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Contrary to past literature, ownership defined as “all officers and directors” of the target firm
has no associationwith target returns. Rather, we find that inside (managerial) ownership has a
positive relation with target returns, whereas active-outside (non-managing director)
ownership has a negative relation with target returns. Using accounting-based versus
market-based performance measures, we find that the relation between inside ownership
and target returns is best explained by takeover anticipation. Using bidder and synergy returns
we find that the relation between outside ownership and target returns is best explained by
outsiders' willingness to share gains with the bidder. While the relations are more pronounced
for non-tender deals, they also hold for tender offers when active-outside ownership is
corporate rather than institutional.
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1. Introduction

Corporate finance theory makes strong predictions regarding the relation between ownership structure and target returns.
However, the empirical evidence is surprisingly sparse, particularly given the large body of work on mergers and acquisitions, as
well as work that relates ownership structure to firm value. Moreover, studies that do consider ownership structure generally
define managerial ownership as the sum of all officers and directors of the firm, which includes both inside and outside directors.
This is problematic since the theoretical predictions about ownership and target returns are different for insiders and outsiders.

This paper provides a closer inspection of the relation between ownership structure and target returns than past studies. The
novel contribution of our paper is to develop more precise measures of corporate ownership that allows us to delineate among
several alternative theories. In particular, we distinguish carefully between inside and outside director ownership. We also identify
the affiliation of large outside shareholders – corporate, institutional, or individual – and determine whether they are active (non-
managing directors) or passive.

Our analysis uses Securities and Exchange Commission (SEC) 14A filings prior to an acquisition announcement. From these, we
disaggregate the commonly used definition of ownership of “all officers and directors” according to the owner's affiliation. We
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define inside ownership as this common measure less all ownership by directors affiliated with financial institutions and other
corporations. What remains is predominantly ownership by officers and senior managers of the firm and their families. We then
define outside ownership as the residual ownership from the above calculation plus all other beneficial ownership greater than 5%
of the shares outstanding. This aggregate measure of outside ownership is further classified as corporate, institutional, or
individual blockholder to address the different roles each owner is expected to play in monitoring and managing the firm. 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. Passive ownership includes all other outside ownership claims where there
is no direct board representation. Fig. 1 shows the various ownership classifications used in the analysis.

We find that disaggregated target firm ownership structure has significant explanatory power for target abnormal
announcement returns and premiums, henceforth target returns. In contrast, conventional measures of aggregated managerial
ownership (i.e., the sum of all officers and directors of the firm) are unassociatedwith target returns.We find that inside ownership
positively relates with target returns while active-outside (non-managing directors) ownership negatively relates with target
returns. Both active-corporate and active-institutional ownership contribute to this relation. These results are robust to controlling
for various deal and firm characteristics used in the existing literature.

The relation between inside ownership and target returns is both statistically and economically significant. Based on regression
estimates and a mean target return of 21.7%, a 10% increase in inside ownership generates a 6.7% relative increase in target returns.
The impact of active-outside ownership is similar in magnitude and statistical significance; a 10% increase in active-outside
ownership is associated with a 7.7% relative decrease in target returns.

The results are consistent with hypotheses developed in both Shleifer and Vishny (1986) and Stulz (1988). For example, Stulz
suggests that a positive relation between inside (managerial) ownership and takeover gains can result from (i) deflated ex ante firm
values if management is entrenched, (ii) a lower likelihood for a takeover to occur, or (iii) insiders negotiating for higher takeover
premiums. Similarly, implications from the theory developed by Shleifer and Vishny suggest that a negative relation between
active-outside (non-managing) ownership and target gains can result from (i) monitoring shareholders increasing ex ante firm
value, (ii) a higher likelihood for a takeover to occur, or (iii) outsiders' willingness to share gains with rival bidders.

We employ a variety of tests to distinguish which of these explanations best explain the source of the relation between
ownership structure and target returns. For example, we partition the sample based on two performance measures: Book-to-

Fig. 1. Target firm ownership variables. The figure displays the target ownership variables structure. The variables are 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.
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