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1. INTRODUCTION

The response of security prices to the announcement
of divestment intentions by listed companies has been
the subject of a growing amount of empirical research.
Studies have covered equity carve outs, spin-offs and
sell-offs and management buyouts (MBOs).
Divestments can be grouped into two main categories
- voluntary and involuntary, the latter reflecting various
factors, such as the result of anti-trust action. In a
voluntary divestment the divesting firm may spin-off or
de-merge the assets of an independent entity,
normally retaining an equity shareholding. Alternately,
it may engage in a sell-off where the divestor sells the
assets to another firm. In recent years, the overseas
trend has increasingly seen a third alternative being
favoured by many companies, where the assets are
sold to a management group, either through a
management  buyout (where the incumbent
management in the business being sold are the
purchasers) or a management buy in (where the
business is sold to external management).

In many respects, divisional buyouts are similar to
inter-firm divestitures in that the buyer, who can
presumably put the assets to a higher valued use,
acquires control of the assets in exchange for a
consideration paid to the parent company. One feature
of management buyouts which distinguishes them
from inter-firm divestitures is the absence of “arm’s
fength” bargaining between buyer and seller which
raises the possibility of “managerial self-dealing” at the
expense of parent company shareholders. The
purpose of this paper is to assess the wealth effects on
parent company shareholders from management
buyouts initiated by companies listed on the JSE
Securities Exchange (JSE).

2. LITERATURE REVIEW AND HYPOTHESIS
FORMULATION

2.1 Productive gains from divisional buyouts

Management buyouts of divisions alter the ownership
structure of corporate assets in a way that can lead to
a more efficient and profitabie allocation of resources.
In the terminology of Fama and Jensen (1983),
productive gains from management buyouts can arise
from increased efficiency in the decision management
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function and the decision control function. Decision
management refers to the initiation and
implementation of decisions, whereas decision control
refers to the ratification and monitoring of decisions.

After a management buyout, the division becomes a
freestanding unit no longer operating under the layers
of bureaucracy that are found in most large business
organizations. The decision management function is
concentrated in managers closer to the day-to-day
operations of the unit. Under the former parent-
subsidiary relationship, the management of the division
would be responsible for recognizing new business
opportunities and communicating the appropriate
information to parent company management to gain
approval for the resources necessary to exploit the
opportunities. After a buyout, the management team
will no longer require time-consuming approval from
above. Furthermore, with the new owners being closer
to the operations, there may be reductions in the cost
of accurately communicating information across
hierarchical management layers.

Divisional buyouts can also lower the costs of the
decision management function to parent company
managers by reducing the number and diversity of
decisions to be made by the management. By
relinquishing divisional decision-making authority to
the acquiring manager group, divisional buyouts
reduce the complexity of the transactions under the
oversight of parent company executives. This may
eliminate possible diseconomies of scope in decision-
making among diverse activities and may allow
managers to improve the allocation of their time.

Perhaps more important than potential efficiency gains
in the decision management function are the
improvements in the decision control function from
modifications in the incentive compensation contracts
facing the new owner-managers. By restructuring the
claims to the divested unit to give a greater equity
participation in the residual cash flows to the unit's
managers, buyouts alter the management’s incentives.
By having claims more closely tied to the performance
of the unit under their control, managers can be
expected to improve their performance (Schipper and
Smith, 1986). Shirking becomes more costly to the
individual with a share in the net cash flow.
Furthermore, the incentives for mutual monitoring by
members of the management team should improve as
they become residual claimants in the acquired
division.

investment Analysts Journai — No. 62 2005



The share price reaction to management buyout announcements of companies listed on the JSE Securities Exchange !

Productive gains resulting from improved management
performance can also be expected when the acquiring
managers share equity ownership in the division with
outside investors often led by a buyout specialist.
Because it lowers the cost of management shirking,
outside equity participation might not appear to be as
efficient a form of reorganization as full ownership by
the acquiring management team alone. Yet, in addition
to the risk-sharing benefits to managers, there are
several other reasons that suggest that the active
participation of third-party investors may contribute to
the potential gains associated with taking the division
private. For instance, the buyout specialist may bring
to the buyout unit additional management expertise
acquired from previous MBO transactions they have
participated in (Diamond, 1985). This “cross-utilization”
of managerial talent can represent a valuable and not
otherwise readily available resource to the buyout unit.

Several factors may enhance the wealth of parent
company shareholders from a management buyout
transaction. Since job security may be increased
through ownership, unit managers may assign a higher
value to their units than non-manager outsiders and
may be willing to pay a higher price for the buyout
division (Roenfeldt, Sicherman and Trifts,1992). Such
higher bids would not be eliminated by competition.
Management buyouts also result in the managers
owning a larger percentage of the business. The
increased equity position should mitigate the owner-
manager conflict and reduce residual loss due to the
agency relationship. Also, monitoring costs may be
reduced because the buyout will result in fewer
shareholders. Similarly, divestiture to unit management
results in the unit going private and reduces the costs
associated with public company ownership. For
example, auditing and reporting costs can be reduced.
The potential for reduced agency and servicing costs
may be reflected in a higher bid price and larger
positive impact on equity value compared with public
divestiture.

The preceding discussion has highlighted several
potential sources of productive gains from restructuring
of parent company assets through management
buyouts. It is also evident that there are multiple
sources of potential benefits from a divestiture.
Depending on which of these benefits dominate the
MBO, this will resutlt in the observed abnormal returns
(if any) accruing to the divesting company. The
following hypothesis is tested:

Hi: Management buyout announcements are
associated with positive excess returns to parent
company shareholders.

Alexander et al. (1984) investigated voluntary sell-offs
and their impact on share trading volumes. Their
findings suggest that sell-off announcements are
usually preceded by abnormally high trading volumes
in the shares of the divesting companies. Furthermore,

it was shown that the trading volume is somehow
related to merits of the sell-off, with larger sell-offs
generating greater trading attention than smaller sell-
offs. Therefore, it may well be that the size of the MBO
could influence both the trading volume and the
excess returns associated with the divestment. The
second hypothesis to be tested is:

H,: There is a significant positive relationship
between the size of the MBO relative to the parent
company’s equity value and the excess return
generated around the event date.

2.2 Management buyouts and performance

The benefits of MBOs can be examined from two
separate angles. The benefits or wealth effects which
accrue to the shareholders of the divesting company,
and the productive gains associated with the transfer
of ownership to the buyout group. This paper
concentrates on the gains or losses of the
shareholders of the parent company. Previous studies
of divestment suggest that the announcement of an
intended MBO is associated with wealth gains to the
parent company shareholders. In the United States
Hite and Vetsuypens (1989) examined the parent
companies for both completed and interim
divestments. They found that announcement period
gains occur but they are only maintained if the
divestment is completed successfully. However, it can
be argued that the MBO team possesses expertise
and skills, which will be applied when operating the
new entity. Hence, the acquiring managers may realize
a significant proportion of the gains available from the
restructuring.

Hite and Vetsuypens (1989) suggest that a factor,
which could result in parent company shareholders not
achieving all the potential gains from MBOs is the
absence of arm’s-length bargaining. They illustrate this
by distinguishing between buyouts in which members
of the parent company management are part of the
MBO team and transactions where the buyout team
consists of only divisional managers. The buyers in the
first scenario can be expected to have some (negative)
influence over the purchase price received by the
parent company.

In the situation where divisions are sold to the
managers of the parent company, these managers are
involved in both the purchasing and selling aspects of
the MBO. As sellers they should be trying to realize the
highest possible price for the parent company
shareholders. However, as buyers, they wish to obtain
the division at the lowest possible price. This potential
conflict of interest has led to parent shareholders in the
United States filing lawsuits.

In addition to the conflicts of interest that may arise
from selling assets to parent company managers,
there exist other complications in determining who will
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realize the potential wealth effects. If the MBO team
consists of divisional managers, it may be able to
negotiate a favourable price because of its relationship
with the officers of the parent company. Also the
divisional managers may have the ability and the
opportunity to manipulate accounting information,
which gives them a distinct advantage in dealing with
parent company directors. The evidence concerning
this manipulation hypothesis is not conclusive. Studies
in the United States by De Angelo (1986) and Kaplan
(1989) have failed to find evidence supporting the
manipulation issue. However, these results are
contrary to Wright and Coyne (1985) who, in
examining divisional buyouts in the United Kingdom,
provide evidence to support this manipuiation
hypothesis.

Several previous studies have investigated the share
valuation effects for shareholders of parent firms
divesting their assets. The results are mixed in that
both positive and negative impact on shareholder
wealth has been reported.

Ellert (1976) and Kummer (1978) restricted their
analysis to the risk and return behaviour of involuntary
divestitures necessitated by judicial and regulatory
agency rulings in the United States. Kummer's results
were mixed; the strongest results suggested that
negative information content was associated with
regulatory actions intended to partially dissolve
horizontal mergers, but little or no effect was attributed
to actions against conglomerate and vertical mergers.
Ellert (1976) found no evidence of adverse
consequences for the shareholders of companies
forced to divest part of their operations.

Boudreux {1975) examined both forced and voluntary
divestitures in the United States, but did not distinguish
among spin-offs, divestitures to independent entities,
and managemeni buyouts. Boudreux’s resuits
confirmed a positive association between shareholder
wealth and announcements of voluntary divestitures.
Specifically, for 138 announcements in the 1965-1970
period, the divestors’ ordinary share price moved
sharply upward from: three months before to one
monih after the announcement. The cumulative
abnormal returns for these four months totaied 6,08
per cent.

Alexander, Benson and Biebel (1982) used daily share
returns and found that no abnormail return occurred on
the announcement date of their divestiture sample.
They concluded that the announcement of a divestiture
has no noticeable impact on share returns, and that it
cannot be viewed as a value-enhancing decision. This
conclusion is at odds with the rationale for divestitures
provided by Marple (1972) and Alberts and McTaggart
(1979) who have recommended divestment whenever
the cash proceeds from divestment are expected to
exceed the present value of the discounted cash flows
that would result from the retention of the assets.

These studies relate to divestitures in the United
States.

Choi and Philippatos (1982) tested for value creation
to both sellers and buyers in the United States by
examining the association between share price
behaviour and financial variables proxying for sale and
purchase reasons. The divestiture strategy was viewed
as value-enhancing subsequent to the change in the
seller's productive portfolio, but buyers in partial
acquisitions earned normal returns. Choi and
Philippatos’ analysis of financial variables led them to
conclude that sellers got rid of unprofitable units,
improved liquidity and reduced debt as a consequence
of divestitures. Buyers reduced liquidity, grew larger,
and were perhaps attracted by tax savings available
from their new acquisitions.

Kaplan (1989) deveioped the ‘“new-incentive”
hypothesis that argues that the incentives created by
management buyouts lead to increases in revenue,
operating income, as well as reductions in wasteful
capital expenditures. Kaplan measured the post-
buyout abnormal returns of 76 large MBOs in the
United States and reported significant gains which
supports the new-incentive hypothesis. It was further
shown that the operating improvements are not driven
by layoffs, or the exploitation of parent company
shareholders by purchasing the divested division at a
price below its fair value.

Madden, Marples and Chugh (1990) conducted a
residual analysis for 36 announcements of voluntary
divestitures in the United States during the 1973-1978
period. The results indicated that the information
content of the divestiture announcements, based on an
analysis of the average residuals. was reflected in the
share price increases as eariy as ten months before
the announcement. However, their cumulative average
residuals continued to rise in the year foliowing the
announcements, suggesting gradual gains in value
from voluntary divestments. Theyv also observed tha!
since the size of the buyouts amounted to less thar
ten percent of the size of the ex-parent in half the tota
cases, the value gains might be related to events otner
than the buyout.

A United Kingdom study by Briston, Saadoun:, Malir
and Coutts (1992) covering the1984-89 perioc
revealed that parent company shareholders
experience negative excess returns following the
announcement of an MBC. They conclude that the
MBO teams are able to negotiate a price that enables
them to acquire assets at a price lower than their
current market value to the parent or lower than the
expected value to an outside buyer. On the basis of
the negative effect on the parent company’s
shareholder wealth, Briston et al. (1992) conclude that
the managers’ who are likely to instigate MBOs are
probably the most dynamic, capable and are probably

Investment Analysts Journal — No. 62 2005

21



The share price reaction to management buyout announcements of companies listed on the JSE Securities Exchange

acting on insider information about the future potential
profitability of the divested units.

Saadouni, Mallin and Briston (1995) investigated the
refationship between announcements of MBOs and the
behaviour of security prices in the United Kingdom
during the period 1981-91. Their results are similar to
those of Briston et al. in that they also observed
negative abnormal returns to the parent company in
the post-announcement period. However a study by
Gadad and Thomas (2005) covering 74 MBOs in the
UK during the 1985-91 period found that a divestiture
announcement leads to an increase in divesting
company shareholders’ wealth of between 0,81
percent and 1,04 percent depending on the expected
return model employed.

Divestiture as an important component of corporate
restructuring is a relatively new phenomenon in South
Africa. There are historical reasons for this. A key
feature of the South African corporate structure is the
propensity for absolute control, which is reflected by
holding companies, cross holdings and low voting
shares. The reason for this is largely historic. South
Africa has always had a very large number of family
businesses, the founders and their descendants were
not prepared to allow other shareholders much more
than minimal input into control (Gerson, 1992).

Castle and Kantor (2000) similarly note that the JSE
has long been dominated by large groups of holding
companies. These holding companies have had
controlling shares in other listed subsidiaries and
associated companies. This state of affairs was
understandable given the limited opportunities to
diversify internationally because of the strict exchange
controls prevailing in the country during the Apartheid
era.

The new political dispensation in South Africa has
resulted in local companies re-joining the international
business community. Several large South African
companies have obtained listing on overseas stock
exchanges. The local practice of duplicated listings of
the same assets is anathema overseas. This
opposition provided the initial incentive for local
holding companies to unbundie their subsidiaries. The
overseas trend of unlocking shareholder value by
corporate restructuring also has had an influence on
local holding companies.

Kantor (2001) has observed that the new democratic
dispensation in South Africa has resulted in the former
tightly controlled JSE-listed companies becoming
much more specialized in their operations. Several
large holding companies have unbundled their
subsidiaries in an effort to become more focused.
However, unbundling in and of itself will not add value
for shareholders unless the unbundling exercise is
regarded as a reliable signal of improved investment
decisions and greater operating efficiency, Kantor

demonstrated that Rembrandt and other large holding
companies have not created shareholder vaiue from
unbundling their subsidiaries. These unbundlings
cannot be regarded as providing meaningful
restructuring of assets given that the unbundled
companies are controlled by the same group of
shareholders and managers who controlled the original
holding companies (Kantor,2001:57).

A review of overseas literature shows that there is
mixed evidence for the presence of abnormal returns
to shareholders of divesting companies. This provided
part of the rationale for undertaking this study of MBO
divestments in South Africa. The objective of this
paper is to examine corporate restructuring through
management buy outs, which has received relatively
little attention in South Africa. In particular, this study
will determine if management buyouts are a viable
alternative to the unbundling activity that has become
the preferred choice of South African companies
seeking to become more focused.

2.3 Sample selection and research methodology
2.3.1 Sample selection

The time period chosen for this investigation was 1
January 1983 to 31 December 2002. This 20-year
period is longer than most event study time periods.
The incidence of management buyouts is relatively low
in South Africa and a longer period was necessary to
generate a sufficiently large sample so that the results
are reliable and can also be tested for statistical
significance. The extracted sample was subject to the
following criteria:

(1) The acquiring management team should include at
least one of the managers of the divested unit and/
or the divesting company.

(2) The shares of the divesting firm should be listed on
the JSE.

(3) Daily share return data is available to meet the
requirements of the empirical testing (which is 279
days prior and 30 days after the official
announcement date).

(4) Any shares suspended for a period of time during
any of the 310 days were excluded from the
sample.

(5) Firms that made multiple MBOs during the 310-
day period were also excluded from the sample.

A total of 38 MBOs met the criteria and were included
in the final sample for this investigation. The data
related to MBO announcements were obtained from
Reuters News, which provides selected news service
stories from Business Day and other financial
publications. This publication was used to identify
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