common stock returns 
at the announcement of a leveraged buyout might be attributed to the economic 
value of the right to control resources of the firm 2. Earlier empirical findings, 
(DeAngelo, DeAngelo and Rice (1984a)) document large positive abnormal returns 
to the common stockholders when it is announced that a public firm is going to 
become private. The gains are attributed to two factors : i) savings of registra­
tion and other public ownership expenses and ii) savings due to improved incenti­
ves for corporate decision makers under private ownership. No explicit test of 
these factors is performed, however. In addition to transaction costs and agency 
factors, it might also be argued that any abnormal returns found reflect financial 
benefits (i.e., additional tax credits, wealth transfers from bondholders to stock­
holders and positive debt level information effect) associated with the addi­
tional debt raised in order to finance the leveraged buyout. That is, leveraged 
buyouts increase the value of the firm through capital structure induced effects 
(Hite and Owers (1984)). 

In view of the above considerations we utilize leveraged buyouts 3 occurring 
between 1975 and 1983 to investigate their valuation effects on common stock­
holders' returns, and to identify possible determinants of these returns. Three 
possible sources for abnormal returns are analyzed : i) savings of registration 

2. Hite and Owers (1984) also allude to this relationship. They write that the corporate 
restructuring involved with leveraged buyouts and the large premiums to corporate stockholders 
when such a restructuring takes place, suggests that «the loss of value arising from the separation 
of ownership and control in the public corporation may be significant». 

3. We include both management buyouts (going private transactions) and third party buyouts 
in our sample of leveraged buyouts. . 
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and other public ownership expenses (hereafter, transaction costs), ii) the capital 
structure change induced effects, and iii) the elimination of agency costs effects 
associated with the separation between managers and owners when a public firm 
goes private. 

Our results indicate that leveraged buyouts are associated with significant 
positive announcement period abnormal returns. In addition, the abnormal returns 
or the expected change of their capital structure. We interpret our results as sup­
porting the view that announcement period returns accruing to the stockholders 
of firms going private capture the expected agency costs savings associated with 
the change of the organizational form. 

The rest of the paper is organized as follows. Section 1 describes the pre­
dictable hypotheses which are analyzed in this paper. Section 2 identifies the data 
and methodology used. Section 3 presents the results of our analysis. Section 4 
discusses implications of our results and Section 5 concludes our study. 

1. PREDICTABLE HYPOTHESES : 

1.1. Transaction Costs Effect 

One possible source of abnormal returns to. common stockholders is the savings 
experienced by a reduction in transaction casts of public ownership (DeAngelo, 
DeAngelo and Rice, (!984a)). These include savings in registration, listing and 
other stockholder servicing costs which arc unique to the public corporation. The 
announcement that a firm intends to go private and the resulting elimination of 
the costs associated with public ownership produce an increase in the firm's value 
by an amount equal to the capitalized cost of public ownership. The potential 
percentage gain to existing stockholders from going private is equal to the capi­
talized cost of public ownership divided by the market value of thefirrn's common 
stock. Given that the cost of public ownership is a fixed cost4, (i.e., this cost is ide-
pendent of firm rize) it may be argued taat the capitalized cost of public ownership 

4. Althought the nature of the cost function is an empirical issue, many sutdies lend support 
to a fized cost nature of public ownership, i.e., Schneider, Manko and Kant (1981) and DeAngelo, 
DeAngelo and Rice (1984a). 
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is also constant across our sample 5. If this is true, then the potential percentage 
gains from going private should be lower for larger firms andvice versa. Such 
a proposition can be tested by examining the relationship between the size of the 
firms going private and the magnitude of their announcement period abnormal 
returns. If we find a negative relationship between size and abnormal returns, 
it can be argued that the elimination of transaction costs of public ownership is 
a determinant of any abnormal returns found at the announcement of a leveraged 
buyout. The absence of such a negative relationship leads to the conclusion that 
transaction cost reduction is not a dominant factor explaining the documented 
announcement period abnormal returns. 

1.2. Capital Structure Change Iuduced Effects 

Another possible source of abnormal common stock returns at the announce­
ment of a leveraged buyout might be the valuation effects caused by the change in 
capital structure of the firm. Capital structure change induced effects have been 
attributed to three factors : a tax effect, a wealth transfer effect and an informa­
tion effect (See Masulis, (1980, 1983)). First, leveraged buyouts are typically financed 
with large amounts of debt6 which are used two buy the firm's publicly held com. 
mon stock. The large increase in debt increases the firm's tax shield which should, 
in turn, increase the value of the firm by an amount equal to the capitalized tax 
shield multiplied by the corporate tax rate. 

Second, increasing leverage might cause transfers of wealth from bondholders 
to stockholders. The bondholders can be harmed if the protective bond covenants 
fail to fully protect the bondholders' rights, or if the courts fail to strictly adhere 
to the «absolute priority rule» in satisfying the senior securityholders' claims7. 

5. In section 3.2 we relax this assumption and allow for variability in the cost structure. 

6. The firms are capable of supporting higher level of debt for the following two reasons. 
First, going private through a leveraged buyout can reduce the marginal agency costs of debt 
financing because the new equity investors have closer links with the lending institutions (DeAnge-
lo, DeAngelo and Rice (1984 a)). Second, since in the case of financial distress the renegotiation 
process between firm and lenders is usually much smoother in the new organizational form rela­
tive to the form, the bankruptcy costs will be smaller (Jensen, (1984)). 

7. Warner (1977)) indicates that bankruptcy courts in the United States reorganize such 
priority arrangements only in a limited sense. That is, it is not always guaranteed that senior 
claim holders are paid prior to a class of claimants junior to them. 
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Third, it is very likely that the proposal to take the firm private reveals good 
news about the firm's profitability as a public company. That is, the proposal to 
take the firm private might signal that the current market value is below its intrinsic 
value. 

Accordingly, shese three factors suggest that capital structure changes might 
be associated with valuation effects on the common stock of the going private firm. 
In particular, the larger the percentage increase in debt associated with the leve­
raged buyout, the greater should be the resulting percentage increase in firm's 
value. That is, abnormal returns found at the announcement of a leveraged buyout 
should be larger when the change in debt financing resulting from the transaction 
is larger. This hypothesis can be examined by testing the relationship between 
change in capital structure and announcement period abnormal returns. A po­
sitive relationship between abnormal returns and increase in debt caused by the 
transaction would lead us to conclude that part of the abnormal returns is due 
to the change in capital structure. On the other hand, no relationship between 
announcement period abnormal returns and dramatic increases in debt (as in 
the case of leveraged buyouts) leads us to conclude that capital structure change 
induced effects are not dominant in explaining the existence of such abnormal 
returns. 

1.3. Agency Cost Effects 

An alternative motivation for taking the firm private considers the firm's 
ownership structure and, specifically, the elimination of conflicts between rela­
tively uninformed outside stockholders and insider-manager stockholders. The 
literature provides two arguments. First, managers have an incentive to take the 
firm private in order to eliminate the costs incurred when information about ma­
nagerial performance and/or investment opportunities is transmitted to outside" 
stockholders 8. The existence of such an asymmetry of information between dif­
ferent groups of stockholders (i.e. insider-managers and outside stockholders) 
might generate expensive contests which at the extreme case could lead to the mi­
staken replacement of incumbent managers with a less productive group (Alchian 

8. In a similar manner, DeAngelo and DeAngelo (1985) state that «one factor that encoura­
ges managers to hold votes is the costs incurred because information about managerial performance 
and/or investment opportunities is difficult to communicate to outsiders». 

181 



and Demsetz, (1972)). The possibility of such actions might force insider-managers 
to waste productive resources to defend their actions to potential proxy fight orga­
nizers and to outside stockholders who vote against the managers. By taking the 
firm private, managers are protected from the actions of less informed outside 
stockholders who insist on taking investment projects (i.e. a merger proposal) 
«which, although less profitable than other opportunities, have payoffs that are 
more easily observed by oustiders». Similarly taking the firm private, «provides 
managers with greater influence over the composition of the board of directors 
and thus reduces the likelihood that difficult-to-eva!uate proposals will be resi­
sted or vetoed by relatively uninformed outside directors». (DeAngelo and De 
Angelo (1985)). 

Second, managers have an incentive to take the firm private in order to enhance 
the efficiency of the mechanism for writing managerial compensation contracts-
Indeed, some profitable investment proposals call for a disproportionate effort 
on the part of managers. Such proposals, then, will be pursued only if managers 
are entitled to receive a correspondingly disproportionate share of the proposal's 
outcome (Easterbrook and Fischel, (1982)). Nevertheless, proposals which carry 
provisions for disproportionate sharing of investment outcome among insider-
managers and outside stockholders are expected to increase the overall value of 
the firm. However, such provisions in the managerial compensation contracts 
might be viewed as «overly generous» to managers, and can lead to expensive 
legal contests betwen insider-managers and outside stockholders9. Therefore, 
as noticed by DeAngelo, DeAngelo and Rice (1984b), «going private can gene­
rate productive gains to the extent that private ownership facilitates compensa­
tion arragnements that induce managers to undertake more of these profitable 
projects». 

Ideally, a test of the impact of the agency cost effects (described) above on 
announcement period common stock returns calls for a measure which would 
take into consideration such parameters as the existing communication mechanism 
(mail, lobbyist, annual meetings, proxu contests, etc.), the congeniality between 
insider-managers and outside stockholders, the cohesiveness of the two groups 
the ability of outside stockholders to understand intelligent business techniques, 
the number of outside stockholders, and the fractional ownership of outside versus 
insider-managers stockholders. Lack of such a measure precludes an explicit 
test to capture the impact of a change in ownership structure (the elimination of 

9. See Jones (1980 a, b) for evidence of the frequency and size of stockholders' suits. 

182 



separation between managers and outside stockholders) on announcement period 

returns. 

In summary, we discuss three alternative sources of announcement period 
abnormal returns to the stockholders of leveraged buyout firms. We explicity test 
the transaction costs effect and the capital structure change induced effects. Lack 
of support for these two hypotheses allows us to draw implicit conclusions concer­
ning agency cost effects. 

2. DATA AND METHODOLOGY 

2.1. Data 

The data analyzed in this study consist of a sample of public announcements 
of leveraged buyout proposals, for the period of 1975- 1983. All firms underta­
king the transactions are listed on the New York Stock Exchange (NYSE) or on 
the American Stock Exchange (AMEX). The sample was identified through a 
search of the W a l l S t r e e t J o u r n a l I n d e x . The announcement date 
of the proposed transaction is taken to be the date when the offer was first publi­
shed in the W a l l S t r e e t J o u r n a l . To ensure that this date was the first 
date that information about the transaction became public, the details of the, 
announcement of these bids were confirmed or corrected from the F u n k a n d 
S c o t t I n d e x . In order to determine accurately event dates and to insulate 
the bid announcements from announcements of other major corporate events 
around the same period, the corporate history, contained in the W a l l S t r e e t 
J o u r n a l I n d e x , M o o d y ' s I n d u s t r i a l s , and Funk and Scott Index 
was reviewed for all five included in the tentative sample, for the six month pe" 
riod prior to the event date. As a result of this screening process, those firms 
which experienced concurrent major corporate events prior to, or on the event 
day were not included in 3he final sample. Finally, firms selected for this study 
had available daily common stock returns in the Center of Research in Security 
Prices (CRSP) daily return file. 

The final sample contains 61 firms undertaking leveraged buyout transactions^ 
Information describing the sample's characteristics is listed in Table 1. The values 
for Total Assets, Market Value of Equity, Long-Term Debt and Total Debt are 
taken from each firm's financial statement for the year prior to the announce-

183 









is also distributed as a standard unit normal distribution. The two statistics, Zt 
and Z, are used to test the significance of average and cumulative average predi­
ction errors, respectively. 

Using the above methodology we can determine whether the announcement 
period prediction error (hereafter abnormal return) is, on the average, significantly 
different from zero for the overall sample of leveraged buyouts. 

Subsequently, we split the overall sample into sub-groups according to various 
characteristics (i.e., size and expected increase in debt ratio). We derive portfolio 
abnormal returns for each sub-group, which allows us to identify patterns off 
abnormal returns pertinent to the characteristics noted above. This portfolio 
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approach is based on the assumption that any possible non-systematic effects 
(not related to the event under analysis) are diversified away when we form portfo­
lios of securities at a common event time. Therefore, this approach ensures that 
the portfolios abnormal returns capture the relevant event-related impact only. 
This methodology though, has the drawback that grouping the overall sample 
into two, or four, or any other number of sub-groups is a quite arbitrary process. 
In order to confirm our results derived by the portfolio approach, we also run 
cross-sectional regressions of the cumulative abnormal returns on the variables 
under investigation. 

More specifically, we run the following regressions : 













Further support of this point is provided in Table 8 where we run cros-sectio-
nal regressions between individual firms' cumulative abnormal returns and the 
corresponding increase in their debt ratio. The regression coefficients and R2 
reported here, using the three alternate measures of debt-ratio and two alternate 
time periods, suggest that the announcement period abnormal returns are not 
related to the firms' expected increase in debt. 

The above results, based on both porfolio approach and regression analysis, 
imply that capital structure change induced effects fail to explain the abnormal 
common stock returns observed at the announcement that a firm intends to go 
private. To that effect, we view these results as inconsistent with the tax based 

16. The existence of a positive relationship between CAR's and increase in debt ratios could 
also be due to a higher «beta» caused by the firms' increased leverage. In such a case the market 
model would not be the most appropriate model to use. Instead, other models like the comparison 
period approach, or the mean adjusted model would be more appropriate. Since our results do 
not show any positive relationship between CAR's and debt - asset ratios, we did not try alterna­
tive models. Moreover, DeAngelo, DeAngelo and Rice (1984 a) report that their results under 
talernative methodologies are qualitatively identical to the equal - weighted market model results. 
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theories, wealth transfer phenomena, and information effect associated with the 
firms' change of capital structure 17. 

An explanation for the lack of tax-induced results is presented by Hite and 
Owers (1984) who recognize that debt used to finance a leveraged buyout is imme­
diately removed and, therefore, serves no long-term purpose but «functions pri­
marily as a part of the mechanism to take the company private». In addition, as 
pointed out in Hite and Owers (1984), the lack of wealth transfer phenomena can 
be attributed to two factors: i) the existence of extensive restrictive covenants in 
leveraged buyouts — loan agreements control the conflict of interest between 
stockholders and creditors, ii) for reasons of self-interest, the leveraged buyout 
specialist has a strong incentive to be sensitive to lenders interests (to maintain 
his reputation) and to monitor contracts. 

4. IMPLICATIONS OF OUR RESULTS : THE VALUE OF CONTROL : 

The results reported in section 3 show no relationship between the size of 
the firms, or the expected increase in their debt - asset ratios, and the announcement 
period abnormal returns experienced with the leveraged buyout firms examined 
in this study. These results lead us to rule out the transaction cost hypothesis and 
the capital structure change induced effects as dominant factors generating the 
documented abnormal returns. This implies that the motivation to take the firm 
private might not be to save the transaction costs associated with the public firm 
and exploit any benefits caused by changing the capital structure. 

Therefore, we suggest that our results imply that the abnormal returns found 
at the announcement of the leveraged buyouts capture the expected economic 
benefits associated with concentrating the ownership rights of the firms in the 
hands of a few people; the managers and/or a third party. These benefits stem from 
improving the mechanism for writing maangerial incentive contracts. In addition, 
the leveraged buyouts may create value by saving productive resources which are 

17. Lack of a positive relationship between debt ratios and abnormal returns may also 
indicate that other tax shields are more important than interest tax shields. Given that firms 
undertaking a leveraged buyout are allowed to adjust their depreciation basis to reflect the marke 
value of the firm's assets, the impact of the interest tax shields might be overshadowed by the 
depreciation tax shields (DeAngelo and Masulis (1980)). We tested the importance of depreciation 
tax shields by regressing abnormal returns on the difference between the expected value of assets 
subsequent to the leveraged buyout and the book value of assets prior to the transaction. Our 
results fail to support any relationship between abnormal returns and higher depreciation basis. 
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wasted when managers must defend their actions to asymmetrically informed 
minority stockholders. It is noteworthy that the recent wave of leveraged buyouts 
coincides with an era of increased contests among several groups within the public 
corporation. It is a logical conclusion, then, that the motivation to take the firm 
private is to exploit, to the fullest extent, benefits stemming from the value of con­
trolling the economic resources of the firm. 

Such a conclusion might lend doubt to the efficiency of the public corporation 
as a form of organization. However, we view our result as support of quite the 
opposite. In particular, we view the leveraged buyout phenomenon as a corrective 
mechanism to help the public corporation to rewrite the contractual agreements 
existing within a modern corporation, in such a way that reflects new realities 
(i.e. new technologies, new management strategies, etc.). Along these lines, we 
expect the leveraged buyout to be a temporary extraction from the organizational 
form of public corporation. In other words, we expect most of the going private 
firms to redesign their relevant contracts in such a way that the public corpora­
tion again becomes the most efficient organizational form, and to subsequently 
reconvert to a public concern. Indeed, this has been observed frequently and has 
been discussed in the financial newspapers (see W a l l S t r e e t J o u r n a l 
August 12, 1985, page 13). It is our contention that the leveraged buyout is the 
most efficient vehicle to implement such an adjustment. 

5. CONCLUSION 

In this paper, we measure the economic value associated with the conversion 
of a public firm to a private firm. We use leveraged buyouts to identify possible 
determinants of abnormal returns to common stock at the announcement of a 
leveraged buyout. Three possible sources of this abnormal return are analyzed: 
i) transaction costs associated with a public corporation, ii) the capital structure 
change induced effects, and iii) the elimination of agency cost effects associated 
with the separation between managers and owners when a public firm goes private 

We find that no relationship exists between size of the leveraged buyout firms 
as well as between the expected increase in debt due to the transaction, and their, 
announcement period abnormal return. Based on these results we rule out transa­
ction costs and capital structure change induced effects as dominant factors explai­
ning announcement period abnormal returns on common stock. Rather, we attri­
bute these returns to the elimination of agency costs when a public firm goes pri­
vate. These abnormal returns represent the economic value of the right to control 
the firm. 
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