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1 Introduction

1.1 Relevance and objectives

Takeover$ are economic phenomena which represent one aht incisive events
during the life cycle of any firfA.Their execution bears enormous chances and risks,
not only to directly involved owners and capitabyders but also to the firm’s
remaining constituencies such as workers, custgreappliers and competitot<This

high relevance of takeovers is further underlingdte sheer size of the market for
corporate control. Estimates from the last takeoware suggest that the global
aggregated transaction value ranges from a siz&dhketrillion in calm years (2002)

to a staggering $4.2 trillion in highly active ysa(2007): These values represent
remarkable 3.7% and 11.5% in terms of worldwidesgrdomestic product (GDP).

Consequently, the takeover market represents bnet the largest corporate market.

A central driver behind the last takeover wave Was resurgence of private equity
investor§ alongside traditional strategic investors. Privatgiity investors’ market
presence in terms of competing bids rose to a stagy 36% at the peak of their
activity in 2006 compared to 14% at the bottomhefitt activity in 20071’ Similarly, in
terms of completed deals, private equity investaptured 21% of the tremendous

aggregate takeover volume at the wave’'s peak cadptar 5% of the relatively

! In line with Betton/Eckbo/Thorburn (2008), p.this dissertation uses the term “takeover” for any

transaction irrespective of whether the transaddaonducted as a merger when the prospective
buyer negotiates with target management or asdeteasifer when the bid is made directly towards
the shareholders.

2 Cf. Betton/Eckbo/Thorburn (2008), p. 1.
% Cf. Sudarsanam (2010), p. 1.

Cf. ThomsonReuters/JPMorgan (2009), p. 8, vadwmesnferred from graphs. Thus far, history has
seen the takeover tide rising and falling six timeghe 1900s, the 1920s, the 1960s, the 1988s, th
1990s and the 2000s. Cf. Davidoff (2009) for a itkdadescription of each of these waves.

Cf. ThomsonReuters/JPMorgan (2009), p. 8, vaduwesnferred from graphs.

PE investors are specialized investment firms falrance transactions with small equity portions
and large debt fractions borrowed against the targssets and cash flows prospects.
Consequently, these transactions are referredltvasaged buyouts (LBOs). For more
comprehensive definitions and a discussion of thefe equity business model, see section 2.3.

" Cf. Dittmar/Li/Nain (2010), p. 34.



modest volume at the wave’s bott8rithe high significance of these statistics and
thus of the private equity industry itself beconmasre tangible when looking at
absolute values. It is estimated that over thebdagbut wave cycle (January 2001 to
July 2007) 13,482 leveraged buyouts (LBOs) resuliean aggregate deal volume of
$2.7 trillion? These numbers amount to 63% and 68%, respectioélyhe total
private equity activity recorded since 1970rhe last wave was also characterized by
the extension of the buyout market in terms of gapigical scope. Private equity
activity in the United States (US) was even slighavertaken by Europe, a result
which originates mainly from the sharp rise of thastivities in continental Europé.

In particular, the US accounted for 45.2% of aggtegdeal volume compared to
46.1% for Europé? Continental Europe contributed two thirds to thedpean share,
that is, 30.69% of the aggregate volume which is particularly rekaale when

compared to its mere 3%equivalent during the first buyout wave.

Although LBOs took a swift downturn with the sysienfinancial crises, it seems
rather likely that private equity is here to staydeed, since the first quarter of 2009
LBO activity has shown signs of recovery: both aggite deal values and numbers
have steadily, albeit slowly, increas€dThis upturn is expected to persist if not
accelerate since the industry has a breath tal®@@ ®illion in capital committed by

investors ready to be invested in LBYsAs debt markets show clear signs of

® Cf. ThomsonReuters/JPMorgan (2009), p. 11, vadnesnferred from graphs.
 Cf. Strémberg (2007), p. 30.

10 cf. Strémberg (2007), p. 30.

1 Cf. World Economic Forum (2008), p. 7 of execatsummary.

12 Cf. Stromberg (2007), p. 31. The figures refethi period 2001 to 2007.

13 Cf. Strémberg (2007), p. 31. The figures refethi® period 2001 to 2007.

14 Cf. Kaplan/Strémberg (2009), p. 127. The figueters to the period 1985 to 1989.

15 Cf. Preqin research report January 2011, p.€l, se
http://www.pregin.com/docs/reports/2010dealstafs Jadt accessed on March 29 2011.

Cf. Bain report March 2011, p. 2, see
http://www.bain.com/bainweb/PDFs/Bain_and Compargb& PE Report 2011.pdfast
accessed on April 15 2011.
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improved liquidity}” a conservative estimate based on a 2/1 debt/egaiity and

discarding new funds suggests a deal activity db #lllion in the next few years.

Given the dramatic surge and increased relevangeivdte equity in the last boom
period and its likely persistent economic significa, the industry has naturally
attracted increased public attention. The respeda®bates comprehend a wide range
of topics® but have one thing in common: they clearly illagrthe strong need for
rigorous, unbiased research on the workings ofapeivequity upon which well-

grounded decisions can be made.

Although recent academic work has advanced ourrstateding of the private equity
asset class in general and LBOs in partictl@igh quality research is still rather in its
infancy and much more needs to be learned. Paily situation originates from the
notorious secrecy of the private equity industryheT respective dearth of
comprehensive and reliable data has impeded thigydabidraw clear pictures of even
basic issues such as the risk return profile of akset class. Recent initiatives by
private equity associations themsel¢®eegulators’ commercial data providéfsand
academic® alike are promising steps towards mitigating tésrth of essential data

for private equity research.

Nonetheless, there are slices of data availablectwltian help to advance our

knowledge of PE. At the transaction level, LBOgablicly listed companies provide

7 Cf. Bain report March 2011, p. 2, see
http://www.bain.com/bainweb/PDFs/Bain_and_Compangb&@ PE_Report 2011.pdast
accessed on April 15 2011.

For instance, in terms of recent regulatory dgwelents and discussions concerning the private
equity industry see the Alternative Investment Fiahager's Directive (AIFMD), the Dodd

Frank Act and the Securities and Exchange CommmgSI&C) registration rules and the change of
the United Kingdom (UK) Takeover Code, amongst ghe

18

19 Cf. Kaplan/Strémberg (2009) for a recent literatreview on the research about private equity and

LBOs.

20 Cf. for instance the Walker report.

2L Cf. for instance the Alternative Investment Fivi@nager’s (AIFM) Directive.

22 Cf. for instance Preqjin.

2 Cf. for instance initiatives at the Oxford PrigdEquity Institute and the Center for Entreprersduri

and Financial Studies (CEFS) at Technische Unsitinchen.



access to rich data due to the comprehensive dis@dorequirements of stock
exchange$? Such transactions of large targets are mainly @emeoed during boom
periods when they typically contribute the liontsase to aggregate deal volumes as
evidenced during the first (second) buyout wavéwi®% (34%)> This thesis draws
on these transactions to addréisee largely unanswered research questiaaisthe
investment stage of the LBO process, i.e. the Befeof targets and their pricing.
These questions are derived framo key motivationas will become clear in the

following.

The first key motivationoriginates from the previously mentioned fact tpatate
equity has become an international phenomenon glgni& last buyout wave. Indeed,
the European private equity market has grown siigatger than its US counterpart in
terms of transaction volume and number due to theng growth of continental
Europe®® Anecdotal evidence suggests that continental Euisplikely to play a
continued strong role in the development of thegia equity market. For instance, in
a recent survey among international private equitynd managers by
PricewaterhouseCoopers (PwC), the majority of thenamgers explicitly stated that

their funds “view Western Europe as most attradireuture investment®’

Yet, the majority of research so far has focusedhenUS market&® And there are
plentiful essential reasons to assume that thdtsesam the US markets may not be
transferable to regions such as continental Eutbpeparticular, the law and finance
literature has stressed the significance of cotpayavernance (CG) differences across

financial systems and their impact upon the finag@nd control of corporations. For

24 Clearly, the advantage of comprehensive and sharget data stands vis-a-vis the drawback that

such transactions represent a specific buyout tgpace, the motives behind them may not be
fully congruent with the ones of alternative buytyges.

% Cf. Kaplan/Strémberg (2009), p. 127. The large sif the public targets implies that such buyouts

occur less frequently than buyouts of private comgm

% Cf. World Economic Forum (2008), p. 7 of execatsummary.

27 Cf. Scholich/Burton (2010), p. 9.

28 Cf. for instance Renneboog/Simons/Wright (200@pstate “Hardly anything is known about the

continental European private equity market” (RemogipSimons/Wright (2007), p. 620).

2 Cf. section 3.1 and 4.1 for a discussion of threasons.



this reason, a detailed examination of LBO acqois# in the distinctive continental
European context is both required and compellimmnsgquently, this thesis responds
to the increased relevance of LBOs in continentalofe and the respective lack of

rigorous scientific evidence by addressing theofeihg two questions:

1. What are the investment motives of private equityestors in the distinctive
continental European context?

2. How much do private equity investors pay for camial European firms?

These questions will be answered with a self-ctél@aataset of all LBOs of public
continental European companies completed betwe®&7 &&d 2007 for which the
required data points are available. Notably, theeaech object of publicly listed
continental European target companies unifies tharacteristics which are usually
encountered only separately: market prices and erdrated ownership. This
combination confers a neat advantage for addressiagsecond question. Sharp
pricing measures can be constructed for the ptdnigets in contrast to private targets
but the former still resemble the latter closelyténms of ownership. In a nutshell:
public targets represent an interesting researgbcbliowards understanding LBO

pricing in the continental European context.

The second key motivatioarises from the previously stressed fact thatapeivequity
investors re-emerged in the last buyout wave asigaraus competitor against
traditional strategic investors on the market farporate control. Private equity
investors launched 36% of all competing Bidand closed 21% of the aggregate
industry deal volumé&' Despite this highly interesting competition patteetween the
two investor types across market cycles, theretisadly very little systematic research
which directly opposes and compares these two hmstagonists who act upon the
same market. One exception is Bargeron et al. (R00® provide evidence that
public (and thus predominantly operational) investgay significantly higher
takeover premiums than private equity investorss glap amounts up to a remarkable

63% under standard calculus assumptions. Howevey tface difficulties in

%0 Cf. Dittmar/Li/Nain (2010), p. 34.
3L Cf. ThomsonReuters/JPMorgan (2009), p. 11, theevia inferred from graph 4.6.



empirically unfolding the sources and stress thatenresearch is needed to resolve
this crucial issué Not surprisingly, the aforementioned result hasfeeced critical
voices towards private equity investors by the mubAn often raised argument
concerns potential collusion with target managershe detriment of the company
vendors® There is, however, an alternative argument whicbukl be of central
importance: that of expected operational synergiesbehalf of strategic investors.
This is an intuitive and important argument buteissimation is notoriously difficult, a

task which this thesis tackles.

Consequently, given the controversy about the uyider sources of the pricing
differential between strategic and financial takesvand the lack of respective

research, this thesis addresses the following murest

3. Why do strategic investors pay so much more condp#meprivate equity

investors?

This question will be answered based on a datdsdt imkeovers involving US public
companies as targets and US public companies watprequity investors as bidders,
completed between 1987 and 2009.

1.2 Structure of analysis

This dissertation is comprised of six chapters. gi#ral introduces the motivation,

research questions and structure of the thesis.

% They argue that agency costs on behalf of puaaiipiirers may play an important role since the
premium differential declines with increasing maexd@ ownership. However, they also find that
the premium differential does not vary with indiibmal ownership, a result which casts doubt on
the agency argument since institutional investogscammonly assumed to act as monitors who
curtail managerial misbehaviour.

% More precisely: managers of buyout targets aterpially facing severe conflict of interests when
negotiating with the bidder. On the one hand, theye the obligation to bargain fiercely with the
private equity bidder in order to obtain the optiméce for their shareholders. On the other hand,
they may be offered high-powered incentive consragtthe private equity investor which are tied
to their firm’s value. Hence, they may have a peasincentive to agree to suboptimal takeover
prices to the detriment of their shareholders gdeoto maximize their own personal benefit. For
recent anecdotal evidence see for instance theubwuyd. Crew as described in the New York
Times article “What's Next for J. Crew”, http://dbaok.nytimes.com/2011/03/02/whats-next-for-
j-crew/, last accessed on April 18 2011.



Chapter 2 constructs the framework which the tsrdesequent empirical chapters will
be built upon. Section 2.1 introduces agency themy corporate governance as the
central tenets of this thesis. With respect toldltier tenet, its definition is followed by
a systematic overview of the governance mechaniaw@lable to mitigate the
classical manager-financier agency conflict. Furthié is presented how these
individual governance mechanisms interact in the deminant corporate governance
systems, the continental European and Anglo-Saxodei This is of interest since
the first and second research questions will exarhBOs in the continental European
environment while the third research question witlus on LBOs in the US setting.
Section 2.2 discusses takeovers as the governaadeamsm which is in the focus of
this thesis. The literature is reviewed on whettadeovers confer efficiency gains.
Further, it is assessed how the ownership struciffiects takeovers. Thereby, the
framework for the empirical analyses is sharpenduchv will focus on LBOs in
continental Europe where targets are closely helldter 3 and 4) and the US where
targets are widely held (chapter 5). Section 2.Bags the private equity model and
related academic evidence with an emphasis onnesiment phase. Thereby, the
focus is narrowed down to the very research olpédhis study, takeovers through

private equity investors, i.e. LBOs.

Chapter 3 presents the first empirical study of thiesis. It focuses on the selection
stage of the takeover process and addresses shedsearch question raised in the
previous section: what are the investment motivieprivate equity investors in the
distinctive continental European context? As owhigrén continental Europe tends to
be highly concentrated, it is argued that the itiges of the incumbent large
shareholder to monitor the management and thetprivenefits of control he/she may
derive from the firm are important investment cdesations for the private equity
investor. When measuring the likelihood of a pivatuity acquisition, there is strong
and consistent evidence that both rationales hasigraficant negative impact. This
pattern is predominantly driven by firms whosera#ite controlling shareholder is a

family.



Chapter 4 is comprised of the second empiricalystidhis thesis. It concentrates on
the bidding stage of the takeover process and seslthe second research question
raised in the previous section: how much do privatpity investors pay for
continental European firms? The evidence showspghaate equity investors pay a
final mean premium of 28.3% and that shareholdais gbnormal returns of 13.0%
around the announcement (event day -1 to +1 ([{}),+These values are 3.0 and 7.7
percentage points, respectively, lower than for garable US transactions. In line
with the previous chapter, it is argued that thetidctive ownership pattern of
continental European firms plays a crucial roleexplaining the effects. Indeed, the
regression results lend strong support towardsfalewing view: that both sharp
monitoring incentives of blockholders for curtagimanagerial misbehaviour and the
restriction of their own private benefits consuraptidue to peer cross-monitoring

confers lower premiums and abnormal returns.

Chapter 5 contains the third empirical study o ttiiesis. It focuses equally on the
bidding stage of the takeover process and exantimethird research question raised
in the previous section: why do strategic invesioay so much more compared to
private equity investors? This chapter first regishe pricing differential. In addition
to traditional equity premium measures, the chafgsts novel enterprise premium
measures as suggested by Jenkinson/Stucke (2di®enkerprise premium estimates
are of similar or even larger magnitude (dependinghe calculation approach) than
the equity premium estimates. Hence, the priciriteidintial is not grounded in the
premium calculation approach. With respect to tharees, it is argued that a central
reason behind the premium differential is expecipeérational synergies on behalf of
strategic takeovers, a factor that has been tomaily very hard to grasp empirically.
Exploiting analyst revisions around the takeoviee, ¢thapter calculates a conservative
operational synergy estimate largely free of stawdarestructuring potential to be
approximately three times the size of the premiudoBar value. Further, controlling
for operational synergies in a cross-sectionairggettenders the premium differential
insignificant. These results underline the decisiode of expected operational

synergies in explaining the premium differential.



Chapter 6 concludes the thesis. It summarizes déselts and contributions and

provides avenues for future research.
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2 Background

This chapter provides the basis on which the tlemirical chapters will be built
upon. Section 2.1 introduces agency theory andocat@ governance as central tenets
underlying the private equity model. Section 2.2cdsses takeovers as an important
governance mechanism. Section 2.3 presents that@raquity model with a special
focus on the investment phase, i.e. takeovers gftrquivate equity investors which

are commonly referred to as leveraged buyouts (DBOs
2.1 Agency theory and corporate governance

This section introduces agency theory and corp@aternance following Becht et al.
(2005), Gillan (2006), Tirole (2006) and Moldenhau@007). These concepts
represent the central theoretical tenets underlyivegprivate equity model. Section
2.1.1 defines the concept of agency costs and showst is related to the ownership
and capital structure of the firm. Section 2.1.8rdes corporate governance, outlines
the mechanisms available to mitigate the agencylicorbetween investors and
managers and presents how these interact in thelbnonant corporate governance

systems, the Anglo-Saxon and the continental E@opeodel.
2.1.1 Principal agent relationships and costs

“The directors of such [joint-stock] companies, rexer, being the
managers rather of other people’s money than oir tben, it cannot
well be expected, that they should watch over tih Whe same anxious
vigilance with which the partners in a private cojpeery frequently
watch over their own. Like the stewards of a richnmthey are apt to
consider attention to small matters as not for tmeaster’'s honour, and
very easily give themselves a dispensation fromnban. Negligence
and profusion, therefore, must always prevail, moreless, in the

management of the affairs of such a company.” ASanitt*

% Cf. Smith ([1994]1937), p. 700 according to Jefskeckling (1976), p. 305.
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In his seminal work “An inquiry into the nature acaluses of the wealth of nations” of
1776, Adam Smith already pointed towards the specablems arising in an agency,
the delegation of work from one party (the prinjga another one (the agent). It was
not before 200 years when this important notion feasally integrated into rigorous
economic analysis by Ross (1973) and Jensen/MecKli#76)* It became known as
principal agent theory and established itself as oh the dominant tenets of the

financial economics literature.

In contrast to the neoclassical view of firms amfde) production functions, agency
theory as a representative of the institutionalspective considers firms as an
aggregate of economic agents with individual irg&s® Firms are interpreted as
“legal fictions” that serve as nexuses for contratrelationships between individual
economic agent¥. In this context, an agency relationship (or prpati agent
relationship) is defined as a contract under whicte party, designated as the
principal, engages another party, designated aagést, to execute some task on their

behalf and therefore assigns decision making aitghr

These relationships entail costs if the followingptkey assumptions are met. First,
both the principal and agent behave as homo oedensem.e. they maximize their
own personal utility which entails a conflict of témest® Second, information
asymmetries between the principal and agadverse selectiorelates to asymmetric
information before the contract is closed, i.e. ety with more information is
induced to behave opportunistically before an agere is reachet®. Moral hazard
refers to information asymmetries after the contiacclosed which motivates the

party with more information to behave opportuniig after contract conclusiot.

% It builds on property rights elements from Cogl#37).

% Cf. Rudolph (2006), p. 119.

87 Cf. Jensen/Meckling (1976), pp. 310-311.
¥ Cf. Jensen/Meckling (1976), pp. 308.

% Cf. Jensen/Meckling (1976), pp. 308.

0 Cf. Leland/Pyle (1977).

*L Cf. Akerlof (1970). Moral hazard can be furthgstematized into hidden information and hidden
action. Cf. Furubotn/Pejovich (1972), p. 196.
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Jensen/Meckling (1976) analyse agency relationshipgveen owner managers
(agents) and outside financiers (principals), themelivering a formal analysis of the
problems arising from the separation of ownershigh @ontrol as first noted by Smith,
Adam ([1994]1937) and substantiated by Berle/Mgd882). Under the outlined key
assumptions, the firm incurs agency costs which lbansystematized into three

components:

* Monitoring and incentivation costs: The expensesiired by the principal for
monitoring and incentivizing the agent not to takgortunistic actions®

» Bonding costs: The costs incurred by the agentdeoto signal the principal
the quality of her/his actions.

* Residual loss: The loss due to remaining divergesicenterest between the
principal and agent after the optimal amount of matng and bonding has

been incurred.

Based on these agency costs, the authors devéhgory of the ownership and capital
structure of the firm. As a starting point of thainalysis, they use the case of an
entrepreneurial firm which is held completely by tbowner manager. Agency costs
arise when the owner manager sells residual cleorositside financiers, i.e. to outside

equity and debt providefs:

« Agency cost of outside equiffflhe owner manager maximizes her/his utility by
consuming both pecuniary returns and non-pecunigttyns:* At the starting
point of 100% ownership by the owner manager, tbesaemption of non-
pecuniary returns by the manager is mirrored ie@uml decrease of firm value.
As soon as the firm raises outside equity, partthefrespective decrease in

firm value are transferred to the outside equitydés. The owner manager

2 Jensen/Meckling (1976) denote these costs sataitoring costs” but mention in footnote 9 on
page 308 that it includes the costs arising frocetivation.

3 Cf. Junker (2005), p. 37.

* Jensen/Meckling (1976) mention as examples farpexuniary benefits “[...Jthe physical
appointments of the office, the attractivenessefdecretarial staff, the level of employee
discipline, the kind and amount of charitable cimitiions, personal relations (“love”, “respect”,
etc.) with employees, a larger than optimal compiatglay with, purchase of production inputs
from friends, etc.” (Jensen/Meckling (1976), p. B12
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does not bear the full costs anymore and thus ceesumes non-pecuniary
returns resulting in agency costs. Consequently, rttore outside equity is
raised, the higher are the agency costs of equity.

* Agency costs of debin principle, the agency costs of outside equityldde
avoided if one substitutes the outside equity febtd However, debt incurs
agency costs as well. In case debt is taken onmémeager owner is likely to
engage in asset substitution, i.e. in actions ¢eeise their payoff at the cost of
debt holder$? Black/Scholes (1973) show that owning equity ia fihm can be
interpreted as a European call option on the vafuie firm with an exercise
price equal to the face value of debt. Put diffdyethe equity holders have the
right to buy the firm back at the expiration dabe the face value of debt. Since
the value of the option rises with the varianceéhaf underlying, the manager is
induced to engage in higher risk investments lgadinagency costs of debt.
The more debt is raised, the higher are the ageostg of debt.

These mechanisms are exemplified in Figure 2-1ctomA; shows agency costs of
debt, A; agency cost of outside equity adg total agency costs. All three functions
are drawn for two different amounts of outside ficiag K; andK, (K; > K;) while

the value of the firm V* is held constant.

5 Cf. Jensen/Meckling (1976), p. 345-350. Furthrebfems may be underinvestment as described by
Myers (1977) and claim dilution as described byt8fWarner (1979).
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High outside
,,,,,,,, financing (K))
ArE LK)
Agency

costs A (E , K) As(E , Ky)
,,,,,,, Low outside
Ar(E, Ko) ,,,,,,,,, financing (Ky)

Ao (E  K) 7N As(E . K)

0 Fraction of outside financing obtained from equity 1

Figure 2-1: Agency cost functions for differentdés of outside financing
Source: Jensen/Meckling (1976), p. 363.

First, focusing on the three agency cost curves wespect to the level of outside
financing K,, one can see the aforementioned, intuitive redlah@ that agency costs
of outside equity (debt) increase (decrease) wWith groportion of outside equity to
external financing. Agency costs of outside eq(atigbt) show a marginally increasing
(decreasing) form. Consequently, there is an optima of debt and outside equity
which minimizes total agency costs. Second, theréghows what happens if outside
financing relative to inside financing is decregsee. K; decreases t&, (but the
value of the firm V* is kept constant). This leadsan overall decline of agency costs
At which is caused by both agency costs of outsidéyed, and agency cost of debt

Ag. Consequently, if manager-owners are incentiviedtl larger ownership stakes,

agency costs are lower.
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Both points lie at the heart of the private equitydel (Jensen (1986), Jensen (1989))

as will become evident in the remainder of thisptea
2.1.2 Corporate governance

Section 2.1.2.1 defines the term corporate govemamd thereby establishes the ties
to the previous chapter. Section 2.1.2.2 givegstematic overview of the governance
mechanism available to mitigate the classical ppeic agent conflict between

investors and managers. Finally, section 2.1.2&semts how these mechanisms
interact in the two dominant corporate governarngtesns, the Anglo-Saxon and the

continental European model.
2.1.2.1 Definition

Corporate governancés a widely used term in almost any disciplinetloé social
sciences. Consequently, there exists no unifiedhitieh; corporate governance is
subject to a wide range of understandings. Frorea@momist’s perspective, a rather

broad view of corporate governance is providedigy@ECD (2004):

“Corporate governance is one key element in imprgvieconomic
efficiency and growth as well as enhancing investanfidence.
Corporate governance involves a set of relationshipetween a
company’s management, its board, its shareholdersl aother
stakeholders. Corporate governance also providessthucture through
which the objectives of the company are set, andhtkans of attaining
those objectives and monitoring performance arembeined. [...] The
presence of an effective corporate governance rmyst@ithin an
individual company and across an economy as a wihelps to provide
a degree of confidence that is necessary for tioggar functioning of a
market economy. As a result, the cost of capitdduger and firms are
encouraged to use resources more efficiently, theranderpinning
growth.”*®

6 Cf. OECD (2004), p. 11.
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Hence, this definition stresses the systemic charaaf corporate governance in
promoting the development of a strong market econofmnarrower definition of

corporate governance has been articulated by ShMishny (1997).

“Corporate Governance deals with the ways in whsppliers of
finance to corporations assure themselves of gettirreturn on their

investment.*’

This definition departs from the agency problemsoemtered in modern corporations
as outlined in section 2.1.1 (Smith ([1994]1937),erlB/Means (1932),

Jensen/Meckling (1976)). It focuses on the costposed by the separation of
ownership and control, that is, the costs arisiramf conflict of interests between
corporate managers and financiers. Consequently, difinition embeds the term
corporate governance into a corporate finance fwarie and therefore represents the

primary reference point for this dissertation usletherwise specified.
2.1.2.2 Corporate governance mechanisms

How do investors get managers to give them themeydack? The literature usually
categorizes the respective measures into interrthbaternal governance mechanisms
as outlined in Figure 2-%. These measures are framed by the underlying &g#&m:

it shapes the specific design and effectivenesh@findividual mechanisms and, in
turn, their interdependenci&%. This section systematically introduces the irdliil
governance mechanisms. The next section presentstiey interact in the two
dominant corporate governance systems, the AngtoiSaand the continental

European model.

" Shleifer/Vishny (1997), p. 737.

8 Cf. Jensen (1993), p. 850, Weston/Siu/Johnsodl(2@p. 598-615, Gillan (2006), pp. 382-384 and
Moldenhauer (2007), pp. 17-22.

%9 Cf. Shleifer/Vishny (1997), p. 739; Gillan (2006) 383.
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/ Legal regulations \

Gernal control mechanisms\ é(ternal control mechanisms\

e Board of directors » Capital market

 Incentivation of managers » Market for corporate control

< Monitoring by incumbent * Monitoring by potential
blockholders capital providers and

< Monitoring by incumbent information providers
debtholders * Product market competition

« Monitoring by other contracting Factor market competition
parties Labour market for managers

\ j \ (external) /
\ /

Figure 2-2: Overview of corporate governance meismas
Source: Author’s illustration following Jensen 98), p. 850, Weston et al. (2001), pp. 598-615t Bot
(2002), pp. 3-4, Gillan (2006), pp- 382-384 and Idéahauer (2007), pp. 17-22.

With regard to thénternal governance mechanisnasprimary role is often assigned to
the board of directors or in the case of two-tier boards, to the supsenyi board?®
Appointed by the shareholders, the board has aciady duty to monitor the
management. Their responsibilities span from evagacentral corporate decisions
such as divestments, acquisitions or tender offgrpotential acquirers to overseeing
compensation, risk management and audits, amortgetsd’ Research on boards
focuses mainly on their structure and the compérsatf their memberd With
regard to the board structure, much work has exadnthe effects of board size and

directors (lack of) independence from managemenfirom value®® With regard to

0 Cf. Gillan (2006), p. 385 and Tirole (2006), p. 2
®L Cf. Tirole (2006), pp. 29-30.

%2 Cf. Moldenhauer (2007), p. 19.

3 Research on the independence of directors isailgteonstrained to one-tier board systems since

in two-tier board systems, such as Germany, onigiders are eligible to join the supervisory
board. For work examining the costs and benefitdiretctor independence see Fama (1980),
Hermalin/Weisbach (1988), Rosenstein/Wyatt (19B@ynhart/Marr/Rosenstein (1984),
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compensation, structuring an efficient compensasigsiem including performance-
based components has been in the focus of intéréghile from a theoretical point of
view, one would expect the board of directors tpresent a rather effective
governance mechanism due to its legal obligatiomatds shareholders, the more
common perception is that boards are rather “[..éffactive rubber-stampers

controlled by, rather than controlling, managentent.

Incentivation of the management boarepresents a complementary, more direct
governance lever. Its objective is to discourageagarial malpractice ex-ante. While
this idea sounds straightforward, structuring adégeompensation is not. The typical
compensation package constitutes a fixed salarjpormus based on short term
accounting performance and a stock-based participgian in the form of straight
stocks and options. The latter two components appased to induce managers to
internalize shareholder’s interests. This notios naceived academic evidence, in
particular in the early 19908 and there has been a trend towards higher com@msa
levels with more emphasis on the variable comp@rsatomponentd’ However,
there is also widespread concern about the effichdiiis trend by both practitioners
and academics alike. In particular, concerns abmutbeneficial pay for performance
relationships and drawbacks of options such asléimger of substantial risk taking by

managers have received increased atterifion.

Borokhovich/Parrino/Trapani (1996), Yermack (19949/derness/Kroszner/Sheehan (1999),
Peasnell/Pope/Young (2003) and Hermalin/Weisbaga3R

For work examining the link between board compéna and firm value see Mehran (1995) and
Core/Guay/Larcker (2003), amongst others.

% Cf. Tirole (2006), p. 30.
56

54

For work on ownership see according to GillarO@0p. 387, for example Demsetz/Lehn (1985),
Morck/Shleifer/Vishny (1988) and McConnell/Servg&890). For work on compensation see for
example Murphy (1999), Bebchuk/Fried (2003), CotelBLarcker (2003) and
Core/Guay/Thomas (2005).

" Cf. Tirole (2006), p. 24.

°% For work on the executive compensation contrgvees for example Jensen/Murphy (1990),

Haubrich (1994), Core/Guay (1999) and Guay (1988).work on the drawbacks of stock options
such as increased risk taking see for example Aahdohn/Sundaram (2000),
Brenner/Sundaram/Yermack (2000), Chance/Kumar/{2aa0), Carter/Lynch (2001),
Chidambaran/Prabhala (2003), Coles/Hoi (2003) avgeRs (2005).
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The incentives to closely follow the actions of tmanagement and to stop value-
decreasing policies increase with the stakeowhershipin the company. With the
exception of the US and the United Kingdom (UK).cartain degree of equity
ownership concentration is encountered in most eones around the worfd.
Monitoring of the firm by incumbent (i.e. interndlockholdershas been associated
with increased shareholder vaffeHowever, this observation has to be treated with
care. First, the relationship between concentratedership and firm value is blurred
by endogeneity issuéS.Second, while increased ownership is likely tailiei more
stringent oversight of managers, it may also irmsts, such as the potential for self-

dealing on private information at the cost of remitag shareholder¥.

Similarly, monitoring by incumbent debt holdaepresents an important governance
mechanism. When large amounts of debt financingpao®ided, creditors such as
banks typically include rigorous covenants in thespective debt contract.
Consequently, creditors have the right to enforchange of control when interest and
or principal payments are not met. Therefore, nmomg by incumbent creditors to
ensure proper interest and principal payment shadlipline manager’s incentives to

divert free cash flow&?

In addition to these four central internal govelg®mechanisms, all institutions or
persons with which the company has a contractlatioaship can be interpreted as
internal governance mechanisms. For example, eraptoynay be disappointed by
self-dealing managers and consequently might vealdtdw such insider information

to the pres§?

% Cf. for instance Becht/Bolton/Réell (2005), p.ad Tirole (2006), pp. 39-40.

80 Cf. Shleifer/Vishny (1986), Dlugosz et al. (2006)onqvist/Fahlenbrach (2009) and further
sources in Gillan (2006) and Bebchuk/Weisbach (2010

81 Cf. Demsetz (1983), Demsetz/Lehn (1985) and Derhé#lalonga (2001).
62 Cf. Tirole (2006), pp. 41-42.

83 Cf. Harvey/Lins/Roper (2004).

8 Cf. Jensen (1986) and Jensen (1993).

8 Cf. Moldenhauer (2007), p. 20.
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Whereas internal control mechanisms stem from m’'sircontractual relationships,
firm governance is also determined byternal mechanism@hich evolve from its
competitive environment. In particular, prior wdnks stressed the controlling forces
of product and factor marketghe labour market(for managers) and theapital
market including (i) monitoring by potential capital prders and information

providers (such as stock analysts) and (ii) theketdor corporate control.

In all cases, the underlying argument is that cditipe would not allow managers to
divert substantial corporate resources; otherwiesd companies would be driven out
of the market. Hence, the author refrains from gméag each of these external
governance mechanisms in detail. Section 2.2 wdlvide a detailed picture of the

market for corporate control since takeovers atbénfocus of this dissertation.
2.1.2.3 Corporate governance systems

The interaction of the internal and external goaeae mechanisms described in the
previous section is shaped by the policy envirorimdémat is, laws that govern
contracts and their enforcement as well as moregaeaonomic oriented policy levers
such as tax and labour regulatiSAsConsequently, each jurisdiction can be
understood as a particular governance regime oersydVhile globalization has led to
some convergence of governance systems in mosheelaeconomies, there still
exist marked differences. Departing from the twodar legal traditions of common
and civil law, the literature exemplifies thesefeliences by contrasting two stylized,
polar systems: the Anglo-Saxon, capital marketnteie system and the continental

European, corporate law-oriented system.

The Anglo-Saxon capital market-oriented system asel on strong protection of
investor’'s property rights. Shareholders enjoyrggraninority protection, can transfer
their stakes at little cost, rely on shareholdeertied fair value accounting standards

and have powerful rights to sue managers for bregdeir fiduciary duty to act in

% Cf. Tirole (2006), pp. 53-54.
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the best interest of shareholders, such as classdawsuits’’ This strong protection
affects the development of equity capital mark&ts. common-law-oriented countries
such as the US and the United Kingdom (UK), re@sivmore companies go public
and the ratio of equity capital market capitaliaatto gross domestic product is larger
than in civil law countries such as Germ&nyn the same vein, countries with strong
investor protection are less likely to require aaaantrated ownership with large
blockholders who have the incentive and power td amanagerial misbehaviour.
There is widespread evidence for this notion: Arfgéxon companies are
predominantly owned by a set of widely disperseatsholders? These shareholders,

however, can rely on a highly active takeover maalsedisciplinary mechanisfh.

The remaining stakeholders of the corporation ardowed with comparably few
rights in the Anglo-Saxon system. Creditors suclbasks have historically enjoyed
relatively little protection in the US. The banktap process allocates substantial
rights to the judge which severely limits bank umfhce in the restructuring and
liquidation proces&’ Further, until 1999 the Glass-Steagall act preseanks from
directly owning significant stakes in industrial rporations and thus from
strengthening their influence, for instance by segdepresentatives to the bodrd.
Similarly, employees have less voice in the Ango«® model, for instance they
have no say in appointing board members. Conselguémt is why the Anglo-Saxon

corporate governance system is often referred shaeholder-oriented.

In comparison to the Anglo-Saxon system, outsidd amnority shareholders are

generally less protected in the continental Europgarisdictions with the

87 Cf. Shleifer/Vishny (1997), pp. 769-770, Dietb@8), pp. 147-155 and Scott (1999), p.6 according
to Moldenhauer (2007), p. 23.

8 Cf. Porta et al. (1997), pp. 1131-1150.
89 Cf. Tirole (2006), pp. 54-55.
0 Cf. Shleifer/Vishny (1997), p. 754 and Becht/BaltRéell (2005), p. 73, amongst others.

L Cf. Shleifer/Vishny (1997), pp. 769-770 and Mardya/Renneboog (2008), p. 2148, amongst
others.

2 Cf. Hotchkiss et al. (2008), p. 13.

3 Cf. Becht/Bolton/Réell (2005), p. 51 and Moldenér(2007), p. 24. In the United Kingdom (UK),
creditors enjoy better rights due to the receivprapproach. However, banks do not own
significant stakes in corporations such as in Gegm@&f. for instance Davydenko/Franks (2008).
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Scandinavian civil law system offering the mosg Berman intermediate and the
French the lowest protectidh This pattern is in line with the observation teguity
capital markets in continental Europe are relagighall when set in relation to gross
domestic productiofr Further, the relatively poor shareholder protectizay explain
why ownership in these jurisdictions is generalbncentrated in the hand of large,
long-term oriented blockholdef8. These large shareholders have the ability to
interfere with management and therefore to limé thgher risk stemming from the
lower shareholder protection. An alternative, mpessimistic view is that it enables

them to consume private benefits at the cost obniynshareholders.

Creditors which consist predominantly of banks play important role in the
continental European system. Corporations usualjage in long-term relationships
with their banks. Thereby banks can accumulate aldéu information about their
clients.Due to their crucial function as debt provider (fotute rounds), they have a
voice in the government of the firm, even if they dot hold substantial equity
stakes.” Furthermore, banks usually fulfil a dual role imetcontinental European
system in the sense that they act as (shadow)yelgpiiders. On the one hand, banks
sometimes own direct equity stakes in firms, ondtieer hand they can exert control

through proxy voting for absent sharehold@rs.

Employees as further stakeholders are typicallytgch more beneficial rights in the
continental European context, though there arecafswariations among jurisdictions.

Most notably, employees’ interests in Germany hiaigéorically been considered by

" Cf. Porta et al. (1997), p. 1132.
S Cf. Tirole (2006), pp. 54-55.

6 Cf. Gugler/Mueller/Yurtoglu (2004), p. 137. A cplementary view is that in Anglo-Saxon
jurisdictions there are regulations which hampeaificial institutions and large investors in their
monitoring efforts. See Becht/Bolton/Réell (200%)34 and sources therein.

" Cf. Becht/Bolton/Réell (2005), p. 52.
8 Cf. Baums/Fraune (1995) according to Becht/BdRdéell (2005), p. 51.
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the act of codetermination, i.e. the right to appdialf of the supervisory board

members which oversee manageniént.

The market of corporate control as the primary miegovernance mechanism has
historically been less vital than in the Anglo-Saxoarkets. However, this stylized
fact has changed with the fifth takeover wave ef 1990s when continental European
firms matched their US and UK counterparts forfthe time in pursuing takeovef$.

Further, when focusing on LBOs, the transactioruna in continental Europe has

surpassed the UK in the second buyout wave of #06£"
2.2 Takeovers

This chapter introduces takeovers as a centralrredtegovernance mechanism
following Burkart/Panunzi (2008). Section 2.2.1 lm#&s the economic functions of
takeovers and the related evidence on efficienagsgeSection 2.2.2 analyses the
effect of ownership structures on takeovers. Thetakeovers are embedded into the
two stylized corporate governance systems desciibélde previous section and the
theoretical foundation for the empirical chapte@8 4 is set which focus on LBOs in

continental Europe.
2.2.1 Economic function and efficiency

There are two broad economic rationales for takesov@st and in line with a pure
agency cost perspective, improved management dfrthis existing resources which
is also often referred to as managerial skill aspectively, as rectification of
managerial failure argument. Second, generatiosyokrgies, i.e. additional value

stemming from the combination of two firms which w@ have not been available to

" with the introduction of the Societas Europaeg)(8ompanies have nowadays theoretically the
option to diminish employees’ say in boards. Incicee, however, this has not happened as
evidenced by the cases of Allianz, Fresenius un8BANIth respect to traditional legal corporate
forms, Moldenhauer (2007) notes that “similar sl stringent forms of codetermination exist in
Hungary, Slovenia, Slovakia, Poland, Austria, Lukenrg and the Netherlands. [...] France and
Italy have provided companies since 1996 and 2@3®ectively, with a choice to implement one
tier Anglo-Saxon or two-tier German board modeMb(denhauer (2007), p. 25).

8 Cf. Martynova/Renneboog (2008), p. 2148.
8. Cf. Kaplan/Strémberg (2009), p. 127.
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these companies operating independefitiutsiders, who expect to be more
competent in running the firm’s existing resouraad/or generating synergies, will try
to gain control in the market for corporate contsaice they expect to realize a
profit.®® Hence, takeovers shall lead towards a value-maiimi policy
complementing other external and internal goveraanechanism&' More precisely,
the market for corporate control can promote vajeeeration in two ways: in the
explicit form of an actual takeover and in the implform of a general takeover
threat. In the following, the empirical evidence walue creation stemming from the
former is first reviewed before the respective ewick on the latter is discussed which

is more difficult to grasp.

The economic consequences of takeovers are ofteroxamated using stock price
reactions to bid announcements. The evidence fhagrstream of the literature can be

summarized as follows:

» target shareholders gain significantly with abndrrmeturns ranging from 15%
to 30% in the Anglo-Saxon contéxtto 10% in the continental European
context®®

» acquiring shareholders seem to neither gain noselasubstantially with the
evidence being far more variable; some studiesrtigoslightly positive®’
negativ&or statistically insignificaiff abnormal returns,

« the combined effect being slightly positive in thege from 1% to 3%

82 Cf. Damodaran (2005), p. 3 and Burkart/Panur@0g, p. 2.

8 A takeover can be either conducted aseagerwhen the prospective buyer negotiates with target

management or astender offerwhen the bid is made directly towards the shaddrsland hence,
target management is bypassed.
8 This positive view dates back to Manne (1965).

8 Cf. Andrade/Mitchell/Stafford (2001), Bruner (Z)Gand McCahery et al. (2004) for literature
reviews.

8 Cf. Campa/Hernando (2004) and Goergen/Rennel2afi).

87 Cf. for instance Goergen/Renneboog (2004) anev&xh{1996).

8 Cf. for instance Andrade/Mitchell/Stafford (2001)

89 Cf. for instance Stulz/Walkling/Moon (1990).

% Cf. for instance Andrade/Mitchell/Stafford (20Gid Campa/Hernando (2004).
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Hence, on average takeovers create gains for stidezk with the majority, if not all,
being consummated by target shareholders. Sineeelsblders are the residual
claimants of the corporation after all other cociinal obligations have been met, these
gains are often interpreted in the sense that tedtealo create value. This conclusion,
however, is based on strong assumptions such aabience of redistribution and
externalities as well as efficient stock marketenee, shareholder wealth gains are

only indicative of efficiency improvements.

If takeovers lead indeed to efficiency improvemeriteey should be reflected in
improved operating performance. The evidence omabipg performance following
takeovers, however, is not clear-cut. While somadiss find a significant
improvement relative to peers in the post-takeeziod?* others find a statistically
insignificanf? or even negativé performance development. It has to be stressed,
however, that operating performance studies habe toterpreted with care. They are
plagued by methodological difficulties such as lhek of adequate benchmarks and
the low degree of comparability due to differentfpemance measures and assessment

periods, amongst othet5.

The lack of unambiguous evidence for value creafgiamming from the operative
performance literature) and the high takeover puemsi for target shareholders gives
rise to the conjecture of wealth transfers. Onathe hand, there is the potential for the
redistribution of wealth from the acquirer (sharelos) to the target (shareholders).
Explanations for such transfers include over-opimt or simply self-serving actions
(diversification of human capital rigk and/or empire buildirj) on behalf of

acquiring managers. The empirical literature haséeidence to the redistributive role

9L Cf. for instance Lichtenberg et al. (1987), Lafiberg/Siegel (1989) and Healy et al. (1992).

92 Cf. for instance McGuckin/Nguyen (1995) and Sch@a02).

9 Cf. for instance Ravenscraft/Scherer (1987).

 The evidence on improved operating performantbeviing a takeover is rather clear for leveraged

buyouts. The majority of the private equity litena finds that LBO targets improve their
performance following the buyout. Cf. section 2.f®2details.

% Cf. Roll (1986).
% Cf. Amihud/Lev (1981).
97 Cf. Marris (1963) and Marris (1964).
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of both rationale$® However, target shareholders cannot solely gatheatost of the
acquirer shareholders since the combined sharahodtiens are (slightly) positive.
Alternatively, target shareholders can also berfiedinh a redistribution of wealth from
target stakeholders, i.e. employees, creditorssuwmers and the government as the tax
authority. There is empirical evidence which suppohese concerfis.However, the
stakeholder wealth losses are relatively small wdwnpared to the target shareholder
gains. Consequently, from an overall perspectivappears that takeovers lead to

efficiency improvements even if they are limitedheir size.

In addition to actual takeovers, the general thoded takeover is also contended to
induce managers to maximize the value of the fiAm. often mentioned example
underlying this claim is the 1980s when high talexactivity driven by private equity
funds coincided with ample restructuring by inténmanagers’® However, the threat
of a takeover can also confer distorted managéeakviour not necessarily in line
with value maximization. Often cited examples farcls behaviour include the
adoption of takeover defences (such as poison, giliggered boards, litigation and
the likes®), entrenchment (e.g. in the form of changing tme's direction more
towards their own managerial skill 8 or underinvestment (e.g. in firm-specific
human capitdf® or research and development, i.e. sacrificing {@mm for short-term

profitability’® due to the risk of getting fired.

% With respect to evidence on the overoptimism emejut see for instance Malmendier/Tate (2008).
With respect to evidence on the self-serving ratiensee for instance Lewellen/Loderer/Rosenfeld
(1985) who show that acquirers with high managewatership engage in takeovers with higher
bidder returns.

9 Cf. Shleifer/'Summers (1988). For work focusingemmployees see for instance Rosett (1990), for
work on creditors see for instance Marais/Schiggraith (1989), for work on consumers, i.e.
market power see for instance Eckbo (1983) and/éok on the government, i.e. tax savings see
for instance Auerbach/Reishus (1988).

19 Cf. Holmstrom/Kaplan (2001), p. 121.
191 Cf. Tirole (2006), pp. 45-46.

192 £, Shleifer/Vishny (1989).

193 Cf. Shleifer/Summers (1988).

104 Cf. Stein (1988).
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Empirical evidence on whether takeover threats udtienately rather beneficial or
detrimental to shareholders is inconclusive. Mdsthe work examines the effect of
takeover defences on share returns and firm pediocet’® The evidence tends
towards the view that anti-takeover devices slighiticrease shareholder vatffe

without preventing many takeovers but the evidéaseeak at best’

Consequently, there is more research needed irr twdevaluate whether the mere
threat of a takeover leads to additional value g besides the modest efficiency

gains arising from actually completed transactions.
2.2.2 Takeovers and target ownership structure

Motivated by the observation from section 2.1.28t icompanies are held differently
in the Anglo-Saxon and continental European comgogmvernance systems, in the

following, the effect of the ownership structuretakeovers is assessed.

The seminal work of Grossman/Hart (1980) represémesreference base for this
analysis. They analyse the bid process for a vialaeasing takeover of a target
which is owned by a large number of shareholdeasheof them holding only an
atomistically small proportion of the shares. lis thetting, each individual shareholder
assumes that s/he is not pivotal for the succesizeafansaction and opposes the costs
and benefits under the two outcome scenarios: sacmed failure of the takeover. In
case the takeover fails, i.e. less than 50% otHaes are tendered, her/his individual
decision will be irrelevant since the value of her/share will remain unchanged
either way. In case the takeover succeeds, s/hddwegeive offer price p when
tendering but post-takeover value x when holdingne¢, it follows that the individual
shareholder will not consider tendering before padg| at least x. However, at this
point, the bidder would not make any profit anymbré incur a loss if cost ¢ for
launching a bid is assumed. Consequently, evergththe takeover would be value

increasing, it will not proceed due to the freamgdbehaviour of the small individual

195 For surveys, see Coates (2000) and Weston/Mitbheherin (2003 ).
19 |n particular, most studies find insignificant shaeactions but higher takeover premiums.
197 Cf. Burkart/Panunzi (2008), pp. 9-12.



28

shareholders to hold out for the maximal gain. &@ely, this theoretical result is
extreme but offers a plausible explanation why nobghe takeovers gains - as noted

in the previous section - accrue to target shadshmsl

In practice, there are several ways of how to midgthe free-rider problem in

takeovers, i.e. to increase the share of gainsucomated by the bidder:

1. Post-takeover dilution of minority shareholders; ifastance, in the form of a
two-tier offer where the second offer to remain{mginority) shareholders is
below the initial offer or, in the form, of selftseng asset transfers below fair
market values (Grossman/Hart (1980)).

2. Pre-takeover acquisition of a toehold (Shleiferivig (1986) and
Chowdhry/Jegadeesh (1994)), i.e. the purchase obrapany stake in the
market at pre-bid prices.

3. Financing the takeover with debt backed by theetésgassets and future cash
flows (Muller/Panunzi (2004)), the increase in d&wers the post-takeover
share value (since debt is senior to equity) aretethy the shareholder’'s
incentive to hold out.

4. Squeeze-out rights, i.e. the right to force renmgnshareholders to sell their
shares (Yarrow (1985) and Amihud (2004)).

These mechanisms underline that takeovers of fwitk a dispersed ownership
structure can be profitable for bidders. Howeviee, ¢mpirical evidence presented in

the previous section illustrates that the upsideniged.

Most companies around the world do not have a widbspersed but rather a
concentrated ownership structure. How does suclal@nnative ownership pattern
influence takeovers? This is a complex issue beiigen by several factors which
may be categorized intbargaining and agency costeasons’® From abargaining

view, the presence of a blockholder may help toigaié the free-rider problem.
Bidders may start a takeover by directly approaghand negotiating with the

blockholder. In such bilateral private negotiatidaagyain an irrevocable commitment,

1% A comprehensive, meta-analysis of this topic issinig in the finance literature.
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the bidder may be able to purchase a stake belewdbkt-takeover value making the
takeover profitable and consequently more liK&8\Certainly, the ultimate price will
depend on how pivotal the blockholder stake istlh@r successful completion of the
transaction. However, since the free-rider problesms been shown to be of rather
minor importance in practice (Eckbo (2009)), thepeimal chapters 3 and 4 of this
dissertation will rather not examine the blockholdgucture from dargaining view
but from anagency costview. According to this view, there are three impat
considerations. First, incumbent blockholders miwgaay have actively engaged in
monitoring thereby making the target less attracijven their lower potential for
reducing agency costs, i.e. creating value. Secobiwtkholders may appropriate
substantial private benefits thereby making a ta&edess likely since the target will
only be sold if the blockholder receives a premiuimch compensates her/him for the
foregone private benefits of contfdf. Third, the monitoring and private benefit
incentives are likely to be determined not onlythg size of the blockholder but also
by her/his identity* Overall, given these three rationales, it willib&resting to test

empirically how they affect the takeover decisigrtie private equity investor.
2.3 Private equity and buyouts

The following sections describe the private eq(f) model with an emphasis on the
investment phase, i.e. buyouts. Section 2.3.1dnires the reader to the private equity
terminology and briefly outlines the stylized rolefsprivate equity investors over the

lifecycle of a fund. Section 2.3.2 focuses on thestment phase, i.e. buyouts. The

business model of private equity investors in tewhgovernance, operational and

199 Further, if the ownership block is sufficientlyde, the raider may bypass the free-rider problem
altogether gaining instantaneous control. Cf. WiMyeir/Burrows (2007) and Burkart/Panunzi
(2008), pp. 17-18.

191n many firms there is a violation of the one-ghane-vote principle (Grossman/Hart (1988)) as
the large shareholder holds more voting rights tteeat flows rights. Hence, the potential for
minority shareholder expropriation is substantgtte large shareholder has sufficient control to
dominate the firm combined with relatively low owslkeip which reduces her/his direct cost from
stealing the firm’s assets. Bebchuk (1999) predagbositive relationship between control
exercised by the large shareholder and the siberdfis private benefits. Barclay/Holderness
(1989), Zingales (1994) and Dyck/Zingales (2004\vjate empirical evidence in favour of such a
relationship.

11 Eor a more detailed discussion, cf. section 3aad 4.2.1.
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financial engineering is examined and the empiritafature on how it impacts (i)
takeover pricing, (ii) operational performance le portfolio company level and (iii)

financial returns (gross- and net-of-fees) at thalflevel is reviewed.
2.3.1 Definitions and basics

There exist no uniform definitions of the termsitate equity” and “private equity
investors”, respectively’> A classification which has received a relativelydev
acceptance in the literature is provided by Feral.€61997). They view private equity
from a broad perspective and define it as “protessily managed equity investments
in the unregistered securities of private and pubbmpanies [...]. Private equity
managers acquire large ownership stakes and talectare role in monitoring and

advising portfolio companies*®

According to Kaserer et al. (2007), “private equityits broad sense” can then be
subdivided according to the lifecycle stage of theget company (see Figure 2-3).
Investments into early stage companies are refetoeds “venture capital” and

investments into later stage, i.e. mature compaarieseferred to as “private equity in
its narrow sense”. With respect to the latter, caa differentiate further between
minority and majority investments according to gfare of common equity’ This

thesis will focus solely on majority investments, ibuyouts.

12 For details, see Lahr (2010), pp. 7-9 and TappgR@10), pp. 8-9.

13 Cf. Fenn/Liang/Prowse (1997), p. 2. Thereby, difinition explicitly includes investments in
public equity, i.e. public to private transactigS P) and private-investments-in-public-equity
(PIPE).

114 Cf. Kaserer et al. (2007), p. 13-15.
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Private equity in the broad sense

Venture capital Private equity in the narrower sense
i.e. investments in early stage companies i.e. investments in mature companieg

Majority investments
i.e. buyouts

Minority investments

Figure 2-3: Classification of private equity
Source: Kaserer et al. (2007), p. 14

Buyouts are typically financed with a relativelyda share of debt ranging from 60%
to 90% leading to the term leveraged buyout (LB®Buyouts are also sometimes
further sub-classified according to (i) the bidgearty besides the private equity
investor and (i) the selling party. With resped the former, however, the
classifications are not sharply delineated fromheather and do only partly cover the
richness of bidder syndicates encountered in pedtience, this thesis refrains from a
discussion of this sub-classificatiolf.With respect to the latter, one can differentiate
between private to private buyouts (buyouts of peadwlent, private companies such as
family firms), divisional buyouts (buyouts of compadivisions or subsidiaries),
privatization buyouts (buyouts of government ortestawvned entities), secondary
buyouts (buyouts of firms already owned by privaguity investors), distressed

buyouts (buyouts of firms close to or in receivgsshand going private buyouts

15 Cf. Kaplan/Strémberg (2009), p. 124.

18 For delineation attempts of the terms managemeyuaut (MBO), management buyin (MBI),
buyin management buyout (BIMBO), owner buyout (OB&mhployee buyout (EBO) and
institutional buyout (IBO) see Klockner (2009), 2@-26 and Renneboog/Simons/Wright (2007),
pp. 592-593.
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(buyouts of publicly listed companiels). The empirical chapters of this dissertation
will focus on going private buyouts since ample ahdrp market data is available for
the respective target companies. The drawbackaisgithing private buyouts represent
a specific buyout type and the motives for suchhdaations may not be fully

congruent with the alternative buyout types.

Buyouts are executed Ilpyivate equity investorévhich are also referred to as private
equity firms). They are financial intermediariesg.ithey raise capital from third
parties and invest it directly in portfolio compasi Generally, private equity investors
are organized as limited partnerships. The firmrgas, who are referred to as general
partners (GPs), set up funds by collecting camt@hmitments from institutional
investors which thereby become limited partnerssjL&f the fund. Typically, the

funds have a closed-end structure with a finitetilifie of approximately 10 year¥

Figure 2-4 summarizes the stylized roles of privedaity investors over the lifecycle
of a fund. In thdundraising stagéstage 1), the GPs collect capital commitments from
LPs such as pension funds, endowments or insuraocepanies. During the
investment stagéstage 1), portfolio companies are identified,afiicing is structured
and when a bid has been successful, value-incggasgiasures are implemented in the
portfolio company. In thdivestment/exit stagstage 1), GPs sell portfolio companies
and distribute proceeds to investdrsSince this dissertation focuses on the selection
and pricing of portfolio companies, the subsequistussion will be limited to the

investment phase.

117Cf. Axelson et al. (2010), p. 13 and Kléckner (20®. 25.
18 Cf. Metrick/Yasuda (2010), p. 2.

19 Cf. Achleitner (2002), p. 748 and Gompers/Ler®804) according to Tappeiner (2010), pp. 20-
21.
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Investing (I1)
Divesting

Fundraising (1) \ / exiting
) Structuring / . (i)
Selecting bidding Implementing

Figure 2-4: Role of private equity investors oves tifecycle of a fund
Source: Achleitner (2002), p. 748.

2.3.2 Buyouts and returns

The objective of private equity investors is tolima a financial return on their
investments?® In order to do so, proponents of the private ggmibdel claim that
private equity investors implement a multitude dfawcges at portfolio companies
which result in operational improvements, and, kerceate economic vald&. These
measures can be broadly categorized into (i) gawex®, (ii) financial and (iii)
operational engineering? In the following, each of them will be briefly mented
before the empirical literature on whether theydleadeed to efficiency gains is

reviewed.

With respect to governance engineering (i), priv&guity investors typically
strengthen management incentivation (by requiringnagers to tie substantial
portions of their net wealth to performance-basethmensation), restructure boards
(by decreasing the number of members) and activegitor the latter (by increasing
the number of meetings and contacts as well asacew underperforming

managersj?®

120 cf. Berg/Gottschalg (2005), p. 9.
121 Cf. Kaplan/Strémberg (2009), p. 130.

122 cf. Kaplan/Strémberg (2009), p. 130. In the subsegdiscussion, it will become clear that these
mechanisms are rather intertwined than mutuallyusiwe components of the private equity model.

123 Cf. Kaplan (1989a), Gertner/Kaplan (1996), Kapridmberg (2009) and Acharya/Hahn/Kehoe
(2010).
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With respect to financial engineering (ii), privaquity investors finance acquisitions
with large shares of leverage usually ranging fr66% to 90%32* Leverage is
intended to fulfil two beneficial roles. On the ohand, high interest and principal
payments shall limit managers’ discretion to diasepfree cash flows (Jensen (1986),
Jensen (1989)) and thereby enforce the governate®f private equity investors. On
the other hand, debt interest payments are taxatibthl in most countries and,
thereby, can increase firm value up to the poinenshthe marginal benefit of tax

savings equals the marginal cost of expected fiahdistress?®

With respect to operational engineering (iii), jpitiw equity investors draw on industry-
specific expertise to develop and implement opeanali value creation plans aiming at
increasing productivity (for instance via improvimgocess efficiency or reducing
purchasing and/or overhead costs) and spurringo(ganic growth (for instance via

new products, distribution channels and/or reviéprizing).**

There is academic evidence that private equity Store employ these three
engineering mechanisms and thereby create effigzigams at the portfolio company

level.

Starting with the motives for LBOs, there is sugpbat private equity investors direct
bids at firms with (i) low managerial ownersHfd,large free cash flows and low

growth opportunitie$® which indicates the potential for governance apdrational

124 For a detailed description of the financial stametof LBOs see Axelson et al. (2010).

125 Cf. Jensen (1986), Jensen (1989), Kaplan (198@iplan/Stein (1993), Axelson et al. (2010) and
Jenkinson/Stucke (2010).

126 ¢f. Acharya/Hahn/Kehoe (2010).

127 Cf. Kaplan (1989a), Halpern/Kieschnick/Rotenber@99) and Acharya/Hahn/Kehoe (2010).
Halpern/Kieschnick/Rotenberg (1999) provide furteeidence that companies with relatively high
managerial share ownership are also more likehettargeted by private equity investors. They
argue that managers, who have invested a large sh#eir personal wealth in the company, tend
to be more risk averse. In turn, increased risksawe may hamper shareholder wealth and
consequently shall increase the likelihood for &OL

128 Cf. Lehn/Poulsen (1989) and Opler/Titman (1993)widver, Maupin/Bidwell/Ortegren (1984) and
Halpern/Kieschnick/Rotenberg (1999) find no supgpofavor of Jensen’s (1989) free cash flow
hypotheses and, hence, the evidence remains hetegs.
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engineering and (i) low leverage levels and highliabilities*® which points towards

the potential for financial engineering.

Further, the vendors of going private buyout tasggénerally receive substantial
premiums in the range of 30 % to 55% over the ntarikie of equity>* Since public
shareholders are the residual claimants of theotation after all other contractual
obligations have been meet, these gains are afterpreted in the sense that LBOs do
create value. This conclusion, however, is basedtmng assumptions such as the
absence of redistribution and externalities as agkfficient stock marketd? Hence,

shareholder wealth gains are only indicative otefhcy improvements.

If LBOs lead indeed to efficiency improvements,ritibe latter should be reflected in
improved operating performance following the buydttere is widespread consensus
that this is the case. Irrespective of whethepé@)formance is measured in terms of
operating margins, cash flow margins or total fagiocoductivity, (i) the buyout
sample under investigation stems from the US oopirand (iii) took place in the
first or second buyout wave, the clear majority stfidies reports performance

improvements in the phase under private equity osme’®* A sensitive question,

129 Cf. Kieschnick (1998), Halpern/Kieschnick/Roterdp¢t999).

139 Moreover, there is also evidence that firms wath prior stock performance are more likely to
become LBO targets. This aggregate measure is,yeowdifficult to interpret: it may be that it
indicates a low capital market visibility of targgtmpanies, superior target picking skills of preva
equity investors (with an excellent network in fimancial industry) or, more generally, simply
unobserved value creation potential not contrditedn the analysis. Further, the overall
ownership structure has been shown to influenceatteover likelihood. Weir/Laing/Wright
(2005) stresses the monitoring role of institutianaeestors, Achleitner et al. (2011 forthcoming)
the deterring impact of private benefits of incumb@wvners and Wright/Weir/Burrows (2007) the
importance of irrevocable commitments.

131 Most notably DeAngelo/DeAngelo/Rice (1984), Kap{a889a), Lehn/Poulsen (1989), Bargeron et
al. (2008) and Jenkinson/Stucke (2010). Furthetistu are Lowenstein (1985), Torabzadeh/Bertin
(1987), Amihud (1989), Kaplan (1989a), Kaplan (198%arais/Schipper/Smith (1989),
Asquith/Wizman (1990), Frankfurter/Gunay (1992)el(#992), Harlow/Howe (1993),
Slovin/Sushka (1993), Travlos/Cornett (1993), Bagbted et al. (1994), Betzer (2006),
Andres/Betzer/Weir (2007), Renneboog/Simons/Wr{8B07), Achleitner/Hinterramskogler
(2008), Caol/Lerner (2009), Guo/Hotchkiss/Song (2@tthcoming), Officer/Ozbas/Sensoy (2010)
and Achleitner et al. (2011 forthcoming).

132 Cf. Burkart/Panunzi (2008), p. 8.

133 Cf. Kaplan (1989a), Lichtenberg/Siegel (1990), Br(i1990), Wright/Wilson/Robbie (1996),
Desbrieres/Schatt (2002), Harris/Siegel/Wright @08ergstrom/Grubb/Jonsson (2007),
Weir/Jones/Wright (2008a), Guo/Hotchkiss/Song (2fatthcoming), Acharya/Hahn/Kehoe (2010)
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more from a political rather than an economic pawftview, is whether these
operational performance improvements may have laebreved by lowering wages
and cutting jobs. Academic evidence on the impégrivate equity on employment is
heterogeneouS”* When focused on recent, large sample empiricaleze, it seems
that “buyout target firms become strategically mmeused, which lead to existing job
loss where inefficiency existed, and at the same tiesult in focused expansions and

job creations in areas of their core strengtfis.”

The documented efficiency gains coupled with matkeing skills of private equity

investor$® lead on average to deal level returns above tiye lteakeover premiums
paid. Based on the hitherto largest database @0A¥orIdwide investments over the
last 40 years, Lopez de Silanes et al. (2011)rtepmedian investment internal rate
of return (IRR) (public market equivalent (PME))2%% (1.3). The return variance is,
however, high: every tenth portfolio company becsnmesolvent and every fourth

earns an IRR above 509%.

These positive investment level returns do not sesdy translate into positive
returns for the limited partners (LPs) due to tagel of fees charged by the general
partners (GPs). GP compensation usually includsed component which basically

consists of the so-callechanagement feand a variable component which largely

and Boucly/Sraer/Thesmar (2011 forthcoming). Theiss of Guo/Hotchkiss/Song (2011
forthcoming) and Weir/Jones/Wright (2008a) findyoalmodest increase in operating performance.

134 Cf. Kaplan (1989a), Lichtenberg/Siegel (1990), AsfVright (2007a), Amess/Wright (2007b),
Davis et al. (2008) and Bernstein et al. (2010)fmipirical work and Achleitner/Lutz (2009) for a
comprehensive literature review on this topic.

135 Cf. Metrick/Yasuda (2011 forthcoming), p. 18. Fent concerns are that the improved operating
performance may have been caused at the costupéfperformance, i.e. cutbacks in research and
development as well as capital expenditures. Candrg2009) report evidence that reverse LBOs
consistently outperform other initial public offegs (IPO) and Sorensen/Stromberg/Lerner (2011
forthcoming) show that private equity backed conmgsudo not decrease investments in innovation
as measured by patenting. Consequently, the imgroperating performance of buyout portfolio
companies seems not to be caused by cutbacksastments which would hurt future
performance. However, more research is neededebaffinal conclusion can be drawn.

1% Both in terms of multiple expansion and arbitrafjeapital market mispricing (Axelson et al.
(2010)).

137 Cf. Achleitner et al. (2010) for alternative evide.
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consists of the so-calleghrried interest’* The annual management fee is intended to
cover the costs of running the fund. It typicalip@unts to 2% of committed capital
during the investment period and decreases thereédither by lowering the fee
percentage itself, switching the fee basis from mitted to invested capital, or both).
The carried interest is intended to create shaignitives for the GPs to maximize their
efforts. It typically amounts to 20% of the profitsarry level) earned on committed
capital (carry basis) compounded with a preferetdrn to LPs of about 8% (carry
hurdle). From a timing perspective, the most commoangement is that cash flows
accrue exclusively to LPs until the hurdle is reshGPs are then entitled to claim all
proceeds until their relative profit share equad8o? and thereafter, each additional

dollar gain is split 20/80 between both parti&s.

This compensation arrangement indicates that gaodsnet-of-fees fund returns may
substantially deviate from each other. Kaplan/Scli@@05) and Phalippou/Gottschalg
(2009) examine the Thomson Venture dataset anddadund level evidence that this
is indeed the case. Phalippou/Gottschalg (20099, extend Kaplan/Schoar (2005) by
adjusting for sample selection, self-reporting araghting issues, report that private
equity funds* outperform public equity markets (S&P 500) by 3%térms of gross

performance. When fees are netted out, howeverrdlagionship turns and private
equity funds underperform public equity markets 3%. Moreover, additional risk

adjustments lower performance by a further 3% tegulin an overall net-of-fees

alpha of -6%. Consequently, the evidence indic#tes private equity funds do not
earn risk-adjusted returns for their investors. sThicture would be even more

pronounced if one would additionally factor in #mguidity discount of the asset class.

138 Cf. Metrick/Yasuda (2010). Transaction fees regmés: further fixed compensation component
whereas monitoring fees is a further variable camspgon component.

139 Cf. Axelson/Strémberg/Weisbach (2009), p. 157 In€@gjuently, the incentivation package
represents an option-like claim on fund returns mag induce GPs to excessive risk taking,
particularly in the final stages of a fund’s lifets.

91t is important to note that Phalippou/Gottsch@@09)’s sample includes both buyout and venture
capital funds.
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2.4 Summary

Chapter 2 provides the framework which the thrdessguent empirical chapters will
be built upon. Section 2.2 introduces agency theony corporate governance as the
central tenets of this thesis. With respect tol#ter tenet, a systematic overview of
the governance mechanisms available to mitigate classical manager-financier
agency conflict is given. Further, it is presentemlv these individual governance
mechanisms interact in the two dominant corporate’ehance systems, the
continental European and Anglo-Saxon model. Ther#i®y meta-framework for the
empirical studies of the thesis is establishedesititapter 3 and 4 examine LBOSs in
the continental European environment while chaptémvestigates LBOs in the US
setting. Section 2.2 details the level of analysisliscussing takeovers, a governance
mechanism, as the key object of this thesis. Faftigwa rigorous review of the
literature, it is first shown that takeovers confieodest efficiency gains. Further, it is
assessed how the ownership structure affects takeoVvhereby, the framework for
the empirical analyses is sharpened which will foon LBOs in continental Europe
where targets are closely held (chapter 3 and d)tlae US where targets are widely
held (chapter 5). Finally, section 2.3 narrows ddwa chapter to the very research
object of this study: takeovers through privateigguvestors, i.e. LBOs. The private
equity model is presented and it is shown the oarséate of research suggests that
LBOs create value at the portfolio level but retuto the limited partners are, on

average, not positive due to the layer of feesgadthby general partners.
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3 Investment Criteria of Private Equity Investors in Continental Europe™**
3.1 Introduction

Private equity investors are believed to createieszah the companies they acquire
through financial, governance and operational esgging Kaplan/Stromberg (2009).
More precisely, the former restructure companigéesng from suboptimal capital
structure, managerial incentives that are misatigmgh shareholders’ interests, a lack
of monitoring, operational inefficiencies and/obeptimal strategic positioning. The
definition of a private equity transaction adopiedhis chapter is based on Weir et al.
(2008a). Such a transaction consists of the admuisof a publicly quoted company,
usually by an unlisted company specifically setfapthe purpose of the deal (Jensen
(1993)). The bid often takes the form of a levedagayout (LBO) involving mainly
debt financing. Contrary to other empirical studmsch as Halpern et al. (1999) who
focus on management buy-outs (MBOSs), this chapieliess those transactions that are
sponsored by private equity investors not relatetth¢ management and, in particular,

the motives behind these transactitiis.

Studies based on Anglo-Saxon capital markets stgiggsfirms are more likely to be
the target of a going private transaction if (1)nagers’ incentives are misaligned with

stockholder interests (Halpern et al. (1999)), &)y underperform relative to the

141 A previous version of this chapter, which is joiviirk with Ann-Kristin Achleitner and André
Betzer, circulates under the title “Private Equityestors as Corporate Governance Mechanism in
Continental Europe”. It was awarded the best pppee at the “¥ International Conference on
Corporate Governance” (Birmingham). Further, it &ks® presented at the “European Financial
Management Symposium on Corporate Governance antgtdCoCambridge). The current version
of the chapter, which is joint work with Ann-KrigtiAchleitner, André Betzer and Marc Goergen,
is forthcoming in the European Financial Managendeninal under the title “Private Equity
Acquisitions of Continental European Firms: the &wipof Ownership and Control on the
Likelihood of Being Taken Private”. The publishehd Wiley & Sons grants the right to reuse
own articles: “AUTHORS - If you wish to reuse yawn article (or an amended version of it) in a
new publication of which you are the author, eddoco-editor, prior permission is not required
(with the usual acknowledgements)”. Cf.
http://onlinelibrary.wiley.com/journal/10.1111/%Z5N% 291468-
036X/homepage/Permissions.himalst accessed on 20 April 2011. See also Appeidix

12\While e.g. Halpern et al. (1999) analyse both pdBOs (i.e. MBOs that do not involve financing
by other parties such as private equity investans)those which are financed jointly by the
management and private equity investors, we incloddatter but not the former. In other words,
our sample includes only those acquisitions invavprivate equity funding.
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stock market (Halpern et al. (1999)), (3) they hamased debt tax shields (Kieschnick
(1998) and Halpern et al. (1999)), (4) they arerati®rized by high institutional

ownership (Weir et al. (2005)) and (5) acquirers able to obtain irrevocable
commitments from existing small-block holders (Witiget al. (2007)). There is also
some weak evidence suggesting that firms with l&rge cash flows and low growth

opportunities are more likely targets of going ptes transactions (Lehn/Poulsen
(1989) and Opler/Titman (1993)).

While the private equity market in the UK and th& Was a long history, private
equity funds have only recently emerged in contialeRurope. Recent transactions
include Barclays Private Equity’s €104 million buyoof the German information
technology (IT) wholesaler Computerlinks and Caredt®/€1,500 million deal of the
Dutch industrial group Stork NV. Anecdotal evidersgggests that the continental
European private equity market is likely to growtiier over the next years as there is
clearly still more appetite for continental Europeia@ms. For example, in a recent
survey among international private equity fund nggama by PricewaterhouseCoopers
(PwC), the majority of the managers explicitly sththat their funds “view Western

Europe as most attractive for future investmeéfit.”

There are as yet no empirical studies on the methehind continental European
private equity sponsored going private transacti@enneboog et al. (2007)). Given
that corporate governance in continental Europerifmarkedly from that in the UK
and US (Faccio/Lang (2002) and Drobetz et al. (20@4e motives for private equity
transactions and the characteristics of targetslacelikely to be very different. The
most important difference concerns ownership anutrob The stake owned by the
main blockholder in our continental European pevatguity targets is approximately
twice as large as in Anglo-American targets. Inddeenneboog et al. (2007) show
that the dominant shareholder (at the first tier)the average (median) Anglo-

American firm owns 23.5% (18.7%) whereas in our glanthe dominant shareholder

143 Cf. Scholich/Burton (2010), p. 9.
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(at the first tier) in the average (median) firmmem3.5% (37.5%) of the vot&¥.
Given the size of their stake, these large shadehslare likely to have the right
incentives to monitor the management. If the lagereholder monitors the
management, this is likely to make the firm ledsaative to private equity investors
given that there is less potential for value croeathy the latter. Conversely, a large
shareholder who is not able to monitor the managgmmeaybe because of a lack of
skills, may be more intent on selling her/his fitonprivate equity investors. Given the
monitoring of management undertaken by the largaretiolder, such firms are
unlikely to attract private equity investors’ intean improving a firm’s corporate
governance. Further, strong control may also gémerasts as the large shareholders
may use their control rights to their own benefitl @xtract private benefits of control.
As a result, private equity investors may avoid pames, whose controlling
shareholders extract private benefits of contral are only willing to sell their stakes

at a premium which is high enough to compensata fioe the loss of their benefits.

This chapter contributes to the private equityréitere in the following ways. First, it
contributes to the as yet limited literature (seq. eAndres et al. (2007),
Achleitner/Hinterramskogler (2008), Achleitner et. §2011 forthcoming) and
Geranio/Zanotti (2011 forthcoming)) on private eguiransactions outside Anglo-
Saxon countries. Whereas previous studies maiglysfon the wealth effects of going
private transactions or LB&S and their determinants, this chapter investig#tes

motivation of private equity investors to acquiaeget firms:*®

Second and more importantly, this chapter analifsesole of private equity investors
in the continental European market which is charamtd by very different corporate

governance compared to Anglo-Saxon countries. Gilienconcentration of control,

144 At the ultimate level, the dominant shareholdethimaverage (median) firm owns 50.4% (48.0%)
of the votes.

145 Croci (2007) is the first study investigating t@porate governance role of active investors
(“corporate raiders”) in continental Europe. Herakaes whether corporate raiders are governance
champions by looking at their post-acquisition imémtions and their impact on the target firms’
stock price performance.

14 Another study by Cumming/Zambelli (2010) examittes effect of a regulatory change in Italy on
the deal structure of Italian leverage buyout taatisns.
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the incumbent large shareholder may monitor tha’'sirmanagement and/or extract
private benefits of control from the firms. In tunmonitoring and the extraction of
private benefits by the large shareholder are \likel have an impact on the firm’'s
attractiveness to private equity investors. In ttuatext, Andres et al. (2007) find that
wealth effects of LBOs are larger in countries watlweaker protection of minority

shareholders’ interests.

Third, this chapter finds further evidence abouet types of large shareholders that are
likely to monitor the management and those thatuatikely to oversee the activities
of the latter. The existing literature on the typéshareholders that are active rather

than passive is as yet sparse and does not proerdgstent conclusions.

Fourth, unlike previous studies on going privatengactions, this chapter clearly
distinguishes between the tax advantage and tlkglimry role of leverage. We find

evidence in favour of both roles of leverage.

Our logistic regressions, which predict the likelld of a company becoming the
target of a private equity acquisition, provideosty evidence that the monitoring of
the management and the private benefits of coemgyed by the large shareholder
are important factors determining the investmermisien of private equity managers
in continental Europe. We find strong evidence tiat likelihood of a firm being

taken over by a private equity investor decreabashas a large shareholder with
strong monitoring incentives as measured by theerlat percentage of cash flow
rights. We also find consistent evidence that fimuih large shareholders who enjoy
substantial private benefits of control — as measly the votes they hold and the
difference between the votes and the cash flowtsitiey own — are less likely to be
acquired by a private equity firm. Hence, therstisng evidence that it is important to
take into account ownership and control when stuglyhe motives of private equity

investors operating in continental Europe. As stathove, we also find support that
the tax benefit from increasing leverage and thadbw role of further leverage

influence the likelihood of a firm being acquire¢ b private equity investor. In

addition, we also find that firms with illiquid stes are more likely to be the targets of

private equity investors.
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The chapter proceeds as follows. Section 3.2 revidve related theoretical and
empirical literature and derives the hypothesesti@e 3.3 discusses the sampling
process, the selection of the control sample of-amquired firms, the logit

methodology and the definition of the variables.e Témpirical results and their
interpretations are presented in section 3.4. Kindie last section 3.5 summarizes

and concludes.
3.2 Literature review and hypotheses

This section reviews the likely motives of a prevaquity investor for taking private a
public company. It starts with the motives thaergfredominantly to the blockholder-
dominated corporate governance system of contihdbtmope followed by the

traditional motives that have been highlighted ravious work on the Anglo-Saxon
markets. Based on the review of these motives,ri@ssef testable hypotheses is

developed.
3.2.1 Motives applying to blockholder-dominated corporgd&ernance systems

Apart from Maupin et al. (1984) and Weir et al. @8), studies investigating how
private equity investors choose their targets higyecally ignored ownership and
control. In any case, given that these studiedased on Anglo-Saxon private equity
transactions, they are not able to analyse thevewtihat may be generated by the
existence of a large shareholder in the target firhis study intends to fill this gap. In
what follows, it is argued that concentrated owhigrsaand control influence private
equity transactions via theonitoring incentivegand theprivate benefits of contraif

the large shareholder.
3.2.1.1 Monitoring incentives

A shareholder’s incentive to overcome the tradaidree-rider problem and to engage
in active monitoring of the management increases Wwer/his equity stake in the
company (Jensen/Meckling (1976)). Hence, compabesg monitored by a large
shareholder are expected to be run more efficidnglgheir management and should
therefore be less attractive targets for privateitgginvestors, given their lower

potential for reducing agency costs and therebgtorg value.
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H1 (monitoring): The probability of a firm being kan over by a private equity

investor decreases if there is an active, monipshareholder.

As a proxy for the largest blockholder’'s monitoringentives, her/his ownership stake
is taken. In other words, the higher the amourttefhis own wealth the blockholder
has invested in the company, the higher is thditiged that the company is being
monitored by the latter and the lower is the likebd that the company will be

targeted by private equity investors who intenteiduce agency costs.
3.2.1.2 Private benefits of control

Many continental European companies have a domingaige shareholder
(Faccio/Lang (2002)). This pattern is also obserfeedur sample as roughly 71% of
the firms have a shareholder controlling more tl2&% of the voting rights. In
addition, in 39% of the firms there is a violatiohthe one-share one-vote principle
(Grossman/Hart (1988)) as the large shareholdatshwiore voting rights than cash
flows rights. Hence, the potential for minority sélaolder expropriation is substantial
as the large shareholder has sufficient contrafidminate the firm combined with
relatively low ownership which reduces her/his direost from stealing the firm’s

assets.

Bebchuk (1999) predicts a positive relationshipveetn control exercised by the large
shareholder and the size of her/his private benefarclay/Holderness (1989),
Zingales (1994) and Dyck/Zingales (2004) providepgital evidence in favour of
such a relationship. The potential for extractimyaie benefits of control from the
firm implies that the blockholder will only sell His stake to a private equity investor
if he receives a premium which compensates herfbirthe foregone private benefits
of control (Bebchuk (1999)). Hence, we argue thavgbe equity investors avoid

companies with large shareholders who enjoy subatammivate benefits of control.

H2 (private benefits)Companies with large shareholders who enjoy privadaefits

of control are less likely to be the target of ptir equity investors.
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3.2.1.3 Types of large shareholders

In the empirical analysis in section 3.4, we alsgiigiguish between various types of
large shareholders such as families and corpomatidfe find that it is important to
take into account the type of the large sharehaddethe monitoring incentives and
private benefits of control only have an impacttbe likelihood of a private equity

transaction for some of these types.

Connelly et al. (2010) review the existing empiriesearch on the impact of different
types of large shareholders. They find that farsiareholders, except for founder-
CEOs, typically do not create shareholder valu¢hay tend to look after their own
interests rather than those of the entire bodyhafreholders. Corporations as large
shareholders are “a mixed blessing” (Connelly e{(2010), p.7). On one side, they
may provide additional funding to the firm, therahgreasing the growth of the latter.
On the other side, they may expropriate some ofith€s resources. Further, while
there is still some theoretical uncertainty abdwt impact of government ownership,

most of the empirical literature finds a negatingact.

As banks are an important type of large sharehoid&ermany, most of the existing
empirical literature on the role of banks studies German economy. However, the
evidence remains inconclusive. Emmons/Schmid (199&}able (1985),
Gorton/Schmid (2000b), Gorton/Schmid (2000a), Lemmi&/eigand (2000) and
Koke/Renneboog (2005) find that banks as largeesidalers have a positive impact
on firm performance. However, Edwards et al. (20@@) that this effect only holds
for the “3 big banks”. In complete contrast, Agakbston (2001) and
Chirinko/Elston (1998) do not find any statistigadignificant differences between the
profitability of bank- and non-bank controlled fismFurther, Januszewski et al. (2002)
report that firms controlled by banks experience&do growth in productivity than

other firms.

Finally, Banerjee et al. (1997) analyse whethen€&meholding companies, which are
the main type of large shareholder in France, ergshareholder value. Their results

suggest that holding companies reduce rather ti@ease financial performance.
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To summarize, we expect that families are unlikielymonitor their firms, but are
likely to extract private benefits of control. Wiithe monitoring role of corporations
has not yet been confirmed, some of the evidenggesis that this type of large
shareholder may also extract private benefits afrobfrom their firms. Governments
tend to be weak monitors and finally the jury idl siut on whether banks are good

monitors or not.
3.2.2 Traditional motives

In addition to monitoring incentives and privatenbBts of control, there are other
reasons that may determine the likelihood of a fi@ecoming the target of a private
equity investor. According to the existing litenadu these motives are inadequate
incentivisation of the managers, a suboptimal e&pstructure, risk and illiquid

shares?’
3.2.2.1 Managerial incentive$®

Jensen/Meckling’s (1976) seminal paper describesconflicts of interest between
owners and managers that may occur in large cdiposaas the result from the
separation of ownership and control. These cosflawe caused by the misalignment
of managers’ interests with those of the ownerssloareholders. One way of
realigning managers’ interests with those of tharsholders is via managerial share
ownership. In relation to the latter, Halpern et(@4B99) find empirical evidence that
companies are more likely to be targets of priveqeity transactions if they have
either relatively low or relatively high manager&are ownership. They justify this

result as follows.

14" The existing literature also frequently considésfirm’s valuation as a motive. In particular,
firms with poor corporate governance or poor vigipimay suffer from undervaluation and may
hence be more likely targets. This section doesnobide a hypothesis based on the firm's
valuation for two reasons. First, we already tate account the firm’s corporate governance (via
the monitoring incentives and the private bendfitsontrol of the large shareholder) and the firm’s
visibility (via the stock liquidity). Second, wesal conduct robustness checks which do not suggest
that the firm’s valuation has a significant impantthe likelihood of the firm being taken over by a
private equity investor.

148 |n what follows, we consider managers to be psifesl managers, i.e. they are not identical to the
large shareholder. We shall return to this issusention 3.3.3.2.
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Low (or no) managerial ownership causes managelggisions to be based on
distorted incentives because most of the benebts facting in the best interest of the
shareholders are not received by the managers \btheb latter. Therefore, private
equity firms typically require management teamsrneest a substantial amount of
their own wealth in the company through stocks.sTi@sults in a much improved
incentive structure as managers now face not drmyequity downside, but also the
upside (Kaplan/Stromberg (200975

However, relatively high managerial ownership cdsoabe harmful to outside

shareholders as managers, who have invested adhage of their personal wealth in
the company, tend to be more risk averse thandhmaer. In turn, managers’ attitude
towards risk has a negative impact on sharehol@éattiv(May (1995) and Halpern et
al. (1999)). Empirical studies on the relationshgtween managerial stockholdings
and firm performance document a negative effecthef former on the latter when
managerial ownership is high. Among those studies Morck et al. (1988) and

McConnell/Servaes (1990) for the US and Short dmartfKeasey (1999) and Weir et
al. (2002) for the UK.

We therefore expect a nonlinear relationship betwdee level of managerial
ownership and the likelihood of the firm being tak®ver by a private equity firm. In
other words, we expect that private equity investoe particularly keen on firms with
very little managerial ownership as well as thosth lwigh managerial ownership as
both types of firms suffer from a misalignment cimagers’ interests with those of the

other shareholders.

H3 (management): Private equity firms are moreljiki® invest in companies with

relatively low or relatively high managerial ownéip.

149 There is only one case in our sample where theepé&ge of votes held by the management is
different from its percentage of cash flow righitke difference is also very small (5.38% versus
4.88%). Hence, in what follows we do not make &d&énce between managerial control and
managerial ownership and use the latter term & tefboth.
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3.2.2.2 Leverage

According to the seminal work of Modigliani/MilléL958), capital structure decisions
are irrelevant for the value of the firm when cabpiharkets are perfect. However, if
the assumptions behind perfect capital marketsrelaxed, leverage may have a
positive impact on firm value via the tax shieldtigenerates. Furthermore, more debt
financing commits more of the cash flows, thus préing managers from wasting
resources on negative net present value projécBoth reasons may explain the high
debt ratios of 60% to 90% observed in private godéals over the period of 1997 to
2007 (see e.g. Kaplan/Stromberg (2009) and Axedsah. (2010)). We shall elaborate

on both points below.
Tax benefit from leverage:

As is the case in the UK and the US, in contineBtabpe interest payments lower the
firm’s tax liability as they are charged to profliefore corporate tax. Based on the
assumption that the firm is in a positive tax betcModigliani/Miller (1963) show
that a rise in leverage increases shareholder valymcally, private equity investors
increase leverage to benefit from higher tax sbielthus, we expect private equity
targets to have low leverage ratios and largei&dbilities. With regard to the former,
Halpern et al. (1999) and Weir et al. (2008b) pdeviimited evidence that going
private targets in the UK and US have lower debbsabefore taken over than other
firms. With regard to tax liabilities, the empiricavidence is mixed. On the one hand,
Lehn/Poulsen (1989), Kieschnick (1998) and Weimlet(2005) find no significant
influence of firm’s tax liabilities on the likelitoal of being taken private. On the other
hand, Lowenstein (1985), Kaplan (1989b) and Halpetrral. (1999) identify tax
liabilities as one of the most important reasonsfiions being targeted by private

equity investors.

H4 (tax benefit from leverage): The likelihood eiriy taken over by a private equity

investor is higher for companies with low leveraggos and high tax liabilities.

%0 However, this advantage comes at the cost of asex bankruptcy risk.
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Bonding benefit from leverage:

Those who view private equity as a superior org#tional form, such as Jensen
(1986), argue that the increase in leverage viagyprivate transactions is driven by
the desire to reduce wastage of free cash flowstHar words, debt can be seen as a
corporate governance mechanism that brings grehgeipline to the management
(Wright/Robbie (1998)). Thus, we expect private igquargets to have high debt
capacity as evidenced by low leverage and a higienpal for wastage by the
management as evidenced by high levels of free ttasfs. As stated above, there is
some limited evidence that a low debt ratio incesathe likelihood of the firm being
taken over by a private equity investor. With refytr free cash flows, the evidence is
more ambiguous. Lehn/Poulsen (1989), Singh (199d) @pler/Titman (1993) find
support for the free cash flow hypothesis whereasaks (1994), Kieschnick (1998),
Halpern et al. (1999) and Weir et al. (2005) dofimat any support.

H5 (bonding advantage of leverage): Private equityestors prefer taking over

companies with low leverage and high free cash femels.
3.2.2.3 Risk

As outlined in the aforementioned discussion, fevequity acquisitions are typically
financed by a substantial amount of debt. Thisltesa a higher proportion of the
firm’'s cash flows being committed to servicing thlebt. Hence, private equity
investors prefer companies with high debt capadcigy, those with predictable and
stable cash flows. The less volatile a firm’'s céskws, the more likely it will be a

target for private equity investors.

H6 (risk): Private equity investors are more likeétytake over companies with stable

cash flows.
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3.2.2.4 Stock liquidity

We also assume that firms with low visibility, ilew stock liquidity are more likely

to accept a takeover offer by a private equity #tee™' The reason is that low
visibility impairs firms from reaping the benefit$ a listing, such as raising relatively
cheap capital (Boot et al. (2008)). Taking into ot the substantial listing and
compliance costs, such firms may be more inclim®¢atds accepting the opportunity

of going private offered by a private equity inwest

H7 (stock liquidity): The likelihood of a firm bgnaken over by a private equity

investor is negatively related to the liquidityitsfstock.

31 The question arises as to whether stock liquidifyst a proxy for concentrated ownership and
control. However, the correlation between liquidityd the percentage of voting rights (cash flow
rights) held by the ultimate controlling shareholdeonly -0.27 (-0.28).
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Table 3-1: Hypotheses, variables, definitions axjeeted signs

This table summarizes the hypotheses, the variaisied to test them and the predicted effect of gadhble on the likelihood of a private equity aisition.

Hypotheses Variables Definitions Expected Impactro
Likelihood of Being Taken
Over by Private Equity
Investor
H1 (monitoring): The probability of a firm CFR Percentage of cash flow rights held by the ultimate -
being taken over by a private equity investpr controlling shareholder if he is not part of the
decreases if there is an active, monitoring management, and zero otherwise.
shareholder.
CFR * Type Interaction term ofCFR with one of the dummy variables - for “good” monitors and +

measuring the type of the ultimate controlling shatder
(family, government, bank, insurance compan
corporation, holding and others).

for “bad” monitors
y;

CFR * Type * Performance

Interaction term of CFR * Type with Accounting
Performance. Accounting Performance is the ratio
earnings before interest and taxes (EBIT) to TAssets.

- for “good” monitors and +
of  for “bad” monitors

H2 (private benefits): Companies with large
shareholders who enjoy private benefits pf
control are less likely to be the target of private

equity investors.

VR

Percentage of voting rights held by ultimate cdlitrg
shareholder.

¢

VR-CFR

Difference between the percentage of voting ridtekl
by the ultimate controlling shareholder and thecpetage
of cash flow rights he holds.

VR/CFR

Ratio of the percentage of voting rights held bg
ultimate controlling shareholder over the perceatad
cash flow rights he holds.

VR * Type

Interaction term oVR with one of the dummy variable
measuring the type of the ultimate controlling shatder
(family, government, bank, insurance, corporatig
holding and others).

5 - for “good” monitors and +
for “bad” monitors
ny
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Table 3-1: Hypotheses, variables, definitions axjeeted signs (continued)

Hypotheses

Variables

Definitions

Expected Impactro
Likelihood of Being Taken
Over by Private Equity
Investor

(VR-CFR) * Type

Interaction term ofVR-CFR with one of the dummy
variables measuring the type of the ultimate cdiiiigp

shareholder (family, government, bank, insuran
corporation, holding and others).

- for large shareholders that
are likely to expropriate their
ce, minority shareholders

VR/CFR * Type

Interaction term ofVR/CFR with one of the dummy
variables measuring the type of the ultimate cdliigp

shareholder (family, government, bank, insuran
corporation, holding and others).

- for large shareholders that
are likely to expropriate their
ce, minority shareholders

H3 (management): Private equity firms arneMgmt_Prof and Mgmt_Prof | Mgmt_Profis the sum of all first-tier voting stakes of the - and +, respectively
more likely to invest in companies with firm’'s professionalexecutive managers, i.e. all executiye
relatively low or relatively high manageria managers which are not related or identical tauttimmate
ownership. shareholder.
H4 (tax benefit from leverage): The likelihood Leverage Leverages defined as total debt over enterprise value| in -
of being taken over by a private equity investor the financial year preceding the announcement (feldg
is higher for companies with low leverage of the private equity acquisition. Enterprise valige
ratios and high tax liabilities. defined as market capitalisation plus net debt. dédit is
total debt minus cash holdings. Cash represents aiad
short term investments (Axelson et al. (2010)).
Tax Tax is tax payments expressed as a percentagg of +
operating income before depreciation and amortinaith
the financial year preceding the announcement afatiee
private equity acquisition.
Tax/Leverage The ratio ofTaxoverLeverage +
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Table 3-1: Hypotheses, variables, definitions axmketed signs (continued)

Hypotheses Variables Definitions Expected Impactro
Likelihood of Being Taken
Over by Private Equity
Investor
Tax Rate The statutory corporate tax rate of the countrynettee
target has its headquarters which applied in tlae ye
preceding the announcement date of the privateyequi
acquisition.
H5 (bonding advantage of leverage): Private Leverage Leverages defined as total debt over enterprise value| in -
equity investors prefer taking over companies the financial year preceding the announcement afatiee
with both low leverage and high free cash flow private equity acquisition. Enterprise value isiced as
levels. market capitalisation plus net debt. Net debt taltdebt
minus cash holdings. Cash represents cash andtshort
investments (Axelson et al. (2010)).
FCF FCF is operating income before depreciation apd +
amortization minus tax, interest and dividend paytse
(Lehn/Poulsen (1989)) a percentage of total assets.
FCF/Tobin The ratio of FCF over Tobin's Q (defined as the kear +
value of total assets divided by their book value)
H6 (risk): Private equity investors are more CashFlowVolatility CashFlowVolatilitys defined as the standard deviation [of -
likely to take over companies with stable cash the logarithm of EBITDA over the five years preaggli
flows. the private equity acquisition.
H7 (stock liquidity): The likelihood of a firm Liquidity The daily average number of shares traded oveR%i0e -
being taken over by a private equity investor|is day window (starting 290 days before the announcéme
negatively related to the liquidity of its stock. day) divided by the number of shares outstanding.
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3.3 Methodology and data

This section starts with the description of the glenselection process, followed by the
construction of the control sample of non-acquifietis. The section finishes with a
discussion of the definition of the variables. Hypotheses, which were developed in
the previous section, are listed in Table 3-1 adoohg) the variables used to test them
and the predicted effect of each variable on thkelihood of a private equity
acquisition. The methodology we employ to test thgotheses consists of the

following binomial logit:

Li=ln( b )=zi (1)

The dependent variable in the logit is set to dribe firm is taken over by a private

equity investor during the period of study and zaifeerwise.
3.3.1 Sample selection process

We first identify all private equity acquisitions tontinental Europ&? As stated in
the introduction, we adopt Weir et al.’s (2008a)imBon of a private equity
transaction. Such a transaction consists of theuisitign of a publicly quoted
company, usually by a newly incorporated unlistechpany specifically set up for the
purpose of the deal (Jensen (1993)). The bid oféées the form of a leveraged
buyout (LBO) involving mainly debt financing. Asaséd in the introduction, contrary
to other empirical studies, such as Halpern e{18199) who focus on management
buy-outs (MBOs), we study those transactions thatsponsored by private equity
investors not related to the management and, iicpkar, the motives behind these

transactions>®

We obtain a list of private equity deals of contiteé European firms from Thomson
Securities Data Corporation (SDC) Platinum, Mergmikmat and Private Equity

132 Our definition of continental Europe is the Eurapdandmass, which excludes the island states
(e.g. the UK, Ireland, Iceland, Malta and Cyprus) &ussia.

153 5ee also footnote 142.
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Insight*>* We extract the list of all completed transacti@mounced between 1

January 1997 and 31 July 20857.The number of private equity acquisitions of
continental European firms during this period anteun approximately 0.29% of the

number of listed companié® We then exclude all deals that involve financiehé

as targets given that their balance sheets diffekedly from those of non-financial

firms. This results in a preliminary sample of 1P8tential private equity backed

going private transactions. To ensure the accuddcgur sample, we perform the

following two checks.

First, for each transaction, we double-check wheithis carried out by private equity
investors by examining each acquirer's missiorestant and investment track record
as reported on its web pages and in the financiedsp Any remaining doubts are
addressed by consulting industry experts. Any aeguivho predominantly buys
majority stakes (as opposed to minority stakes whend to be bought by hedge
funds) in mature companies (as opposed to ventapdadists who invest in young
companies) and for a limited investment horizondpposed to strategic buyers who
invest over the long run) is considered to be agbei equity investor. In case a bank is
stated as the acquirer, we check whether the taasavas carried out by the bank’s
private equity arm. If this is not the case, thensaction is excluded. Similarly, we
also verify whether transactions by formerly pumévate equity investors such as
Blackstone, which have now evolved into organisetioffering a range of financial
services and advice, have been carried out by pheiate equity divisions. We reject a

total of 25 transactions which do not satisfy theseria.

Second, we check whether the remaining transactiesidt in the target firm going
private. We proceed by determining the target’sstiefy date via the examination of

the time series of its stock prices and corroborate findings through press

134 private Equity Insight is sourced from Incisive dite a data provider specialising in private equity
deals information.

155 Mergermarket and Private Equity Insight do noterdvansactions before 1998.

% Our calculations are based on all listed compaitiekiding financial firms.
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searche$” Overall, we identify 32 transactions which canbetclassified as going

private transactions and thus have to be excluaed dur sample.

Of the remaining 136 firms, comprehensive data cabe obtained for 21 companies
despite our best efforts® This leaves us with a final sample of 115 contiakn

European firms which have been taken private byapei equity investors between 1
January 1997 and 31 July 2007.

3.3.2 Control sample

The control sample is selected from the populaioisted firms covered by Thomson
One Banker. We apply a similar algorithm as in W&tial. (2005), North (2001) and
Klein/Zur (2009) to obtain a match for each of quivate equity targets. The
algorithm consists of the following steps. Firske wentify all the public companies
which have their headquarters in the same cousttii@private equity target. Second,
we retain those companies which operate in the damaligit SIC industry. In case
there are fewer than 5 potential matchi&sye base ourselves on the one-digit SIC
code’® Third, the matching firm is then the firm whoséesafigure is closest to that
of the private equity target. Finally, we check ez all of the matched firms stay
public for at least two years after the announceéndate (AD) of the private equity
acquisition for the firm for which they serve asnatch. All matched firms satisfied

this criterion.

5" This two-step procedure is important as can be een the example of MobilCom AG / Freenet
AG. In May 2005, the private equity investor TeRaific Group bought a stake in Mobilcom.
Subsequently, Mobilcom merged with Freenet andrasult the former’s stock exchange listing
ceased. However, the merged company returned &tdbk exchange immediately after the
merger had become effective. Hence, it is impottianémove such transactions from the sample as
they are clearly not going private transactions.

138 See section 3.3.1 and in particular footnote 17.

139 North (2001) sets the minimum for his US basedysto 10 firms. Due to the smaller size of the
continental European capital markets, we set tmgnmaim to 5 firms.

180 Twenty-three private equity targets out of a tofal 15 had to be matched based on the one-digit
SIC code.
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3.3.3 Data sources and definitions of variables
3.3.3.1 Data sources

The source for stock and accounting data is Thoni3atastream. If required, we
consult Worldscope, CapitallQ and the firms’ anntggorts to fill in any missing
information. Accounting data are collected for thlsest available fiscal year
preceding the announcement date of the private tyegacquisition. We use
consolidated accounting data. In order to ensua¢ ¢hr results are not driven by
outliers, we winsorize both accounting and stockebavariables at the first and"d9

percentile.

Our main data source for control and ownership useBu Van Dijk’s Amadeu?
Both control and ownership are measured at thenaté level (see section 3.3.3.2).
The data from Amadeus were cross-checked usingla minge of other databasés.
We use the annual reports to determine whethepéthe large shareholders reported

by Amadeus are part of the management.
3.3.3.2 Definitions of variables

In what follows, we defineontrol as ownership of voting rights armmvnershipas
ownership of cash flow rights. A shareholder is sidared to bethe controlling
shareholder if he holds at least 25% of the votights and has the largest stake in the
company. The ultimate controlling shareholder ifndel as the largest shareholder,
holding at least 25% of the votes, including vidermediate layers such as
uninterrupted multiple chains of control, and imtis not controlled by another large

shareholder. In other words, the ultimate sharedrakia family (or individual) or the

181 As our starting point, we use the historical shags of control and ownership from Amadeus taken
at the end of January, April, July and Octoberaaffreyear. From 1997 to 200&¢ rely on the
semi-annual snapshots for April and October. Rotasst checks with other data sources, however,
confirm that control is relatively stable. Hencar cesults should not be affected by this limitatio

182 The other ownership data sources include (1) psirsaurces such as the companies’ annual
reports and websites as well as direct requestessiet] to the companies, (2) stock market or
regulatory authorities such as the Commissionedwate per la Societa e la Borsa (Consob) for
the Italian firms, (3) other commercial databagses @mpany directories such as Hoppenstedt
Aktienfuhrer for the German firms, (4) press seaschased on Factiva (5) and web searches based
on Google.
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government as control by definition resides witbsth. Alternatively, it will be a bank,
an insurance company, an industrial or commeragparation or a holding company

as long as these are widely held and do not hdamgya controlling shareholder.

Hypothesis 1, which states that firms with an agtimonitoring shareholder are less
likely to be taken over by a private equity investis tested using three different
proxies for the presence of a large monitoring ehalder. The incentive for a
shareholder to monitor the management is owneiishipe company. The higher the
ownership, the higher is the incentive to moniteurther, in order to be an effective
and independent monitor, we assume that the lagetoning shareholder is not part
of the management. In other words, we consider hanitoring is unlikely to be
effective if e.g. a firm is owned mainly by a faynivho also manages the fiftff. This
assumption applies to all three proxies. The firsixy isCFR which is the percentage
of cash flow rights held by the ultimate contrafjishareholder. The second proxy is
the interaction term ad€FR with one of the dummy variables indicating theeyys the
largest shareholder. We distinguish between familithe government, banks,
insurance companies, industrial and commercialaratpns, holding companies and
other shareholders. The latter include foundatiagrities, voting pacts, pension
funds, employee trusts and cooperatives. Excegh®government, we expect that all
other types of large shareholder monitor the mamagé. The third proxy is similar to
the previous one, but also takes into account thet frack record of the large
shareholder as measured by the firm's accountingfoqmeance. Accounting
performance is the ratio of earnings before intesad tax (EBIT) over total assets. In
other words, this proxy enables us to distinguistwieen active monitors with a good
past track record and those who have failed to &amound their company. The latter
are more likely to be favourably inclined towardgakeover offer from a private

equity investor.

183 Our definition of the management is executiveaies sitting on the board. In the case of a upitar
board, as is the case in most French firms, thesstha directors who do not hold non-executive
positions. In the case of a two-tier board, theythe members of the management board (e.g. the
Vorstand for German firms) as opposed to the mesntiethe supervisory board (e.g. the
Aufsichtsrat for German firms).
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Hypothesis 2 states that companies with large bbéders enjoying private benefits of
control are less likely to be the targets of pevatuity investors. The validity of this
hypothesis is tested using three different protesprivate benefits of control. The
three proxies are as follows. The first proxWiR the percentage of voting rights held
by the ultimate controlling shareholder. The secpruky, VR-CFR is the difference
between the percentage of voting rights and thegogage of cash flow rights held by
the ultimate controlling shareholder. The third yyas VR/CFR the ratio of the
percentage of votes over the percentage of cash fights held by the ultimate
controlling shareholder. In addition, we also iatdrthese proxies with each of the
dummy variables indicating the type of the largastreholder (as stated above). We
expect that families are more likely to enjoy pteshenefits of control compared to all

other types of ultimate shareholder.

Our measures for the monitoring incentives andpitieate benefits of control of the
large shareholder are in line with Claessens e(2802). They also measure the
incentives of the large shareholder to monitor riinagement by the percentage of
cash flow rights s/he owns and her/his private bEnef control (they use the term
“entrenchment”) by her/his percentage of votinghtsg They find that the value of
firms from eight East Asian countries increasehlie large shareholder’s cash flow
rights, but decreases if the percentage of hevitimg rights exceeds that of her/his

cash flow rights.

According to Hypothesis 3, companies with relagMel or relatively high ownership
by professional managers, i.e. managers not retatédte large shareholder, are more
likely to become targets of private equity investorhe validity of this hypothesis is
tested usinglgmt_ProfandMgmt_Prof. The former is the sum of all voting rights
held by the management and the latter is the sopfahe former. Given the non-linear
relationship stated by Hypothesis 3, we expectgative sign onrMgmt_Profand a

positive sign orMgmt_Prof.

Hypothesis 4 on the tax benefit from leverage se@ using four different proxies.
The first one id.everage defined as total debt over enterprise value. ffprise value

is defined as market capitalisation plus net dblett debt is total debt minus cash
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holdings. Cash represents cash and short termtmeess. This definition is line with
Axelson et al. (2010). The second proxyTiax which is the firm’'s tax payments
expressed as a percentage of operating incomeebdépreciation and amortization.
The third proxy,Tax/Leveraggeis the ratio of the latter over the former. Theaf
proxy isTax Ratethe statutory corporate tax rate which applieth®year preceding

the acquisition announcement in the country offitime’'s headquarters.

Hypothesis 5 on the bonding advantage of debt ifsetole of mitigating Jensen’s
(1986) free cash flow problem) is tested uskQ@F, i.e. operating income before
depreciation and amortization minus tax, interest dividend payments over total
assets. We expect a positive sign on the variabt@éficient. As Opler/Titman (1993)
find that, on its own, the level of free cash floaes not seem to have an impact on
the likelihood of a firm being taken over, but thiatdoes in the absence of strong
growth opportunities, we also use the ratid-GfF over the firm’s Tobin’s Q, the latter
being our proxy for the firm’s growth opportunitid®obinis defined as the ratio of the
firm's market value of the assets divided by thplaesement cost of the ass&ts.
Firms with a Tobin’s Q of less than one have noagnoopportunities. The expected

sign for the variable’s coefficient is positive.

Hypothesis 6 is on cash flow volatility and its agge impact on the likelihood of the
firm becoming the target of a private equity inees€ashFlowVolatilityis defined as
the standard deviation of the logarithm of earnibg®ore interest, taxes, depreciation
and amortization (EBITDA) over the five years prdiog the year of the
announcement of the private equity acquisition. @¥@ect the coefficient on the

variable to be negative.

Finally, according to Hypothesis 7 there shouldabeegative impact of stock liquidity
on the likelihood of the firm becoming a target afprivate equity acquisition.
Liquidity is measured by the average for the daiynber of the firm’s shares traded
over the 250-day window (starting 290 days befbeeannouncement day) divided by

the number of shares outstanding.

184 Similar to other studies (e.g. Malmendier/Tate0@0, we use the book value of the assets as the
replacement cost for the assets is not normallilabla.
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3.4 Empirical results
3.4.1 Descriptive statistics

Table 3-2 shows the geographic distribution of @mtinental European private equity
acquisitions. France has by far the highest nunmdfetransactions followed by

Germany, the Netherlands and Sweden each with sit Imadf that number.

Table 3-2: Number of PE transactions across comtah&urope for 1997 to 2007

This table reports the distribution of private dyuiransactions across the countries, where thgetsirare
headquartered.

Country Number of priyate equity Percentage of p_rivate equity
transactions transactions

France 35 30.4%
Germany 18 15.7%
Netherlands 14 12.2%
Sweden 13 11.3%
Denmark 8 7.0%
Norway 7 6.1%
Spain 5 4.3%
Italy 4 3.5%
Finland 4 3.5%
Hungary 3 2.6%
Austria 2 1.7%
Belgium 1 0.9%
Luxembourg 1 0.9%
Total 115 100.0%

Table 3-3 reports the number and size (as mea$yredterprise value) of continental
European private equity acquisitions over time. fighest number of deals (i.e. 23)
occurred in 1999 while the largest total size @& tteals is observed in 2006 which
also has the largest average deal size. More dbnettzere has been a gradual

increase in the average deal size over the ergnieguntil the first half of 2007 when
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the average deal size dropped from more than €ibess than half that amoufft.
This trend mirrors the increasing availability dieap debt (Axelson et al. (2010)).

Table 3-3: Number and enterprise values of priegigty targets across time

This table shows the number private equity tramsastwhich were announced during 1997 and 2007 and
successfully delisted by July 2007. The table a¢gmrts descriptive statistics for enterprise val(iV). Year
denotes the year of the announcement of the premitgty acquisition. Enterprise value is definednzarket
capitalisation plus net debt at the end of therfaia year prior to the transaction announcemeut. débt is
total debt minus cash holdings. Cash represents @ad short term investments. This definition e liwith
Axelson et al. (2010).

Vear # Oefq'iriit‘)’/ate Total EVs EV EV EV EV
transactions (in m€) Mean Median Min. Max.

1997 1 20 20 20 20 20
1998 1 6 6 6 6 6
1999 23 4,144 180 152 15 653
2000 14 3,994 285 222 30 1,402
2001 7 1,956 279 106 22 738
2002 12 3,146 262 204 17 708
2003 14 4,336 310 111 7 1,548
2004 16 12,807 800 592 52 2,789
2005 10 10,641 1,064 563 28 4,325
2006 13 14,257 1,097 375 36 6,890
Jan. - Jul. 2007 4 1,893 473 124 33 1,612
Total 115 57,199 497 184 6 6,890

Table 3-4 reports the concentration of control Hredimportance of the various types
of ultimate shareholders for the sample of priveqeity acquisitions and the control
group of non-targets. The percentage of closelyl Heins is about 71% in both

samples. While families are the most important tgpeltimate shareholders in both
samples, they are relatively more important in shenple of non-targets where they

control the majority of firms compared to the saenpf private equity acquisitions

185 When all of the ten 2007 transactions (i.e. alkthcompleted by October 2008) are taken into
account, the total deal size and average deahs&zm line with those from previous years with a
value of about €8.3bn and €834m, respectively.
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where they only control a third of the firms. Thecend most important type of

ultimate shareholders in both samples is corparatio

Table 3-4: Control and type of ultimate controllisigareholder

This table reports the control stake and the tyjp@@ ultimate controlling shareholder. The ultimabntrolling
shareholder is defined as the largest sharehdidéting at least 25% of the votes taking into actalual-class
shares, ownership pyramids and multiple controirchaNe distinguish between families, governmebésks,
insurance companies, industrial and commercial aratfpns, holding companies and other shareholdérs.
latter include foundations, charities, voting papension funds, employee trusts and cooperatives.

Private equity Control
transactions group
% # % #
Family 32.2% 37 51.3% 59
Government 7.0% 8 1.7%
Bank 5.2% 6 1.7%
Insurance company 0.9% 1 0.0%
Corporation 13.0% 15 9.6% 11
Holding company 5.2% 6 3.5%
Others 7.0% 8 3.5%
All companies with an ultimate owner (25% 70.4% 81 71.3% 82
Widely held companies (25%) 29.6% 34 28.7% 33

Table 3-5 reports descriptive statistics for thenitwing incentives of the ultimate
controlling shareholder and the latter’'s monitoritick record (based on the
accounting performance in the year preceding tlae geéthe announcement) in Panel
A as well as the latter’'s private benefits of cohin Panel B. As stated in section
3.3.3.2, monitoring incentives are proxied by tlee of the ultimate shareholder’s
ownership stake in the firm whereas private beseditcontrol are measured by the
following three proxies. The first proxy is the v rights held by the ultimate
shareholder. The second is the difference betwesempdrcentage of voting rights and
the percentage of cash flow rights held by themdte controlling shareholder. The
larger this difference, the higher we expect theepial private benefits of control to
be. The third one is the ratio of the percentaggodés over the percentage of cash

flow rights. Two important remarks apply to the wdne descriptives in Table 3-5
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have been computed. First, it may be the caseotligtthose families that areot part

of the firm’s management have monitoring incentiv@snsequently, it makes sense to
set the monitoring incentives to zero for all cofling families which are part of the
management. In the private equity sample, only @0 ai the initially 37 family
controlled firms (27%) have monitoring incentive®.(the family is not part of the
management) while in the control sample 22 outhef initially 59 controlled firms
(37%) have monitoring incentives. This is in linghwHypothesis 1. We report both
the descriptives based on the family-controllech&rwith monitoring incentives, i.e.
the 10 (22) family firms in the private equity (¢al) sample where the controlling
family is not part of the management, and the descriptivealfdhe family-controlled
firms, i.e. the37 (59) family firms in the private equity (contyslample. For the latter,
the monitoring incentives for the 27 (37) controdlifamilies which are part are of the
management are reported as being zero. Secondnel B we report the descriptives
for VR-CFRandVR/CFRfor only those firms where there is a differenedween the
voting rights and the ownership rights held by thigmate controlling shareholder.
Panel B shows that for firms ultimately controllbg families and those ultimately
controlled by corporations deviations from the share one-vote rule are relatively

more common in the control group compared to thepsa of private equity targets.

Panel A lends support to Hypothesis 1 which stHtasthe probability of a takeover
by a private equity investor decreases for firmthwan active, monitoring shareholder.
When we exclude families, that are also part of ttenagement, from the sample,
then the ultimate controlling shareholder of therage private equity target holds
43.1% of the cash flow rights compared to 49.3%tfa control group. However,
when we include all family-controlled firms and $le¢ monitoring incentives of those
families that are part of the management equaleim zhen there is virtually no

difference between the sample of private equityets and the control grodf Still,

1% The reason why there is no longer a differencerden the two samples is that, compared to the
private equity sample, the control sample now idekian additional 37 firms that are ultimately
controlled by a family compared to only an addi&ib®7 firms for the private equity firms. As for
these firms the family is also part of the manag#mee set the monitoring incentives of the
family equal to zero. Hence, we end up with slighalwer average monitoring incentives in the
control sample than in the private equity targéltse question arises as to whether the fact that the
family is part of the management is a proxy fovate benefits of control. Indeed, so far we have
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firms that are both family controlled and targetpovate equity investors have lower
monitoring incentives than the non-acquired firmsnfing the control group. This
pattern is in line with Hypothesis 1. Similarly, rfdirms controlled by holding
companies, the monitoring incentives are also pFssounced in the private equity
sample than in the control group. The average sibkash flow rights of 38.1% in the
private equity sample compares to 40.4% in the robrgroup. However, for the
remaining types of ultimate controlling sharehofdére. the government, banks, and
corporations) the converse pattern is observed.ekample for firms controlled by
corporations, the average stake of cash flow rightshe private equity targets is
65.2% compared to only 56.7% in the control grégPanel A of Table 3-5 also
reports descriptives for the performance of thanate shareholder as a monitor. Our
measure is the monitoring incentives of the ultenaintrolling shareholder interacted
with the accounting performance of the firm in tywar preceding the year of the
announcement. We expect monitoring performancestavdwrse for the private equity

targets. However, there is no indication from tkeedtfiptives that this is the case.

assumed that being part of the management reduedarhily’s incentives to monitor the
executives of the firm. However, the family may oke to be part of the management team to
extract (further) benefits of control from the firin order to test this alternative interpretatioe,
check the correlations between management team arship on one side and our various
measures of private benefits on the other sidérfos that are ultimately controlled by families.
However, the correlation coefficients are very dmal

187 still, Panel B shows that firms controlled by aangtions in the control group have higher private
benefits of control than those in the sample ofgig equity targets.
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Table 3-5: Monitoring incentives and private betseif control across types of ultimate controllstgareholders

This table reports descriptive statistics for thenitoring incentives of the ultimate controllingassbholder in Panel A as well as the latter’s pavagnefits of control in Panel B.
Monitoring incentives are proxied by the size of thitimate controlling shareholder's ownership stak the form of cash flow rights (CFR). Privatenbgts of control are
measured by the following three proxies. The fsixy is the voting rights held by the ultimate tofling shareholder (VR). The second one is tHéedince between the
percentage of voting rights and the percentagesif §low rights held by the ultimate controllingasbéholder (VR-CF). The third one is the ratio af ffercentage of votes over
the percentage of cash flow rights (VR/CFR). Thaigtics are all calculated conditional on the &xise of CFR*Type / VR*Type / VR-CFR*Type / VR/CFRype. For
example, the mean for CFR*Bank is based on thosesfonly that are ultimately controlled by a balmkaddition, with respect to the variables CFR*Hgrand CFR * family *
performance in Panel A, we consider only those lfamthat are not part of the firm's managemenhaoe monitoring incentives. Consequently, we seR Gbur proxy for
monitoring incentives, to zero for all controllifgmilies which are part of the management.

2 The CFR, our proxy for the monitoring incentivisset to zero for families which are part of thenmgement: The sample average is based on the family-coattdlrms
which are not part of the management. The othdagiily-controlled firms are excluded from the agaa The sample average is based on all family-comttdirms.

Panel A: Monitoring incentives across types of ulthate controlling shareholder

Private equity transactions Control group

Variable n Mean St. Dev. Med. Min. Max. n Mean St.Dev. Med. Min. Max.
CFR * family (only families which araot part of the

management) 10 30.5 125 28.7 8.1 51.1 22 49.3 25.0 51.6 4.3 83.3
(CFR * family (all familieg)) 37 8.2 15.1 0 0 51.1 59 18.4 28.3 0 0 83.3
CFR * government 8 26.3 157 20.1 128 61.8 2 18.5 9.9 185 11.4 255
CFR * bank 6 40.6 25.0 293 142 79.0 2 28.1 21 281 26.6 29.5
CFR * corporation 15 65.2 21.7 642 29.6 92.6 11 56.7 19.0 57.0 29.1 90.0
CFR * holding 6 38.1 9.0 36.3 29.1 50.0 4 40.4 180 358 25.0 65.0
Sample averade 54 43.1 225 334 8.1 92.6 45 49.3 229 50.1 4.3 90.0
(Sample averadgp 81 28.7 275 279 0 92.6 82 27.1 29.9 1438 0 90
CFR * family * performance (only families which anet

part of the management) 10 3.1 2.3 27 0.6 7.9 22 3.5 7.2 1.8 -9.3 24.1
(CFR * family * performance (all familié® 37 0.8 1.8 0 0 7.9 59 1.3 4.6 0 -9.3 24.1
CFR * government * performance 8 2.6 2.6 15 0.6 8.3 2 0.9 0.2 0.9 0.8 1.0
CFR *bank * performance 6 4.2 3.8 34 01 8.9 2 2.5 0.5 2.5 2.1 2.9
CFR * corporation * performance 15 6.6 6.9 41 -1.2 204 11 7.5 7.2 5.2 1.7 26.7
CFR * holding * performance 6 2.4 3.1 3.2 -33 5.3 4 0.4 9.0 25 -124 8.7
Sample averade 54 4.2 4.8 31 -33 20.4 45 4.1 7.2 29 -124 26.7

(Sample averagg 81 3.0 4.3 1.4 -3.3 20.4 82 1.8 6.2 0 -20.7 26.7
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Table 3-5: Monitoring incentives and private betsedif control across types of ultimate controllsitareholders (continued)

Panel B: Private benefits across types of ultimateontrolling shareholder

Private equity transactions Control group
Variable n Mean St. Dev. Med. Min. Max. n Mean St. Dev. Med. Min. Max.
VR * family 37 51.1 19.9 50.0 26.0 100.0 59 60.5 17.7 58.2 25.0 100.0
VR * government 8 37.3 127 332 25.1 65.5 2 33.3 11.0 333 255 41.0
VR * bank 6 43.8 220 314 279 79.0 2 28.1 21 281 26.6 29.5
VR * corporation 15 65.2 21.6 642 29.6 92.6 11 62.1 211 57.0 30.0 94.0
VR * holding 6 38.9 82 36.4 29.7 50.0 4 41.4 194 35.8 25.4 68.4
Sample average 81 50.4 20.3 48.0 25.1 100.0 82 58.5 19.0 57.0 25.0 100.0
VR-CFR *family 10 20.3 90 210 75 35.9 33 19.1 142 12.6 3.9 50.0
VR-CFR *government 7 12.5 79 123 2.0 24.0 1 29.6 . 29.6 29.6 29.6
VR-CFR * bank 1 19.2 . 19.2 19.2 19.2 0 . . . . .
VR-CFR * corporation 1 1.5 . 15 15 1.5 3 19.7 9.3 245 9.0 25.7
VR-CFR * holding 1 4.6 . 46 4.6 4.6 2 1.9 2.1 1.9 0.4 3.4
Sample average 25 15.0 9.1 163 0.7 35.9 39 18.6 139 126 0.4 50.0
VR/CFR * family 10 2.0 0.9 1.7 1.1 4.0 33 2.1 2.2 1.3 1.1 11.0
VR/CFR * government 7 1.7 0.5 20 11 2.3 1 36 . 3.6 3.6 3.6
VR/CFR * bank 1 2.3 . 23 23 2.3 0 . . . . .
VR/CFR * corporation 1 1.0 . 1.0 1.0 1.0 3 1.4 0.1 1.4 1.3 15
VR/CFR * holding 1 1.2 . 12 1.2 1.2 2 1.0 0.0 1.0 1.0 1.1
Sample average 25 1.7 0.7 16 1.0 4.0 39 2.1 2.0 1.3 1.0 11.0
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Panel B lends support to Hypothesis 2 which stdted companies with large
shareholders who enjoy private benefits of conairal less likely to be the target of
private equity investors. The ultimate controllisgareholder of the average private
equity target holds 50.4% of the votes whereasetinpgvalent figure for the control
group is higher with 58.5%. Furthermore, we docuin@niolation of the one-share
one-vote principle in only 25 private equity tasgebmpared to 39 companies in the
control group. For those firms where there is dation of the one-share one-vote rule
(as measured bywR-CFR and VR/CFR respectively), the wedge between the
percentage of votes and the percentages of cashritghts held by the ultimate
controlling shareholder is higher for the controbgp (18.6% and 2.1, respectively)
than for the sample of private equity targets (¥%dhd 1.7, respectively). This pattern
lends support to Hypothesis 2. When the type timake controlling shareholder is
taken into account, the pattern seems to be piiyndniven by families. The ultimate
controlling family in the private equity sample osvon average 51.1% of the votes
whereas it owns on average 60.5% in the controlpganin addition, there is a
violation of the one-share one-vote rule in onlydiGhe 37 (27%) family-controlled
private equity targets compared to 33 of the 53@4B7amily-controlled peer firms.
However, for the remaining types of ultimate colitng shareholders (i.e. holdings,
the government, banks, and corporations) the ecalénless in line with Hypothesis
2. For example, the percentage of votes held bmate controlling shareholders who
are governments, banks and corporations is lowehencontrol group than in the

sample of private equity targets.

The results from Table 3-5 can be summarised dswsl While there is generally
support for Hypothesis 1 and Hypothesis 2 it i® atgportant to take into account the
type of ultimate controlling shareholder. The hymstes seem to hold well for firms
that are ultimately controlled by families, butdewell for those firms ultimately

controlled by other types of shareholders.

Table 3-6 reports descriptive statistics for theoselary variables. As was the case for
the previous two tables, we report the descripstagistics separately for the private

equity targets and the control group of non-acquinens.
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Table 3-6: Secondary variables - private equitgdagtions versus control group

This table reports descriptive statistics for taeomdary variables as defined in Table 3-1.

Private equity transactions Control group Statistical test

Variable Mean St.Dev. Med. Min. Max. Mean St.Dev. Med. Min. Max. THtest Ranksum
(p-values) (p-values)
Liquidity 1.71 194 1.00 0.00 8.08 2.76 3.97 1.33 0.00 19.57 0.012 ** 0.079 *
CashFlowVolatility 0.67 1.03 0.30 0.07 4.80 0.93 1.26 0.35 0.07 4.80 0.097 * 0.039 **
Leverage 0.29 0.23 0.25 0.00 1.18 0.38 0.28 0.33 0.00 1.18 0.010 ** 0.021 **
FCF 0.08 0.07 0.09 -0.21 0.24 0.07 0.08 0.08 -0.26 0.24 0.162 0.145
FCF/Tobin 0.10 0.09 0.09 -0.18 0.48 0.07 0.12 0.08 -0.69 0.35 0.025 ** 0.032 **
Tobin 1.05 0.58 0.90 0.30 3.47 1.14 0.80 0.83 0.32 3.50 0.338 0.684
Tax/Leverage 2439 228.60 0.66 -0.54 2452.77 4.27 18.36 0.50 -0.70 168.54 0.348 0.152
Tax 0.17 0.13 0.18 -0.22 0.84 0.17 0.22 0.17 -0.38 0.99 0.950 0.839
Tax Rate 35.36 7.60 35.00 16.00 56.80 35.36 7.60 35.00 16.00 56.80 1.000 1.000
Size 584.97 973.58 230.49 12.18 5529.00 446.64 829.12 192.66 12.18 5529.00 0.247 0.175
Mgmt_Prof 1.81 5.63 0.00 0.00 34.60 241 6.51 0.00 0.00 38.04 0.450 0.300
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The table shows that there is no significant défee in managerial ownership between
the private equity targets and the control groupe fange of managerial ownership is also
very similar for both groups of companies with age of 0% to 34.6% for the private
equity targets and a range of 0% to 38.0% for therol group. While Hypothesis 3 states
that private equity investors are more likely toquce firms with relatively low or
relatively high managerial ownership, Table 3-6gloet provide any evidence in favour
of this hypothesis. Conversely, the average andrtedian for leverage are significantly
lower for the private equity targets which suppdhts tax benefit (Hypothesis 4) and/or
bonding advantage (Hypothesis 5) of leverage. \\dfipect to the former, however, none
of our measures for the tax shield from more debiTax Tax RateandTax/Leveraggis
significantly different from zero across the tworgdes. With respect to the latter, the ratio
of free cash flow over Tobin’s Q is significantlygher for the private equity targets than
the control firms, i.e. private equity investoreseto prefer companies with high debt
capacity in order to reduce agency costs of fresh ¢lows encountered in mature (low-
growth) firms. Hence, the evidence from Table 3@vjes more support for the bonding
advantage of leverage (Hypothesis 5) than the &nefit (Hypothesis 4). There is also
evidence in support of Hypothesis 6 as privatetggargets have both significantly lower
average and median cash flow volatility comparedh® control group of non-acquired
firms. Finally, there is also support in Table 36 Hypothesis 7 as private equity targets
have significantly lower average and median stogkidity than the control group. To
summarise the results from Table 3-6, the hypotheshkting to the secondary variables

are in general supported by the data.
3.4.2 Multivariate results

While the aggregate descriptive statistics providagpport for Hypothesis 1 and
Hypothesis 2, it also seems important to take atoount the type of ultimate controlling
shareholder. Indeed, the support for both hypothasainly stems from the firms
ultimately controlled by families and less so fboge firms controlled by other types of
shareholders. In order to provide a rigorous tesbor monitoring and private benefits
arguments (Hypotheses 1 and 2) we run multivariigistic regressions which

simultaneously take all of our explanations intoant.



71

In what follows, we shall start with the discussemto the validity of the monitoring and
private benefits arguments. In a second instaneeshall present the regression results

relating to the secondary explanations.
3.4.2.1 Monitoring incentives and private benefits of cohtr

Table 3-7 focuses on the monitoring incentives hef tiltimate controlling shareholder
(Hypothesis 1) whereas Table 3-8 focuses on thenpat private benefits of control
enjoyed by the latter (Hypothesis 2). Model 1 obl€a3-7 suggests that Hypothesis 1 is
not valid. Indeed, the percentage of cash flowtsgheld by the ultimate controlling
shareholder does not have a significant impacthenlikelihood of the firm being taken
over by a private equity investor. However, whee thipe of the ultimate controlling
shareholder (families, governments, banks, corporst and holding firms) is taken into
account (as is the case in Models 2-4), firms odiedl by families that have strong
monitoring incentives are less likely private eguiirgets than firms controlled by any
other type of shareholders. The coefficient on ithteraction between the monitoring
incentives and the family dummy is significant la¢ 1% level in Model 2 and Model 4.
Model 3 and Model 4 further investigate the vayiddf the monitoring hypothesis by
taking into account the monitoring skills of thetimlate controlling shareholder.
Monitoring skills are measured by the firm’s accog performance in the year preceding
the announcement of the private equity transactimrModel 3, the coefficients on the
interaction terms between monitoring incentives arwhitoring skills for firms controlled
by the government and those controlled by bankpaséive and significant at the 5% and
10% level, respectively. This result is somewhaitnterintuitive as it suggests that firms
controlled by governments and banks with good nooimiy track records — as evidenced
by good accounting performance — are more likelyb&o targeted by private equity
investors. One reason for this result may be th#ter than monitoring the firms they
invest in governments and banks may just time #te of their firms to coincide with a
period of good performance. This would be in linghvthe previous empirical research
which has found governments to be weak or bad m@E@nd shown mixed results for
banks. However, this result disappears in Model Mclv contains both the interaction

terms between the monitoring incentives and shddehaategories and those between
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monitoring incentives, shareholder categories atwbanting performance. In line with
Model 2, Model 4 suggests that firms that are dtefy controlled by families are less
likely targets for private equity investors. To suarise, Table 3-7 suggests that firms
controlled by families with strong monitoring in¢eres are less likely to be sold off to

private equity investors.

Table 3-7: Logistic regression results | - monitgrincentives

This table focuses on testing Hypothesis 1 on tbaitoring incentives of the ultimate controllingasbholder. The
table estimates the likelihood of a private eqtignsaction for the private equity targets anddbmetrol group by
means of binary logit regressions. The dependatdhla is coded 1 for the private equity targetnirand O for the
control firms. The independent variables are define in Table 3-1. Chidenotes the value for the likelihood Chi
square. The values in parentheses denote the Valude z-statistics. *, ** and *** denote statisal significance at
the 10%, 5% and 1% level, respectively.

Model 1 Model 2 Model 3 Model 4

CFR -0.00¢<

(0.52)
CFR * family -0.027 -0.033
(2.92)*** (2.69)***
CFR * government 0.06¢€ -0.138
(1.35) (1.04)
CFR * bank 0.03¢ 0.030
(1.54) (0.39)
CFR * corporation 0.001 0.013
(0.17) (0.95)
CFR * holding 0.01z 0.027
(0.67) (1.28)
CFR * family * performance -0.10¢ 0.054
(1.67)* (0.81)
CFR * government * performance 1.092 3.027
(2.29)** (1.27)
CFR * bank * performance 0.321 0.034
(1.80)* (0.06)
CFR * corporation * performance -0.02¢ -0.107
(0.57) (1.3)
CFR * holding * performance -0.07¢ -0.223
(0.52) (1.39)
Mgmt_Prof -0.06& -0.081 -0.07¢ -0.084

(0.96) (1.12) (1.07) (1.22)
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Table 3-7: Logistic regression results | - monigrincentives (continued)

Model 1 Model 2 Model 2 Model 4

Mgmt_Prof 0.00z 0.00z 0.00z 0.002
(0.73) (0.84) (0.87) (0.94)

Liquidity -0.174 -0.177 -0.18:2 -0.191
(3.39)*** (3.43)*** (3.35)*** (3.56)***

CashFlowVolatility -0.174 -0.17¢ -0.23¢ -0.175
(0.99) (0.92) (1.2) (0.79)

Leverage -2.04: -1.95% -2.24C -2.086
(2.76)**=* (2.52)** (2.85)**=* (2.55)**

FCF -4.15¢ -3.997 -4.66% -5.714
(1.11) (1.06) (1.22) (1.37)

FCF/Tobin 5.62¢ 5.034 5.701 7.365
(2.05)** (1.89)* (2.10)** (2.27)*

Tax/Leverage 0.00z 0.00z 0.00z 0.002
(2.37)** (2.21)* (2.20)** (2.64)***

Tax -0.18¢ 0.414 -0.31C 1.025
(0.21) (0.44) (0.32) (0.94)

Tax rate 0.04: 0.07¢ 0.06¢€ 0.078
(0.75) (1.19) (1.1) (1.23)

Size 0.00C 0.00C 0.00C 0.000
(1.78)* (1.66)* (1.75)* (1.85)*

Constant 0.14¢ -0.97¢ -0.641 -1.365
(0.05) (0.36) (0.24) (0.53)

Year dummies Yes Yes Yes Yes
Country dummies Yes Yes Yes Yes
Number of observations 230 230 230 230
Pseudo R2 0.097 0.147 0.137 0.169

LR Chi2 35.25¢ 50.19¢ 45.21: 50.985

As stated above, Table 3-8 focuses on testing Higstd 2 on the private benefits of

control of the ultimate controlling shareholder. déb 1 suggests that Hypothesis 2 is
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valid: the coefficient on the percentage of votights held by the ultimate controlling
shareholder is negative and significant at the @%ell Models 2 and 3 confirm this result.
In detail, the former model uses the differencevieen the percentage of voting rights and
the percentage of cash flow rights held by themdte controlling shareholdeYR-CFR

to proxy for the private benefits of control. Theefficient on the difference is negative
and significant at the 1% level, providing furthempport for Hypothesis 2. In Model 3
private benefits of control are measured by the @tthe percentage of voting rights over
the percentage of cash flow rights held by themdte shareholde’VR/CFR. As in
Models 1 and 2, the coefficient on the proxy fawgte benefits of control is negative and
significant (at the 5% level) suggesting that firmbose controlling shareholders have
substantial private benefits of control are lekslyi to be sold off to private equity firms.
Models 4-6 in Table 3-8 take into account the tgpéhe ultimate controlling shareholder
by interacting the measure for private benefitsaitrol with the dummy variable for each
of the five types of ultimate shareholders. In thllee models, the likelihood of being
taking over by private equity investors for firntisat are ultimately controlled by a family
which also has substantial benefits of controlsignificantly lower compared to firms
controlled by any of the other types of sharehad®todel 5 also suggests that the same
pattern applies to firms which are ultimately cotled by other corporations. However,
this result is not confirmed by Models 4 and 6.dHyy we also test whether the effect
observed for families is a differential effect caangd to the other categories of controlling
shareholders or whether this effect is indeed owdjid for firms controlled by
shareholders. In other words, what happens if idé&® 4-6 of Table 3-8 we also include
the percentage of voting rights held by the ultenshareholder irrespective of its type?
The results, which are not tabulated, suggest ttatprivate benefits of control only
reduce the likelihood of being taken over by a g@vequity investor for firms that are
controlled by families, but not for the firms caslted by any of the other types of

shareholders®®

188 |n detail, when the percentage of voting rightisi iy the ultimate controlling shareholder is
included in Model 4 of Table 3-8 neither the latier the interaction of the latter with the family
dummy variable is significantly different from zefthe reason why the interaction term is no longer
significant may be the high correlation of the pettege of votes held by the ultimate shareholder
(irrespective of type) with the equivalent perceetéor families that are the ultimate shareholder.
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To summarize the results from Table 3-8, therddarcevidence that firms whose ultimate
controlling shareholder has substantial privateefissnof control are less likely to end up
being the targets of private equity investors. This line with Hypothesis 2. We also find
that private benefits of control reduce the likebd of a private equity acquisition for the
case of firms that are ultimately controlled by fises and corporations. This confirms the
results from the existing literature which alsodfnthat private benefits of control are an
issue in firms controlled by families and corpavas. However, we do not find support

that private benefits of control are an issueiimé controlled by holding companies.

Table 3-8: Logistic regression results Il - privaenefits of control

This table focuses on testing Hypothesis 2 on tivage benefits of control of the ultimate contiaj shareholder.
The table estimates the likelihood of a privateiguansaction for the private equity targets dmel control group by
means of binary logit regressions. The dependetdhia is coded 1 for the private equity targetnirand O for the
control firms. The independent variables are defias in Table 3-1. Chidenotes the value for the likelihood Chi
square. The values in parentheses denote the Valudh® z-statistics. *, ** and *** denote statisal significance at
the 10%, 5% and 1% level, respectively.

Model 1 Model 2 Model @ Model 4 Model & Model 6
VR -0.01¢
(2.90)***
VR-CFR -0.04t
(2.87)**=
VR/CFR -0.317
(2.19)*
VR * family -0.02:
(3.55)***
VR * government 0.024
(0.89)

The correlation coefficient is equal to 0.617. Whtaa equivalent augmented Model 5 is run, the
coefficient on the difference in the percentageaiés and the percentage of cash flow rights held b
the ultimate shareholder (irrespective of type) tiedcoefficient on the equivalent difference for
families are both significant, have the same magleitin absolute value, but have opposite signs. In
other words, the latter coefficient is negative, tbrmer is positive and they cancel each other out
for firms with a family as their ultimate contrally shareholder. Still, our results are upheld rassfi
controlled by families are less likely to be theg&t of private equity investors. Finally, in the
augmented Model 6 the interaction term for famiigesignificantly negative as before and the
coefficient on the ratio of the percentage of voptiights over the percentage of cash flow rights is
not significant. Hence overall, these results sagtiet private benefits of control only have an
effect on the likelihood of the firm being takeneowy a private equity investor for firms that are
ultimately controlled by a family.
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Table 3-8: Logistic regression results Il - privaAnefits of control (continued)

Model 1 Model 2 Model @ Model 4 Model & Model 6
VR * bank 0.02¢
(1.03)
VR * corporation -0.01C
(1.18)
VR * holding 0.004
(0.21)
(VR-CFR) * family -0.07¢
(3.50)***
(VR-CFR) * government 0.05¢€
(0.73)
(VR-CFR) * bank omittec
(VR-CFR) * corporation -0.367
(2.19)**
(VR-CFR) * holding -0.187
(0.51)
(VR/CFR) * family -0.657
(2.77)%**
(VR/CFR) * government 0.358
(0.6)
(VRI/CFR) * bank 1.092
(1.3)
(VR/CFR) * corporation -0.359
(0.72)
(VR/CFR) * holding 0.443
(0.54)
Mgmt_Prof -0.09C -0.072 -0.072 -0.09C -0.07¢ -0.082
(1.26) (1.07) (1.05) (1.21) (1.15) (1.14)
Mgmt_Prof 0.00z 0.00z 0.00z 0.00z 0.00z 0.002
(0.68) (0.77) (0.74) (0.68¢ (0.81) (0.74)
Liquidity -0.197 -0.17¢ -0.182 -0.19C -0.21% -0.192
(3.71)**= (3.34)**= (3.49)*** (3.61)*** (3.55)*** (3.57)***
CashFlowVolatility -0.18¢ -0.244 -0.22: -0.22% -0.24¢ -0.262
(1.01) (1.34) (1.22) (1.13) (1.28) (1.31)
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Table 3-8: Logistic regression results Il - privaAnefits of control (continued)

Model 1 Model 2 Model @ Model 4 Model & Model 6

Leverage -2.43¢ -1.701 -1.88:¢ -2.31¢ -1.927 -2.010
(3.17)**= (2.41)* (2.69)*** (2.81)*** (2.66)*** (2.68)***

FCF -4.90 -3.842 -4.36€ -4.90¢ -2.76& -4.797
(1.33) (1.01) (1.16) (1.32) (0.68) (1.34)

FCF/Tobin 5.71¢ 5.577 5.79¢ 5.372 4.674 5.571
(1.99)** (2.02)** (2.06)** (1.95)* (1.68)* (2.13)**

Tax/Leverage 0.00z 0.00z 0.00z 0.00z 0.001 0.002
(2.41)* (2.17)** (2.27)** (2.09)** (2.03)** (2.16)**

Tax -0.324 -0.11¢€ -0.12¢ -0.02¢ -0.077 0.110
(0.36) (0.13) (0.14) (0.03) (0.09) (0.13)

Tax rate 0.05C 0.03¢ 0.03: 0.06¢ 0.03: 0.040
(0.84) (0.62) (0.56) (1.2) (0.5) (0.66)

Size 0.00C 0.00C 0.00c 0.00C 0.00C 0.000
(1.18) (1.85)* (1.73)* (1.15) (1.78)* (1.57)

Constant 1.46¢ 0.724 0.68: 0.62E 1.407 0.871
(0.55) (0.31) (0.27) (0.26) (0.59) (0.35)

Year dummies Yes Yes Yes Yes Yes Yes
Country dummies Yes Yes Yes Yes Yes Yes
Number of observations 230 230 230 230 228 230
Pseudo R2 0.12z 0.11¢ 0.10¢ 0.164 0.161 0.150
LR Chi2 39.421 41.09:2 38.247 49.70: 51.84¢ 47.443

The question that now arises is whetbeth the monitoring incentives and the private
benefits of the ultimate controlling shareholdevénan effect on the likelihood of the firm
being taken over by a private equity investor oetkier one of these only shows up being
significant in the above regressions because ohidje correlation with the other one. In
other words, the statistical significance of ouraswres for private benefits of control may
be due to the high correlation of the former whie monitoring incentives or vice-versa.

However, the correlation coefficient between théimdte controlling shareholder’s
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percentage of votes and the percentage of cashritgivs is only 0.481. Further, the
equivalent correlation coefficient for familiesasen lower with 0.277. The relatively low
values for these correlation coefficients suggést following conclusions. First, the
correlation between cash flow rights and votindtsgis not severe. Second, most of the
deviations between votes and cash flow rights odacutirms under family control as
reflected by the low value of the latter correlatmefficient. This would also explain why
the monitoring incentives and the private benaditontrol of the ultimate controlling
shareholder only have an impact on the likelihobd grivate equity acquisition if the

latter is a family.

Still, it is important to check the robustness af ocesults — in particular, the validity of
both Hypothesis 1 and Hypothesis 2 - by runninghien regressions. These regressions
include both a measure for the monitoring incerstigad a measure for the private benefits
of control of the ultimate controlling shareholddihe results of these regressions are
reported in Table 3-9. Both Model 1 and Model 2lude the interaction terms between
the dummies for the various types of ultimate aahirg shareholder and the monitoring
incentives for the ultimate shareholder as prodogdhe percentage of cash flow rights
s/he holds. Further, both models contain the ictema terms between the same dummies
and the measure for private benefits of controlMadel 1 the latter is the difference
between the percentage of voting rights and thegoéage of cash flow rights held by the
ultimate shareholdeMR-CFR and in Model 2 it is the ratio of the former ovbe latter
(VR/CFR. In both models, both the interaction term betw#e percentage of cash flow
rights and the dummy for families and the equivialateraction term for private benefits
of control are negative and significantly differéram zero at the 1% level. This suggests
that both Hypothesis 1 and Hypothesis 2 are validhie case of firms that are ultimately
controlled by a family. Further, when the margie#kects are analysed Model 1 suggests
that a one-percent increase in the measure oftprb@nefits of control has twice the effect
on the likelihood of the firm being taken over bgivate equity investors than a one-
percent increase in the monitoring incentives. Wthhke units for the monitoring incentives
and the private benefits of control in Model 2 diféerent, the second model still confirms
that the latter’'s effect is stronger than the farmeffect. This result may explain why the

previous literature has found fairly strong evidemd the exploitation of private benefits
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of control in family controlled firms, but less aduasive results on the monitoring benefits

of family shareholders.

Table 3-9: Logistic regression results 11l - moning and private benefits of control

This table performs a joint test of Hypothesis ltlo@ monitoring incentives of the ultimate contirgl shareholder
and Hypothesis 2 on the latter's private beneffteantrol. The table estimates the likelihood opravate equity
transaction for the private equity targets andabmtrol group by means of binary logit regressiorise dependent
variable is coded 1 for the private equity targem$é and O for the control firms. The independeatiables are
defined as in Table 3-1. Chilenotes the value for the likelihood Chi squaree Values in parentheses denote the
values for the z-statistics. *, ** and *** denottastistical significance at the 10%, 5% and 1% |exespectively.

Model 1 Model 2

Coefficient Marginal effec  Coefficient =~ Marginal effect

CFR * family -0.027 -0.007 -0.02z -0.006
(2.74)** (2.75)x* (2.44)* (2.44)**
CFR * government 0.05:2 0.01: 0.07t 0.019
(0.85) (0.85) (0.84) (0.84)
CFR * bank 0.02t 0.00¢€ 0.001 0.000
(1.18) (1.18) (0.04) (0.04)
CFR * corporation 0.004 0.001 0.024 0.006
(0.39) (0.39) (1.07) (1.07)
CFR * holding 0.01: 0.00< -0.02C -0.005
(0.63) (0.63) (0.25) (0.25)
(VR-CFR) * family -0.06¢€ -0.01€
(3.09)*** (3.10)x»*
(VR-CFR) * government 0.004 0.001
(0.05) (0.05)
(VR-CFR) * bank omittec omittec
(VR-CFR) * corporation -0.38¢ -0.097
(2.34)** (2.35)**
(VR-CFR) * holding -0.36¢ -0.091
(0.82) (0.82)
(VR/CFR) * family -0.514 -0.128
(2.55)** (2.56)**
(VR/CFR) * government -0.27¢ -0.069
(0.39) (0.39)
(VR/CFR) * bank 1.08¢ 0.271

(1.07) (1.07)
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Table 3-9: Logistic regression results Il - moning and private benefits of control
(continued)

Model 1 Model 2
Coefficient Marginal effec  Coefficient Marginal effect
(VR/CFR) * corporation -1.742 -0.435
(1.36) (1.36)
(VR/CFR) * holding 1.10¢ 0.277
(0.34) (0.34)
Mgmt_Prof -0.10& -0.02¢ -0.104 -0.026
(1.44) (1.44) (1.38) (1.38)
Mgmt_Prof 0.00: 0.001 0.00z 0.001
(0.99) (0.99) (1.00) (1.00)
Liquidity -0.21C -0.052 -0.18¢ -0.047
(3.67)*** (3.67)*** (3.68)*** (3.67)***
CashFlowVolatility -0.274 -0.06¢ -0.22¢ -0.056
(1.26) (1.27) (1.02) (1.02)
Leverage -1.76¢€ -0.44C -1.87z -0.468
(2.32)** (2.32)** (2.46)** (2.46)**
FCF -1.827 -0.45E -3.434 -0.858
(0.42) (0.42) (0.87) (0.87)
FCF/Tobin 3.91: 0.974 4.77¢ 1.194
(1.35) (1.35) (1.73)* (1.73)*
Tax/Leverage 0.001 0.00C 0.001 0.000
(1.74)* (1.74)* (1.68)* (1.68)*
Tax 0.657 0.164 0.41¢ 0.104
(0.67) (0.67) (0.45) (0.45)
Tax rate 0.062 0.01t 0.067 0.017
(0.84) (0.83) (2.02) (1.02)
Size 0.00c 0.00C 0.00c 0.000
(1.71)* (1.71)* (1.49) (1.49)
Year dummies Yes Yes Yes Yes
Country dummies Yes Yes Yes Yes
Constant 0.32C 0.081
(0.12) (0.03)
Number of observations 228 230
Pseudo R2 0.19¢ 0.17¢
LR Chi2 63.49¢ 59.29¢
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3.4.2.2 Secondary variables

The above discussion has focused on the tests pbtHgsis 1 and Hypothesis 2. In what
follows, we shall concentrate on the other factarich have been advanced by
Hypotheses 3 to 7 to have an influence on theiliked of a firm being taken over by a
private equity investol?® Table 3-7 to Table 3-9 do not provide any suppfort
Hypothesis 3 which states that firms with relatwéw or relatively high managerial
ownership are more likely to be taken over by gavaquity investors. The absence of
support for Hypothesis 3 is in line with the corsttins drawn from Table 3-6 which did
not find any differences in managerial ownershipMeen private equity targets and the

control group of non-acquired firms either.

Conversely, there is fairly strong support for Hipsis 4 on the tax benefit from
leverage. As predicted,everageand Tax/Leveragehave a significantly negative and
significantly positive effect, respectively, on tlieelihood of the firm being taken over by
a private equity investor. However, the other tweassures of the tax benefit from leverage
— the firm’s total tax paymenT&x) and the statutory corporate tax ralaX Rat¢ — do not
have any significant impact on that likelihood. Téés also support for Hypothesis 5 on
the bonding advantage of leverage as the ratiored tash flow over Tobin's Q is

consistently significant at the 10% level in alltbé regressions in Table 3-7 to Table 3-9.

On the contrary, there is no support for Hypothéses there is no evidence suggesting
that firms with more stable cash flows are moreljikargets for private equity investors.
Finally, there is very strong support for Hypotlsegias the liquidity of the firm’s stock

has a negative impact on the likelihood of it bemegquired by a private equity firm.
3.5 Summary

Given that corporate governance in continental gerrdiffers markedly from that in the
UK and US (Faccio/Lang (2002)), the motives forvate equity transactions and the

characteristics of targets are also likely to diffehe most important difference concerns

189 As stated in footnote 3, in line with the existiitgrature we also considered the firm’s valuatisna
motive for a private equity acquisition. We did fiat this variable to have a significant impacttbe
likelihood of the firm being taken over by a prigaquity investor.
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ownership and control. While most publicly trademmpanies in the US and the UK are
widely held, most continental European companiegehlarge shareholders, such as
families (Faccio/Lang (2002), Andres (2008)). Givibe size of their stake, these large
shareholders are likely to have the right incerstitee monitor the management. However,
not all large shareholders may engage in monitorimg other words, if the large
shareholder monitors the management, this is likelynake the firm less attractive to
private equity investors given that there is lesteptial for value creation by the latter.
Conversely, a large shareholder who is not ablentmitor the management, maybe
because of a lack of skills, may be more intentselting her/his firm to private equity
investors. Further, strong control may also geeetasts as the large shareholders may use
their control rights to their own benefit and extrarivate benefits from the firm at the
expense of the other shareholders. As a resulvateriequity investors may avoid
companies whose controlling shareholders extracaier benefits of control and are only
willing to sell their stakes at a premium whichhigh enough to compensate them for the

loss of their benefits.

This chapter has four major contributions. First,contributes to the as yet limited
literature on private equity transactions outsidegla-Saxon countries (see e.g. Andres et
al. (2007), Achleitner/Hinterramskogler (2008), Aaitner et al. (2011 forthcoming) and
Geranio/Zanotti (2011 forthcoming)). Whereas prasicstudies mainly focus on the
wealth effects of going private transactions or lB&s well as their determinants, we
investigate the motivation of private equity inva@stto acquire target firms. Second, it
analyses the role of private equity investors & tntinental European market which is
characterized by very different corporate govereatmmpared to Anglo-Saxon countries.
In particular, we test hypotheses relating to thenioring incentives and the private
benefits of control of the large shareholder. Thive find further evidence about the types
of large shareholders that are likely to monite thanagement and those that are unlikely
to oversee the activities of the latter. The emggtiiterature on the types of shareholders
that are active rather than passive is as yet spansl does not provide consistent
conclusions. Studying private equity acquisitiohgantinental European firms enables us
to investigate the monitoring role of a much largarge of different large shareholders —

including families, corporations, banks, holdingmanies and governments — than UK or
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US data would have enabled us. Indeed, UK and Ugocations are typically widely held
and the few large minority shareholders there eme to be institutional investors. Fourth,
unlike previous studies on going private transagtjove clearly distinguish between the
tax advantage and the disciplinary role of leverayye find evidence in favour of both

roles of leverage.

We find strong evidence that the likelihood of anpany becoming the target of a private
equity investor is influenced by the monitoring entives and the private benefits of
control enjoyed by the incumbent large shareholHenvever, this pattern only emerges
when we distinguish between the various typesmgelahareholders and it only applies to
firms whose ultimate controlling shareholder isamily. This provides further evidence
about the types of shareholders that monitor theagement and those that do not. It also
provides further insights on the types of sharetv@dliikely to expropriate minority
shareholders. Our evidence suggests that familiesn#ore likely to expropriate the
minority shareholders in their firms than otheragpof controlling shareholders. Further,
we also find that for firms controlled by famili#sat a one-percent increase in the measure
of private benefits of control has twice the negateffect on the likelihood of the firm
being taken over by private equity investors thame-percent increase in the monitoring
incentives. This result may explain why the presiditerature has found fairly strong
evidence of the exploitation of private benefitscohtrol in family controlled firms, but

less conclusive results on the monitoring benefitamily shareholders.

We also find support that the tax benefit from @aging leverage and the bonding role of
further leverage influence the likelihood of a fidbeing acquired by a private equity
investor. In addition, we also find that firms withquid shares are more likely to be the

targets of private equity investors.
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4 How much do Private Equity Investors Pay for Contirental European Firms?"°
4.1 Introduction

In the early 2000s, the buyout market recovered @mmamenced a new surge which
culminated with the onset of the financial crisegduly 2007. One notable development of
this second buyout wave was the rise of an actoimental European private equity
market as stressed by Stromberg (2007): “The nompil&te equity activity has grown to
be larger than that of the US in the last few yearsere the growth of continental
European LBOs has been particularly pronoun¢&d&ithough the continental European
market differs in many perspectives from its An§axon relatives, there is a dearth of
private equity research in the continental Europeantext:’> We address this gap by
examining the pricing of going private buyouts, ieequisitions of large, publicly listed
companies. This type of deal has been respongblmiich of the last wave’s transaction
volume”® and the availability of comprehensive data encasipg sharp market prices

provides an opportunity to examine the pricing asdinderlying sources in detail.

Given that corporate governance in continental perrdiffers markedly from that in the
UK and US, the pricing of private equity transantiand the characteristics of targets are
also likely to differ. The most important differenconcerns the ownership structure.
While firms in the Anglo-Saxon jurisdictions are o&d by small, dispersed shareholders,
firms in continental Europe are held by large bloaklers (Enriques/Volpin (2007),
amongst others). Given the size of their stakesegHarge shareholders are likely to have
the right incentives to monitor the management gdefMeckling (1976) and

Shleifer/Vishny (1986)). However, not all types l#rge shareholders, such as the

79 A previous version of this chapter was used ad#sis for the paper “Private equity and wealteattf
in blockholder-based governance regimes” whichiig jwork with Ann-Kristin Achleitner.

71 Cf. Stromberg (2007), p. 5.

172 Cf. for instance Renneboog/Simons/Wright (2007 wtate that “hardly anything is known about the
continental European private equity market” (RemogipSimons/Wright (2007), p. 620).

173 Continental European going private buyouts haea selarge wave since 1997. According to CMBOR
(2007), the annual deal volume of these transagiioontinental Europe has grown over the decade
1997-2006 from €m 286 to a new record of €m 32,027s indicates an annual growth rate of 60%.
Relative values reveal a similar pattern. In 2@86,volume of going private buyouts in comparison t
all buyouts rose to a new high of 26.4%.
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government for instance, may engage in monitorifigimately, if the large shareholder
monitors the management, abnormal returns and prasiconferred by a private equity
acquisition should be lower as these targets oftss remaining potential for
corresponding agency cost reductions. While thegree of a large outside blockholder
mitigates the traditional agency conflict betweeanagers and shareholders, it raises a
different conflict of interest which is labelled bEnriques/Volpin (2007) as the
“fundamental problem of corporate governance in:EEthe large stake may also induce
blockholders to use their control rights to theivnobenefit and extract private benefits
from the firm at the expense of remaining sharetrsidBarclay/Holderness (1989) and
Bebchuk (1999)). This concern is particularly r@letvon the background of a historically
weaker minority shareholder protection in contia¢iurope (La Porta et al. (1999)). As a
result, these blockholders are only willing to sledir stake to a private equity investor at a
premium which is high enough to compensate thentHerloss of their benefits. Such
rent-extraction by the largest shareholders caoubeed by the presence of a second large
shareholder. Consequently, abnormal returns anuipnes conferred by a private equity
acquisition should be lower if there is a secondjdablockholder in the pre-buyout
company who confines the discretion of the largdwsireholder to appropriate private

benefits.

Besides the corporate governance system, therealace numerous other differences
between Anglo-Saxon and continental European mank&ich challenge the view that
results for the former are transferrable to theefatFor instance, the legal and fiscal
regulation for structuring and executing a privatglity acquisition has been traditionally
more demanding in continental Europe than in theeldped US or UK markets
(Renneboog/Simons (2005)). Consequently, the riak @xpected cost of executing a
buyout is higher in continental Europe. Differengethe debt markets, such as less active
high yield bond markets in continental Europe amsyradicated loan market where pricing
still depends more on (regional) banks than insbital investors (Standard & Poor's

(2010)), are also likely to affect the financialgereering decisions of private equity

174 Cf. Enriques/Volpin (2007), p. 117.
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funds!’® Furthermore, the market for corporate control heesn traditionally less active in
continental Europe and hostile transactions ardlyx@ancountered (Franks/Mayer (2001)
and Goergen/Renneboog (2004)). Hence, one migbukgie that private equity investors
face a less competitive bidding environment. Fbthedse reasons, a detailed examination

of the pricing of continental European private egacquisitions is compelling.

To study the pricing of continental European prevatuity acquisitions, we self-collect a
sample of 101 going private buyouts including mecinformation about the (i) target
ownership structur&?® accounting and stock performance, (i) private iggiidder
characteristics and (iii) deal characteristics. M/ltihe focus of this chapter is on buyout
pricing in the form of the final premiums paid byet private equity investor, we also
calculate abnormal returns to shareholders arotmed buyout announcement. In the
respective check of the underlying information aske process, we notice that in 20 cases
the disclosure of the takeover as a private edpatked going private buyout happens not
in one but two stepS. Consequently, a two-step event study is emplogedriive at

unbiased estimates.

We find that private equity investors pay a finagéan premium of 28.3% relative to the
market price two months before the announcemerd. detis value is 3.0 percentage
points lower than for comparable US transactidhs'he pattern is consistent with the
aforementioned monitoring incentives of large blowklers to curtail managerial
misbehavior and, potentially, with the restrictintheir own private benefits consumption

due to peer cross-monitoring. Further, we find tisatareholders gain around the

175 Axelson et al. (2007) provide evidence in linehnttis notion. In a comparison of European and US
buyouts, they show that the former ones (1) emplbigher (lower) proportion of bank debt (bondg) (2
contain more tranches of bank debt and (3) assighemhdebt amounts from their targets.

% n this chapter, the term ownership refers tovbiing rights of first-tier shareholders. Consedlyerthe
ownership statistics and the related evidence @réulty congruent in chapter 3 and 4 but they are
likely to be highly compatible. An interesting awenfor future research would be to extend the aealy
in this chapter from the first-tier to the ultimatenership level as best exemplified by the
comprehensive revisions from Achleitner/Betzer/Eiramskogler (2008) to Achleitner et al. (2011
forthcoming).

" Thefirst announcement generally refers to takeover negmimtith an undisclosed party or the firm’s
intention to go private. The involvement of a ptevaquity investor, however, is only disclosed in a
subsequergecondannouncement.

178 Cf. section 4.4.1.2 for a detailed discussion. DiSereference values are based on Bargeron et al.
(2008) and chapter 5 of this dissertation.
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announcement day abnormal returns of 13.0% in-thé&][event window. While this value
Is significantly positive, it is 7.7 percentage msilower than in the US case. This value
underlines the higher deal completion risk in coetital Europe and the outlined

monitoring and private benefits arguments.

When examining the underlying premium and abnormetlirn sources with cross-
sectional regressions, there is indeed strong stugpo our main argument that the
continental European blockholder structure reprssancrucial determinant. Consistent
with the view that buyout targets with a large ldoalder offer less remaining value
potential since the latter has the right incentiteesurb managerial malpractice, we find
that the stake of the largest outside blockholdaregatively related to the premiums and
abnormal returns. Further, since monitoring effoney not only vary with the size of the
largest blockholder but also by her/his identitye extend the analysis and distinguish
between various types of large shareholders. Thstimx literature on the types of
shareholders that are active rather than passigpdsse and does not provide uniform
conclusions. Consistent with our expectation, wel fihat the monitoring result holds for
corporations, banks and holdings but not for theegoment. Interestingly and contrary to
our expectation, the monitoring resstemsalso to not hold for families. However, the
absence of a clear negative relationship betweenstakes of family blockholders and
wealth effects has to be interpreted with caredy be that private benefit consumption as
a competing factor may counterbalance the montoractivities of families and
consequently, the latter effect may not show ughi@ form of lower premiums and

abnormal returns in the current empirical settifig.

We shed light on the private benefits argument xamening whether the presence of a
second large shareholder, who can act as a mafitbe dominant blockholder and curtail

her/his rent extraction, is related to the premiwand abnormal returns. Consistent with
the monitor-of-the-monitor argument, we find thag premiums and abnormal returns are

lower for targets where a second large blockholekes inherent in the pre-buyout firm.

179 Chapter 3 lends support to this conjecture. Iti@aar, it was shown that companies with largeifgm
blockholders have a lower takeover probability sititese families are likely to consume substantial
private benefits and therefore demand higher prersiu
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In addition to the central monitoring and privatenbfits results, there is widespread
evidence that the relative underperformance ofalget in comparison to the stock market
confers higher premiums and abnormal returns. [Eimds support to Kaplan and Schoar’s
(2005) notion that private equity investors arelssicated investors with an excellent
network which allows them to spot underperformingné and increase their value under
private ownership. Furthermore, there is also wea#tence that a thin, pre-buyout trading

volume of the target stock amplifies the premiums.

This chapter contributes to the work on the pricofgprivate equity sponsored going
private acquisitions. This stream of the literathes focused on the Anglo-Saxon capital
markets:®® Based on the increased relevance of the continEupean markets, we
examine going private buyouts in continental Eurapeere in particular the blockholder
structure via the monitoring and private benefrguanent may lead to different results. A
notable feature of the research setting is the awatibn of the blockholder structure and
sharp pricing measures due to market prices. Tletals chapter may not only help in
understanding the pricing of public buyout targets$ also the pricing of private buyout
targets who are characterised by concentrated eWwipebut lack sharp, market quote

based pricing measures.

Most closely related is the contemporaneous work Aafhleitner et al. (2011
forthcoming)™®* They examine announcement returns to a limitedpsamf 48 private

equity investments on the German stock market epassing both minority and majority
transactions. In contrast, this chapter focusetherpremiums for a sample of 101 private
equity deals in continental Europe consisting sotdl going private transactions which

lead to full controlt® Further, this chapter examines the takeover indtion release

180 Most notably DeAngelo/DeAngelo/Rice (1984), Kap{a889a), Lehn/Poulsen (1989), Bargeron et al.
(2008) and Jenkinson/Stucke (2010). Further studiesLowenstein (1985), Torabzadeh/Bertin (1987),
Amihud (1989), Kaplan (1989a), Kaplan (1989b), Nislachipper/Smith (1989), Asquith/Wizman
(1990), Frankfurter/Gunay (1992), Lee (1992), Harldowe (1993), Slovin/Sushka (1993),
Travlos/Cornett (1993), Easterwood et al. (1994nmeboog/Simons/Wright (2007), Cao/Lerner
(2009), Guo/Hotchkiss/Song (2011 forthcoming) ardffic@r/Ozbas/Sensoy (2010).

181 Betzer (2006) and Andres/Betzer/Weir (2007) exanais well the shareholder wealth effects of private
equity investments in Europe. However, their limisamples consist mainly of UK transactions.
Geranio/Zanotti (2011 forthcoming) study publigotavate transactions in continental Europe but they
do not focus on private equity sponsored deals.

182 Consequently, the sample size allows us to aaivebust results in econometric terms.
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process in detail and argues that a two-step esamdy is required to grasp the
announcement effects of private equity acquisitidfigally, it also tests private equity

fund and deal related hypotheses not consider@dhieitner et al. (2011 forthcoming).

This chapter is organized as follows: section 4fiews the related theoretical and
empirical literature and derives the hypothesesti@®4.3 describes the sample collection
process and the methodology. The empirical resmitstheir interpretations are presented

in section 4.4. Finally, section 4.5 summarizesfitnéings and concludes.
4.2 Literature review and hypotheses

This section derives the hypotheses. As emphasizétke introduction, the focus of this
study will lie on the governance hypotheses arisirggn the blockholder-dominated
ownership pattern in continental Europe. These il set apart t@apital structure
valuation and private equityhypothesed®® All hypotheses and respective variables are

summarized in Table 4-1.
4.2.1 Governance hypotheses in the continental Europeatext

The delegation of control from owners to managensfers a conflict of interest as the
owner’s target function of shareholder wealth mazation is unlikely to be fully
congruent with the manager’s function of personahith maximization (Jensen/Meckling
(1976), Fama/Jensen (1983)). The conflict is exqubtb be particularly accentuated at
lower levels of managerial ownership: as directomshpensation is not adequately linked
to company performance, they face fewer incentit@sact in the best interest of
shareholders. They are likely to shirk from invegtiadequate efforts and/or to divert
resources for their own benefit. Kaplan (1989&gsstes that value increases in buyouts
are partly attributable to such inefficient agesejtings. Private equity investors require
target managers to substantially co-invest in tingoht, thereby aligning their interests to

boost the value of the company (Kaplan/Strombe@§%2).

'8 The categorization of the hypotheses is not miyteaiclusive as, for instance, the governance and
capital structure hypotheses are intertwined. Timagry goal of the categorization is to impose a
sensible structure that makes the study more quaddessible to the reader.
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At high levels of ownership, however, the argunsmdll turn as managerial entrenchment
is likely to set in. For instance, managers whoehavested a large stake of their personal
wealth in the company tend to engage in diversifyimvestments at the corporate level
(May (1995)). While this behaviour benefits thermss| it comes at a cost for
shareholders. Morck et al. (1988) provide empiriegidence for such a non-linear
relationship between managerial ownership and Viathne. Consequently, a squared term

of managerial ownership is included in the empirieats.

H1.1 (incentive alignment - directors’ ownershiphere is a non-linear relationship
between pre-buyout managerial ownership and thempmns or abnormal returns,
respectively. At low levels of managerial ownerdthig relationship is negative while at

high levels it is positive®®

Managements’ leeway in corporate decision makingresses with monitoring efforts

exercised by corporate shareholders (Alchian/Demgé&®72) and Jensen/Meckling

(1976)). Small shareholders, however, refrain fraonitoring as it incurs significant costs
in relation to the benefits earned on their margstake. From their perspective, it is more
sensible to free-ride on the monitoring efforts neorby third parties (Grossman/Hart
(1980)). Hence, monitoring occurs in companies whalockholders have large stakes
(Shleifer/Vishny (1986)). Consequently, if privagguity investors acquire companies
which have been under the controlling eye of blot#ters, premiums and abnormal
returns should be lower as these companies ofésrgetential for agency cost reductions
stemming from the manager-shareholder conflicte@irevidence for this comes from
Renneboog et al. (2007). They observe that shatehalealth effects are lower when
firms are controlled by blockholders. Indirect emide is provided by Franks/Mayer
(2001). They show that the bid premium is signifitta lower for blockholder-governed

German firms than for dispersed Anglo-Saxon fifffis.

'8 Due to data limitations in the continental Eurapeantext, we are only able to employ managerial
shareholdings in excess of 3% The expected coefficient of the variaBlizector is negative while the
coefficient ofDirector’is expected to be positive.

18 Alternatively, it could also be argued that a riagarelationship between the size of the largest
shareholder and the wealth effects arises fronmikigation of the free-rider problem due to the
bilateral negotiations between the blockholder aimeate equity investor. However, Eckbo (2009)
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H1.2 (monitoring - shareholder’s size): Premiumsdabnormal returns are negatively

related to the equity stake of the incumbent, lsrgeareholdet®®

In addition to the size of the largest blockholdegnitoring incentives may also vary with
her/his identity. The literature about the typeslarfge shareholders that are likely to
monitor the management and those that are unlikebywersee the activities of the latter is
as yet sparse and does not provide consistentusiagk. In line with sections 3.2.1.3 and
3.3.3.2, we expect that (outside) families, bamkgustrial and commercial corporations

and holding companies monitor the management wheheagovernment doesn't.

H1.3 (monitoring - shareholder’s identity): Premisnand abnormal returns are lower
when the largest shareholder is a family, bankpooation or holding company who shall

have more incentives to engage in monitoring tie@ngovernment.

The presence of a large outside blockholder rerntiergraditional agency conflict between
managers and shareholders, but in turn raisesferaft conflict of interest which is
labelled by Enriques/Volpin (2007) as the “fundataéproblem of corporate governance
in continental Europe [and in most non-Anglo-Saxwomintries of the world]*®’ Large
shareholders might use their power to extract feivieenefits at the cost of small
shareholders as stressed by Shleifer/Vishny (199Y) theoretically formalized by
Bebchuk (1999). This concern is particularly relgvan the background of a historically
weaker minority shareholder protection in contia¢iurope (La Porta et al. (1999)). As a
result, these blockholders are only willing to skedir stake to a private equity investor at a
premium which is high enough to compensate thentHerloss of their benefits. Such
private benefit extraction by the largest sharedotdin be curbed if there is a second large
shareholder who exerts a monitor-of-the-monitoerdihis is demonstrated in detail by

Pagano/Réell (1998), who derive conditions underciwtiblockholders engage in cross-

argues that the free-rider problem is only of mimgportance in practice. Consequently, a negative
relationship shall be mainly attributable to thenibaring argument.

18 As a proxy for monitoring efforts, we use the egsiake of the largest outside blockholder. The
existence of a large shareholder induces the rengaghareholders (with lower ranks in the ownership
hierarchy) to free-ride on her/his efforts, i.eutaerinvest in monitoring. Hence, our monitoring
variable seems also to be a reasonable proxy frilraaxetical point of view. The expected coeffitien
is negative.

187 Cf. Enriques/Volpin (2007), p. 117.
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monitoring, thereby curtailing expropriation andcreasing shareholder value. This
positive relationship between the existence ofcmise large shareholder and shareholder
value, is empirically confirmed by Edwards/Weicheder (2004) and Achleitner et al.

(2011 forthcoming). Hence, we argue that takeowérsompanies, where a second large
shareholder is likely to confine the discretiontbé largest shareholder to appropriate
private benefits in the pre-buyout compaffyconfers lower premiums and abnormal

returns.

H1.4 (private benefits): Premiums and abnormal nesuare lower when there is a second
large blockholder in the pre-buyout company who canfine the discretion of the largest

shareholder to appropriate private benefifs.
4.2.2 Capital structure hypotheses

Private equity investors finance their deals witbulastantial increase in leverage in order
to (i) realize additional tax shields and (ii) teapline management not to waste free cash
flow on negative net present value projects. Wdl &neefly review the literature on both

of these points below.

At the corporate level, interest payments are d@oecfrom taxable income. Hence, as
highlighted by Modigliani/Miller (1963), an increa@ the debt level will create additional
tax shields and thereby rise firm value. Assumimgt target firms can increase leverage
independently at similar terms than private equigyestors and given that the market for
corporate control is reasonably competitive, exegmedictable tax savings from private
equity investor’s recapitalizations should accrushareholders. Consequently, we expect
a positive relationship between the level of taabilities and premiums or abnormal

returns, respectively. The empirical picture orsthuestion is ambiguous: Lowenstein

'8 An alternative (but not mutually exclusive) intesation would be that the second largest sharehold
acts as an additional monitor of the managemerndégshe largest shareholder. Since the largest
shareholder holds in the sample on average 35.2@P& @otes, he has relatively high incentives to
monitor managers and to appropriate private ben&ibnsequently, it is more likely that the second
large shareholder will focus her/his efforts monenaonitoring the largest shareholder than the
managers.

189 As empirical measure, we closely follow Gugler/vgiu (2003) and employ a dummy which is set to
one if there is a second large shareholder ownstgle equal or larger than 5%. A negative sign is
expected.
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(1985) and Kaplan (1989b) show results consisteitih Whe tax benefit argument in
contrast to the results of Lehn/Poulsen (1989)nidtater/Gunay (1992), Halpern et al.
(1999) and Renneboog et al. (2007).

According to Jensen’s (1986) seminal free cash tlo®ory, managers are prone to invest
excess cash in projects which do not earn the medjuate of return but increase their own
welfare. For instance, managers will rather inagetism size and their compensation
through new projects than restraining it througbhcpay-outs to shareholders (Murphy
(1985)). Hence, companies with high excess caslhiqus are interesting candidates for
private equity investors, as managerial malpraatee be curbed through increased debt
liabilities (i.e. higher interest and principal pagnts). Consequently, we expect that
premiums and abnormal returns are higher for targetpanies with high levels of free-
cash-flow. The empirical evidence on the free-désh-hypothesis is inconclusive: while
Lehn/Poulsen (1989) and Frankfurter/Gunay (1998) fevidence for Jensen’s (1986)
seminal argument, the one’s of Travlos/Cornett 8)9Halpern et al. (1999) and

Renneboog et al. (2007) fail to find empirical ende.

H 2.1 (leverage, tax and free cash flow): Premiamd abnormal returns are higher when

companies offer high debt capacities, high taxleeaad high free cash flow levefs.

Buyout pricing may not only be driven by the firpegific debt capacity, but also by the
periodical, market-wide mispricing in the debt aglity markets. When debt is relatively
cheap in comparison to equity, private equity ineswill take advantage of this situation
(Kaplan/Stromberg (2009)). Favourable lending ratdsch do not fully account for the
intrinsic risk of the company, will induce privatguity investors to take on larger amounts
of debt financing. In particular, this might resfiim the compensation scheme of general
partners as pointed out by Axelson et al. (2008iegal partners are typically entitled to a
carried interest of 20% if fund returns surpassgreed hurdle rate. Hence, they hold an

option-like stake which induces them to employ mteeerage in deals. The resulting

1% Debt capacity is measured in terms of the prevatelustry measure; net debt divided by EBITDA. The
expected sign is negative. In accordance with prevstudies, tax payments standardized by thedirm’
market value of equity are employed as a proxydriiabilities. The expected sign is positive. The
variableFreeCashFlows defined as operating income before depreciatimmhamortization minus tax,
minus interest and minus dividend payments diviokethe market value of equity (Lehn/Poulsen
(1989)). A positive sign is expected for this vat&a
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value increase of their “option”, in turn, increadeeir willingness to pay higher prices.
Since shareholders are able to evaluate lendinglittmms at the announcement, the
perspective of a larger premium is also likely tanslate into a higher announcement
return. There is empirical evidence for both thstfand second buyout wave that the
availability of “cheap” debt influences the pricimf buyouts (Kaplan/Stein (1993) and
Axelson et al. (2010)).

H 2.2 (debt market timing): Premiums and abnormeturns are higher when there are

favourable lending conditions?
4.2.3 Valuation hypotheses

There is anecdotal and academic evidence that fivitis relatively low valuation levels
are taken private (Maupin et al. (1984), Weir et(2005) and Renneboog et al. (2007),
amongst others). Such an undervaluation may omginfr instance, from a lack of
financial visibility. In particular, small comparsiewith low stock analyst and press
coverage shall encounter problems to reveal tie'ditrue potential to the market. This

low market visibility is likely to convey a low tding volume"®?

As sophisticated investors with an excellent nekniarthe financial community, private
equity general partners are supposed to have ‘jetapy deal flow” (Kaplan/Schoar
(2005) which helps them to identify undervalued pamies. The premiums and abnormal
returns are likely to be positively related to tflegel of undervaluation since the latter
indicates both a low basis price for the premiurd ample value creation potenttaf.
Similarly, the premiums and abnormal returns ase &kely to be positively related to the
illiquidity of the stock since the latter triggestrong market reactions and requires the

private equity investor to make a substantial aiesecure full control.

1 The London Interbank Offered Rate (LIBOR) is usedonstruct a proxy for industry-wide lending
conditions. In particular, the average of the dalBOR rates (maturity of 12 months) over the intdr
[-165, -41] relative to the announcement day iswated.

192 Both undervaluation and illiquidity impair the nayement to reap the benefits of a listing, e.gaise
relatively cheap capital (Pagano/Panetta/Zingdl89&) and Boot/Gopalan/Thakor (2008)).
Considering the substantial listing costs, managegét be induced to go private.

198 This prediction is empirically supported by Maugidwell/Ortegren (1984) and
Renneboog/Simons/Wright (2007), amongst others.
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H 3.1 (performance, liquidity): Premiums and abnainreturns are higher when

companies have a low prior stock performance attiratrading volumé?®

The potential for private equity investors to ben&fom their identification skills of
undervalued targets is constrained by bidding caitipe and resistance from target

managers.

H 3.2 (challenged, hostile): Premiums and abnormelrns are higher when the deal

involved a competing offer and/or a hostile target.
4.2.4 Private equity hypotheses

During the last buyout wave, private equity investoave increasingly joined forces to bid
as consortiums for targets. This rise was acconagany concerns that club deals present
syndicates of potential rivals leading to less mddcompetition at the detriment of target
shareholder$®® Empirical evidence on this issue is mixed. Offieeal. (2010) report that
vendors earn approximately 10% less in club- thale-sponsored deals. This result,
however, is not upheld in contemporary work by Baidulherin (2009) who find no
negative effects of club deals on either targetrret or takeover competition measurés.
They argue that consortium formation seems to theeraxplained by competitive reasons
(such as scale, risk and bidder expertise) thazobysion motives. Although the final jury
on this question is still out, the launch of invgations by the US Department of Justice
underlines the increased potential for anticompetitboehaviour through club deals.

Consequently, we hypothesise:

1% The variablePriorStockPerformances defined as the share price 40 days beforertheumcement date
divided by the average price over the 2 antecegknts. In order to exclude market movements, the
figure is divided by the equivalent ratio of the BPJROSTOXX market index, which embraces large,
middle and small capitalisation companies of 120Eane countries (UK not included). The variable
liquidity is defined as the fraction of days with zero peteceturns over the half year period up to the
event window starting at day t = - 40.

195 Competition may be either directly reduced viagimeple reduction of auction participants
(Graham/Marshall (1987) and McAfee/McMillan (1998))indirectly via the greater likelihood for
collusive agreements (Stigler (1964)).

1% Boone/Mulherin (2009) collect from SEC files “thamber of potential bidders contacted by the target
the number of potential bidders receiving config@nbformation, and the number of bidders making
both non-binding and binding offers” (Boone/Mullme(2009), p. 4).
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H 4.1 (private equity - syndication): Premiums aafghormal returns are lower in club-

than in sole-sponsored deaf€.

Ljungqvist et al. (2007) show, in a theoretical mlpdhat inexperienced buyout fund
managers, who want to establish a track recordderao raise follow-on funds, are less-
risk averse and more prone to overpay. High premiloy inexperienced GPs will be
anticipated by shareholders leading to high abnbrredurns around the buyout
announcement. These predictions are indirectly aue@ by the empirical work of
Kaplan/Schoar (2005). They show that fund perforreatends to increase with the

experience of the funds’ general partners. Heneeangue:

H 4.2 (private equity - experience of general parf): Premiums and abnormal returns

are higher when the private equity investor is kesgerienced?®

97 Two proxies are employe@yndicateneasures the number of private equity investonslecting the
transaction whileClubDealis a simple dummy taking the value one if thegetaro or more private
equity investors forming a syndicate.

198 To proxy for the experience of general partnets tiifferent proxies are employefigePePartnership
measures the age of the youngest syndicate pavireeasigePePartnershiptheasures the age of the
oldest syndicate partndtirstFund is set to one, ibneof the syndicate partners is a first time-fund
wheread-irstFund2is set to one, iéll of the syndicate partners are first time-funds.
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Table 4-1: Summary of hypotheses, variables, defims and expected signs

This table summarizes the hypotheses, the variaisied to test them and the predicted effect of gadhble on the premiums and abnormal returns.

Hypotheses Variables Definition SEigpr)]ected

Governance hypotheses
H 1.1 (incentive alignment - directors’ Director Ownership stake of management team in %. Due @ -
ownership): There is a non-linear relationship limitations in the continental European context,ave
between pre-buyout managerial ownership and only able collect managerial shareholdings in exads
premiums or abnormal returns, respectively. At 5% (cf. section 4.3.2 for details)
low levels of managerial ownership the Director? Squared ownership stake of management team in % +
relationship is negative while at high levels it is Due to data limitations in the continental European
positive. context, we are only able collect managerial

shareholdings in excess of 5%.
H 1.2 (monitoring - shareholder’s size): Premiu 1s'shareholder Ownership stake of largest outside shareholder in % -
and abnormal returns are negatively related to 1s'Shareholder 75/100 Piecewise specifications of the variabfShareholder
equity stake of the incumbent, largest sharehol' 1sishareholder_50/75 according to the economic thresholds at 25, 507&8d
1stShareholder_25/50 (cf. section 4.2.1 and 4.3.2 for details)

H 1.3 (monitoring - shareholder’s identity): 1¥Shareholder * Identity  Interaction term of.stShareholdewith one of the - for
Premiums and abnormal returns are lower whe dummy variables measuring the type of the largest  “good”
the largest shareholder is a family, bank, outside shareholder (family, government, bank, monitors
corporation or holding company who shall have insurance, corporation, holding and others). and + for
more incentives to engage in monitoring than tt “bad”
government. monitors

H 1.4 (private benefits): Premiums and abnorm 2"Shareholder_dummy>5¢ Dummy set to 1 if the second largest outside -

returns are lower when there was a second lar¢ shareholder holds a stake larger or equal than 5%
blockholder in the pre-buyout company who (Gugler/Yurtoglu (2003), for more details see smtti
confined the discretion of the largest sharehold 4.3.2)

to appropriate private benefits.




98

Table 4-1: Summary of hypotheses, variables, deiims and expected signs (continued)

Hypotheses Variables Definition SEigpr)]ected
Capital structure hypotheses
H 2.1 (leverage, tax and free cash flow): DebtLevel Net debt divided by EBITDA -
Premiums and abnormal returns are higher wh FreeCashFlow Free cash flow defined as operating income before +

Valuation hypotheses

companies offer high debt capacities, high tax
levels and high free cash flow levels.

Tax

depreciation and amortization minus tax, interest a
dividend payments standardized by the market vaflu:
equity (Lehn/Poulsen (1989))

Tax payments standardized by the firm’s marketeal +
of equity (Lehn/Poulsen (1989))

H 2.2 (debt market timing): Premiums and
abnormal returns are higher when there are
favourable lending conditions.

DebtCost (LIBOR)

Average of the daily LIBOR rates over a half year -
period up to dayt=-41

H 3.1 (performance, liquidity): Premiums and  Valuation
abnormal returns are higher when companies

a low prior stock performance and a thin trading

volume.

Liquidity

Share price 40 days before the announcement date -
divided by the average price over the two priorgemn

order to exclude market movements, we divide the

figure by the equivalent ratio of the DJ EUROSTOX:
market index, which embraces large, middle and Ism
capitalisation companies of 12 Eurozone countti#§ (

not included).

Fraction of days with zero percent returns oveal& h +
year period uptodayt=-41
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Table 4-1: Summary of hypotheses, variables, deiims and expected signs (continued)

Hypotheses Variables Definition ;g?\eded
H 3.2 (challenged, hostile): Premiums and Challenged Indicator variable if the deal involved a competofter
abnormal returns are higher when the deal Hostile Indicator variable set to one if the deal includes

involved a competing offer and/or a hostile targ

hostile target

Private equity hypotheses

H 4.1 (private equity - syndication): Premiums ¢ ClubDeal dummy
abnormal returns are lower in club- than in sole
sponsored deals. Syndicate

Dummy set to 1 if more than one private equity stoe -
participates in the equity syndicate

Number of private equity investors participatinglie -
equity syndicate

H 4.2 (private equity - experience of general  Age PE Partnership
partners): Premiums and abnormal re-turns are

higher when the private equity investor is less

experienced. Age PE Partnership2

First time fund

First time fund2

Age of theyoungesprivate equity investor -
participating in the equity syndicate at the

announcement date

Age of the oldest syndicate partner participatm¢hie -
equity syndicate at the announcement date

Dummy set to 1 ibneprivate equity fund participating +
in the equity syndicate is a first-time fund

Dummy set to 1 il private equity funds participating +
in the equity syndicate are first-time funds

Further control variables

France dummy

Germany dummy

Dummy set to 1 if the target company is headquedte
in France

Dummy set to 1 if the target company is headquedte
in Germany
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Table 4-1: Summary of hypotheses, variables, deiims and expected signs (continued)

Hypotheses Variables Definition SEigpr)]ected
Sweden dummy Dummy set to 1 if the target company is headquedte
in Sweden
Netherlands dummy Dummy set to 1 if the target company is headquedte
in Netherlands
Period 01-03 dummy Dummy set to 1 if transaction was announced in the
stock market downturn period of 01 - 03
Period 04-07 dummy Dummy set to 1 if transaction was announced in the

stock market upturn period of 04 - 07
Size Market capitalization in million €
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4.3 Sample, data and methodology
4.3.1 Sample

According to talks with industry practitioners awdight et al. (2006), going private
buyouts started to evolve in continental Europegh@ late 1990s. Respectively, all
transactions are collected which were announcesldast January 1997 and July 2007,
the start of the credit turmoil. To capture alhsactions, the following three databases

are screened in descending ortfér:

« Thomson Financials’ SDC Platinum database,
» The Financial Times’ Mergermarket database,

* Incisive Medias’ Private Equity Insight database.

From the consolidated pool of takeovers, thoseetarg financial firms are excluded
as their accounts differ systematically from indiastfirms. Subsequently, two sanity
checks are conducted in order to assure that thepleaconsists indeed of going

privates which are private equity sponsored.

» First, it is assured that the transactions wereeddielisted: Therefore the stock
price history is examined for trading suspensiams #he findings are verified
with press searches.

e Second, it is verified that the buyers are indeedafe equity investors:
Therefore, we examine each acquirer’'s mission rsiaté and investment track
record as reported on its web pages and in thediahpress. Any remaining
doubts are addressed by consulting industry expektsy acquirer who
predominantly buys majority stakes (as opposeditmnty stakes which tend
to be bought by hedge funds) in mature companissofgposed to venture
capitalists who invest in young companies) andafbmited investment horizon

(as opposed to strategic buyers who invest ovelotigerun) is considered to be

199 |nterestingly, although all data providers claoroffer comprehensive coverage, their databases are
in fact hardly intersecting but highly complememgtat/ith regard to the final sample, SDC
Platinum as the primary database accounted fof®8fhe transactions, while Mergermarket
added 29.6% and Private Equity Insight deliveredrémaining 16.7%.
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a private equity investor. In case a bank is statethe acquirer, it is checked
whether the transaction was carried out by the lsgmivate equity arm. If this
is not the case, the transaction is excluded. Siiyjlit is also verified whether
transactions by formerly pure private equity ineestsuch as Blackstone,
which have now evolved into organisations offeriagrange of financial

services and advice, have been carried out by pheite equity divisions.

This rigorous procedure results in 136 private Bguacquisitions that were
successfully completed by July 2007. Table 4-2ldispthis population and the final
sample for which all required data points are amd across announcement years and

target countries.
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Table 4-2: Private equity sample by announcemest gad country

This table shows the target country and year 8igtion of all continental European going privateyduts which were successfully completed by July720fear denotes the
year of the buyout announcement. Country is defaeethe country where the company is headquarterexse there are transactions for which dataissing, we report first
the population of all deals for the respective jaamtry entry and note subsequently the numbedeafs with available data in brackets.

- - @ g
8 s ¢ & & € £ E - £ § 2 5 § 2 § g 3 5 =
s £E ¢ 8 € g & ¢£€ § © 2 & ©® £ 3§ ¢ | B3 £ £
T 8§ &6 B & =z 9 i < £ X & € & o S = g &
z 3 =
1997 20 o0 0 0 0 0 0 0 0 0 0 0 0 0 0 2 2
1998 100 1 0 0 10 O O 0 o0 0 0 O 0 o0 0 0 3 2 1
1999 9(5) 3 4 0 2(@1) 2 0 2 1 1 0 1(0) 0 10 O 0 0 26 7 19
2000 4 5 0 2 2 1 0 0 0 10 O 0 o 0 o0 0 0 15 1 14
2001 1 2 2 0 10 0 ©O0 1 0 ©0 20 0 0 0 0 o0 0 9 3 6
2002 4 1 2 3@ 10 0 o0 o0 1 10 o0 o0 1 0 0 0 O 14 3 11
2003 6G) 4 1(0) 2(1) 1 1 1 1 1 0 O 0 0 1(0 0 o0 0 19 4 15
2004 5 0 1 5@ 32 100 2 0 1(0) O 0 0 O 0 o0 0 10)| 19 6 13
2005 32 2 0 0 1 10) 1 0 0 0 0 1 0O 0O 0 1(0) O 10 3 7
2006 2 0 3 21O 1 2 1 0 1(0) 0 1 0 0 0 1(0) O 0 15 3 12
Jan. - Jul. 2007 1 0 0 2 0 10 O 0 0 0 0 0 0 0 0 0 0 4 1 3
Total 39 18 13 16 13 9 5 4 5 3 3 2 1 2 1 1 1 | 136
Missing data 9 o0 1 5 5 3 0 o 2 2 2 1 0 2 1 1 1 35
Final sample 30 18 12 11 8 6 5 4 3 1 1 1 1 0 0 0 0 101
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In terms of the population distribution across does, Table 4-2 shows that France
represents with 39 transactions (29%) the mosveagilayground for private equity
investors. Further attractive markets seem to ben@ey (18, 13%), the Netherlands
(16, 12%) and the Scandinavian countries of Swé@ldn10%), Denmark (13, 10%)
and Norway (9, 7%). The remaining 29 transactioB2%) are spread over 11
countries including both developed countries suglSpain and Italy and emerging

countries such as Hungary, Romania, Poland anda.atv

In terms of the population distribution across tinEable 4-2 shows that the
acquisition activity took off sharply in the yea®99 with 26 transactions (19%). Over
the subsequent years 2000 - 2006, the number ravegecen 9 to 19 deals per year,
representing a relatively stable private equityngooed going private activity. The
reported 4 transactions for the period Januaryly- 2007 represent only deals which
have been completed as of July 2008, the date iahwdata collection for this chapter
ceased. Recent examinations reveal that ultimd@lgrivate equity acquisitions took

place in 2007.

Despite our best efforts as laid out in the subsefjgection, we were not able to
collect the required data for all transactions.plarticular, precise ownership and
private equity fund data was missing for sevemhsactions leaving a final sample of
101 acquisitiond® This reduction exemplifies the numerous difficestiencountered
in collecting a dataset in the continental Europeamtext where disclosure
requirements have been - at least in the pasts-rigerous than in the US or UK.
Nevertheless, the final sample remains in termtghefcountry and time distribution

relatively comparable to the underlying population.

20 The comprehensive data requirements explain afgotie final sample size in this chapter is
smaller than in the previous one.



105

4.3.2 Data and variable definitions

We retrace the ownership structure of all firmscowysidering all voting stakes equal
or larger than 5% as this figure represents theedbveommon disclosure threshold

across jurisdictions and tini€" The data is self-collected from the following stes:

1. Historical versions of Bureau Van Dijk’'s Amadeustatmse (BVDA)
which were recorded on a semi-annual basis fronY 29802 and on a
quarterly basis thereafter. The version is selewtbith approaches the
target’s fiscal year date prior to the going prevannouncement most

closely.

2. Target company publications such as annual repodsress releases or
direct target company statements from their inwestelations

departments in response to requests.
3. Stock market or regulator publications.
4. Private directories such as the “Hoppenstedt Akiilerer” in Germany.
5. News searches based on Factiva and Google.

The resulting ownership structure serves as thirgigpoint for the construction of
the management stake. As BVDA does not deliveabédi information about the
board members and their functidfi$,we turn to the annual reports in order to
precisely identify the executive members which arensidered part of the
management team in the study.

21 |1n comparison to chapter 3.3.3.2, the thresholtiimchapter is set at 5% since it builds on-fiiest
ownership data. Consequently, the ownership statiahd the related evidence are not fully
congruent in both chapters but they are likelyadlghly compatible.

22 |n continental Europe, board systems are hetesmenin the way that there exist both unitary and
two-tier boards. In this context, BVDA reveals talwortages: First, in the case of two-tier boards,
members of both the corporate management and gleevésory board are sometimes labelled as
“managers”. Second, in the case of unitary bodh#sdatabase does often not differentiate
between executive and non-executive directors.

%3 n the case of two-tier boards, we follow Baroit@aprio (2006) and consider members of the
management body (supervisory body) as executives€recutives).
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Stock and accounting data is retrieved from Thontsaancial’'s Datastream database
and, if necessary, supplemented with informati@mfBVDA and the firms’ annual

reports. All accounting data points are collectetha last fiscal year date prior to the
acquisition announcement. We winsorize all accognéind stock based variables on
their upper and lower tails at the 1% level in orileensure that outliers do not distort

results.

PE partnership and fund information is obtainedmfr@homson VentureXPert,
Thomson Banker One, private equity partnershipshsites and direct requests to

them?%
The definition of the individual variables is sunrmmad in Table 4-1.
4.3.3 Methodology

Central to the calculation of both abnormal eveaty returns and premiums to
corporate events is the sound assessment of therlying information release
process. This matter is of particular importancethis study’s context since (i)
disclosure requirements have been traditionally tlsmanding in continental Europe
and (ii) private equity bidders shun the public tigbt. Therefore, we examine
database deal synopses and deepen our understartdmogigh additional
investigations of Factiva press clippings. SimiaRenneboog et al. (2007), we notice
that in a few transactions, the disclosure of #iedver as a private equity backed
going private happens not in one but two steps. flise announcement generally
refers to takeover negotiations with an undisclgsady or the firm’s intention to go
private. The involvement of a private equity inweshowever, is only disclosed in a
subsequent second announcement. In total, ther@reases where the takeover
information is released in two steps. Following Relmoog et al. (2007), we apply the
following event-study and premium methodology tesh particular takeovers: With

regard to the event study methodology, we calcuéatent windows around both

%4 Access to Thomson VentureXPert and Thomson Babkerwas only available in the later stage
of the research project. This is the reason whyémaple transactions were initially sourced from
Private Equity Insight, Mergermarket and ThomsorC3®atinum.
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announcement dates and sum them up in order tbiastthe result? In 6 cases,
there is a slight overlap in the first and secowdné window which we exclude for
consistency. Overall, this procedure aims to petttAnsactions on a more common
ground and, thus, to depict the announcement sff@cire precisely. With regard to
the premium methodologyve set the final price paid in relation to a benchmanke
taken two months prior the first event date (Schy&996))2°° Further, we adjust for
market movements with the DJ EUROSTOXX market indeiich embraces large,
middle and small capitalisation companies of tweteatinental European countries
(Kaplan (1989a)).

Standard event study and premium methodology (Bfdanner (1985),
Kothari/Warner (2006)) is applied. As a benchmaok the event study abnormal
return calculation, we employ the market model. Each firm, the market model
parameterst andp are estimated from an ordinary least squares (Qé§ession of
the firm’s returns on the Dow Jones (DJ) EUROSTOK¥ex returns over the daily
interval [-295,-43] relative to the first announcamh date. Subsequently the
cumulative abnormal returns (CARS) are calculat@ddach firm by summing the
market model residuals over the respective eventow. We winsorize event-study
returns and premiums on their upper and lower tdikhe 1% level in order to ensure
that outliers will not distort the results. Stardlaconometric tests are employed which

are detailed in Renneboog et al. (2007).
4.4 Empirical results

4.4.1 Summary statistics

4.4.1.1 Firm fundamentals

Panel A of Table 4-3 depicts the ownership stmgctf the target companies.

295 Renneboog/Simons/Wright (2007) state: “Some eadigearch has taken the second date as the
event date. It is clear that such results are Hidse to the fact that the initial announcemeneev
1) has a large effect on the share price and tlett& could be regarded as a correction to event 1
(Renneboog/Simons/Wright (2007), p. 608).

2% Hence, this measure includes bid mark-ups andeharkicipation.
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Table 4-3: Univariate sample characteristics

This table reports descriptive statistics for taenple of 101 going private buyouts. The explanat@sables
are defined as in Table 4-1. Panel A describeswrership structure of the target firms. Panel li2$aa closer
view at the nature of the largest shareholderselRameports target firm and deal characteristics.

Panel A: Ownership structure

Presence

Variable Mean Median  Std.Dev. (%) Min. Max.
1¥Shareholder 35.26 27.70 28.13 89.1% 0.00 98.66
2"Shareholder 8.12 7.00 8.80 63.4% 0.00 43.00
Directors 11.26 0.00 24.07 24.8% 0.00 100.00
FreeFloat 39.26 36.27 22.96 - 0.00 94.81
Panel B: Nature of 1st shareholder

Variable (dummies) # %

1stShareholder_5/25 34 33.7%

1stShareholder_25/50 26 25.7%

1stShareholder_50/75 15 14.9%

1stShareholder_75/100 15 14.9%

1%Shareholder_Family (Outsider) 16 15.8%

1%Shareholder_Government 7 6.9%

1*'Shareholder_Bank 8 7.9%

1%Shareholder_Insurance 2 2.0%

1%Shareholder_Corporation 29 28.7%

1%Shareholder_Holding 17 16.8%

1*'Shareholder_Others 11 10.9%

Panel C: Target firm and deal characteristics

"Variable Mean Median Std.Dev Max. Min.

Size 435518 181661 748278 4321669 6749
DebtLevel 0.765 0.796 1.876 4.379 -7.950
FreeCashFlow 0.145 0.120 0.130 0.564 -0.134

Tax 0.036 0.037 0.028 0.126 -0.049
DebtCost (LIBOR) 4.762 4772 0.796 3.484 6.603
Valuation 1.014 0.991 0.296 1.743 0.488
Liquidity 0.288 0.200 0.221 0.848 0.040
Challenged (dummy) 0.168 0.000 0.376 0.000 1.000
Hostile (dummy) 0.050 0.000 0.218 0.000 1.000
ClubDeal (dummy) 0.376 0.000 0.487 1.000 0.000

Age PE Partnership 1 13.168 12.000 9.911 48.000 0.000
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In 89.1% of the sample firms, there is at least ouiside shareholder which holds a
stake larger than 5% in the company. On averagesitte of the largest blockholder
amounts up to 35.26% which markedly differs from #3.5% found by Renneboog et
al. (2007) for a comparable UK sample. Interesyinghd in line with the private
benefits hypotheses (H 1.4), private equity invesgeem to slightly prefer companies
where there is at least one additional outsidelblolcier: in 63.4 % of buyout targets,
a second large outside shareholder is presentdBaséhe whole sample, the average
stake of this potential monitor-of-the-monitor amtaito 8.12%. The management
team holds in 24.8% of the sample a significarkesia the target company. Measured
over all transactions, the average directors’ stakestitutes 11.26% which is in line
with the 12.5% reported by Renneboog et al. (2007).

In aggregate, the sum of blockholdings in the samgicounts to 60.74% of the
ownership  structure.  This  contrasts heavily to th8&7.7%  of
Renneboog/Simons/Wright's (2007) UK sample. Hente stylized fact that
ownership is far more concentrated in continentabfean than Anglo-Saxon markets
(e.g. La Porta et al. (1999), Mayer (2008); amorugkers) holds for our sample of

buyout targets.

Panel B takes a closer look at the size and natutee largest outside blockholder,
which is at the heart of our governance story exdbntinental European context. In 15
cases, the largest blockholder owns a stake ldhger 75%. Such a “super-majority”
grants them far-reaching rights, e.g. to amendcthrporate charter. In a further 15
firms, the largest blockholder still possesses gontg but less or equal than 75%.
Hence, these shareholders can still extensivelyrabthe management although the
existence of an additional 25%-blockholder mightmiti their discretion
(Jenkinson/Ljungqvist (2001)). In 26 cases, thgdat blockholder owns at least 25%
but less than 50%. Such a minority block can bel isereto against important issues
such as for example profit transfer and controleagrents (Franks/Mayer (2001)).
Finally, the largest outside blockholders are primacorporations (28.7%), holdings
(16.8%) and families (15.8%) followed by banks #8)9the government (6.9%) and

insurance companies (2.0%).
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Panel C provides an overview of target firm andl dderacteristics. The median
continental European private equity target has eketacapitalization of 182 m€. In
terms of leverage, the average firm has a net te@BITDA ratio of 0.765. The
London Interbank Offer Rate (LIBOR) - the proxy ttye economy wide cost of debt
refinancing — averages 4.8% across the cross-secfitransactions. Free cash flow
and tax liabilities amount on average to 14.5% au6d6 of the firms’ market value of
equity. With regard to the pre-buyout stock perfante, the valuation average
(median) of 1.014 (0.991) suggests that the stbeke broadly performed in line with
the overall market development. The average (médiguidity variable points
towards a thin trading volume: In the last halfrybafore the buyout announcement,
the target stocks recorded a zero percent retu28.8% (20.0%) of the trading days.
Only 16.8% of the deals involved a competing bid amly 5% included a hostile
target. Finally, 37.6% of the transactions are cotedd by a syndicate of private
equity investors and the average age of the sampte/ate equity partnerships is 13.2

years?’
4.4.1.2 Announcement returns and premiums

Panel A of Table 4-4 presents the cumulative ababreturns (CARS) over different
event windows. As described in detail in the metiogy section, the information
release of the private equity backed going priveesaction happens in 81 cases in a
single event (event 1) but in 20 cases in two evéent 1 and 2). we account for this
particularity by reporting three tables: (i) The R#relative to event 1 (left-handed
table), (ii) the CARs relative to event 2 (centalé) and (iii) the sum of the CARs

relative to event 1 and 2 (right-handed table).

27 This number refers to the variatgePePartnershig.e. in the case of a club deal it measures the
age of the youngest syndicate partner.
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Table 4-4: Cumulative abnormal returns

This table shows the cumulative abnormal returrSR€) for different event windows around the takeoaenouncements. In 20 of the 101
transactions, the disclosure of the takeover asivatp equity sponsored going private happens in one but two stepsn the first
announcement (event 1), only information about ¢ake negotiations with an undisclosed party or fih@’s intention to go private is
revealed whereas the involvement of a private gquoitestor is only disclosed in a subsequestondannouncement (event 2). For the 20
transactions with such an information release m®cee calculate event windows around both annaonects and sum them up to not bias
our results. In 6 cases, we find a slight overtathe event windows 1 and 2 which we exclude. Thsstep event study approach is in line
with Renneboog et al. (2007). For the remainingr@hsactions, the disclosure of the takeover asvatp equity sponsored going private
happensn one stedevent ). To account for this information release procéisee tables are reported in Panel A: (i) The CAgtative to
event 1 (left-handed table with 81+20 transactip(ig)the CARs relative to event 2 (centre tabiéhw0 transactions) and (iii) the sum of the
CARs relative to event 1 and 2 (right-handed tatal 101 transactions). Panel B reports the CARss&cthe four jurisdictions with the
highest numbers of transactions.

The cumulative abnormal returns are calculatedutlined in section 4.3.3. We employ a t-test angeaeralized sign test. *, ** and ***
denote statistical significance at the 10%, 5% Hridevel.

Panel A: Cumulative abnormal returns over different event windows

Events 1 and 2 (n =101)

Event 1 (n =101) Event 2 (n =20)

Event window Mean (%) Median (%) Mean (%) Median (%) Mean (%) Median (%)
[-1,1] 12.12% *** 8.44% *** 4.55% *x* 3.97% ** 12.97% *** 11.27% ***
[-2,2] 13.84% *** 11.22% *** 6.01% *** 5.41% *** 14.97% *** 14.86% ***
[-3,3] 14.29% *** 13.14% *** 5.599% *** 4.51% *** 15.34% *** 14.70% ***
[-5,5] 15.55% *** 13.55% *** 4.59% *** 3.09% *** 16.41% *** 15.449% ***
[-10,10] 16.69% *** 16.75% *** 5.87% *** 5.44% *** 17.80% *** 17.09% ***
[-20,20] 17.30% *** 17.81% *** 4.81% * 4.64% *** 18.20% *** 17.81% ***
[-40,40] 17.99% *** 18.49% *** 4.03% 3.67% 18.75% *** 19.36% ***
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Table 4-4: Cumulative abnormal returns (continued)

Panel B: Cumulative abnormal returns across jurisdctions

France (n = 30) Germany (n = 18) Sweden (n = 12) Netherlands (n = 11)
Event window Mean (%) Median (%) Mean (%) Median (%) Mean (%) Median (%) Mean (%) Median (%)
[-1,1] 4.1 *** 0.1 11.05 *** 9.66 ** 22.57 *** 19.13 ** 23.65 *** 23.39 **
[-2,2] 6.2 *** 3.2 ** 15.04 *** 14.14 *+* 25.81 *** 21.32 *** 24,47 *xx 22.59 **
[-3,3] 7.8 *** 4.4 *xx 14,59 *** 14,22 *** 26.03 *** 20.75 *** 24,81 *** 24,70 **
[-5,5] 7.4 *xx 5.9 ** 15.22 **+* 15.05 *** 31.14 *** 24,40 *** 24,99 *x* 25.26 **
[-10,10] 10.3 *** 9.0 *** 17.11 *** 16.95 *** 30.81 *** 27.63 *** 24,19 *** 25.40 **
[-20,20] 10.7 *** 8.7 ** 17.80 *** 14.86 *** 31.90 *** 27.80 *** 23.57 *** 26.91 **

[-40,40] 10.8 *** 11.2 ** 19.65 *** 2441 *** 30.38 *** 25,98 *** 27.62 *** 31.62 **
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In the left-handed table, we see that the narrovegsirted event window [-1,1] carries
a positive mean abnormal return of 12.12%. Extemdie period to the daily interval
[-40,40] leads to a continuous increase in the méaR to 17.99%. All reported

returns are highly statistically different from aer

The centre table supports our conjecture that aiggetreatment of the underlying
information release process (particularly in prevagquity related research) is
important: At the second event, there is a meaorabal return of 4.55% in the event
window [-1,1]. The magnitude of this shareholderalite effect persists over longer
observation periods. With the exception of the EBigevent window, all returns are
statistically different from zero. It has to be edtthough, that the statistical evidence

has to be treated with care since it is basedlonii@d sample size.

In the right-hand table, the investor reaction frdmoth events is merged. This
increases the [-1,1] mean CAR from event 1 by 0.782097% - 12.12%). This result
Is upheld over longer observation periods: The meAR over the [-40,40] interval

rises by 0.76. All CARs are highly statisticallgmificantly different from zero.

The results are visualized in Figure 4-1. Thd line labelled “overall” comprises all
101 buyouts irrespective of whether the takeovesrmation was released in one or
two steps. In the pre-announcement phase, thesdmsst no share price run-up
speaking for the precise collection of the eveneslaThis is further strengthened by
the relative constant share price development #feelannouncement. Tlggeen line
consists of all 81 transactions where the takeaviermation reached the market in
one step. Thetraight blueline consists of the remaining 20 transactionsenehthe
takeover information was revealed in two steps. @ashed blue lineseparately
report investor’'s reaction to event 1 and 2 of 20etransaction, where the takeover
information was revealed in two steps. Around thecaincement day, there is a clear
increase in the stock price for both dashed blnesliunderlining the importance of

considering both events.



114

25%

20%

15%

Overall
1 Event
2 Events_both

------ 2 Events_first

10%

5%

- == 2 Events_second

Mean cumulative abnormal return

0%

-5%

Days relative to event

Figure 4-1: Mean cumulative abnormal returns
Source: Author

Overall, the announcement of a sophisticated fiilghnovestor’'s entry seems to be
appreciated by shareholders. We find significarditpe mean CARs over all event
windows. However, the results are substantiallydowhan in the Anglo-Saxon case.
For the narrow event window [-1,1], the mean CARamtinental Europe amounts to
12.97% while Bargeron et al. (2008) report for th8 an estimate of 20.64% and
Renneboog et al. (2007) show for the UK an estimab.11%. For the longer event
window [-5,5], the mean CAR in continental Europguals 16.41% while the

equivalent estimates in the US and UK are 20.80%rd&on et al. (2008)) and
28.17% (Renneboog et al. (2007)), respectively.s€quently, when focusing on the
longer event window, the mean abnormal return intioental Europe is 4.39 and
11.76 percentage points lower than in the US and ng&pectively. Potential reasons
for the lower announcement returns in continentatofe may be the higher deal
completion risk and/or less value creation potérdize to an effective governance
structure in the pre-buyout firm where blockholdarsnitor the management but are

constrained in their private benefit consumption.
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Panel B of Table 4-4 reports the CARs across the jirisdictions with the highest
numbers of transactior®: In France, shareholder wealth effects are reméykatver
across all event windows. In the closest event awng1,1], the mean CAR amounts
only to 4.1% and rises to 10.8% over the [-40,401val*®® In Germany, shareholder
wealth effects are broadly in line with the oversdimple. Finally, Sweden and the
Netherlands show higher abnormal returns. Swedislich) targets record a mean
CAR of 22.57% (23.65%) for the [-1,1] period an@@38% (27.62%) mean CARs
for the [-40,40] period.

Table 4-5: Premiums over different anticipation s

This table shows the premiums for the sample of @i®date equity sponsored going private buyouts20nof
the 101 transactions, the disclosure of the takeasea private equity sponsored going private happ®t in
one but two steps: in the first announcement (egnonly information about takeover negotiationishvan
undisclosed party or the firm’s intention to govate is revealed whereas the involvement of a teieguity
investor is only disclosed in a subsequent seconduncement (event 2). In the remaining 81 transast the
disclosure of the takeover as a private equity edcgoing private happeris one step(event ). For all
transactions, we set the final offer price in rielatto the market quote 1 day (2 weeks, 1 montmadaths)
beforeevent 1. To adjust the raw premiums for the madetelopment, we use the DJ EUROSTOXX as the
market index.

Panel A reports raw and market-adjusted premiungs different anticipation windows. Panel B repdtis
adjusted premiums across the four jurisdictiond e highest numbers of transactions. We empletest and
a generalized sign test. *, ** and *** denote sttitial significance at the 10%, 5% and 1% level.

Panel A: Raw and adjusted premiums

Time before Mean (%) Median (%) 25% 75%
Raw Premium

1 day 23.8% *** 19.8% *** 8.8% 35.1%
2 weeks 28.3% *** 24.8% *** 14.2% 40.6%
1 month 29.3% *** 27.1% *** 16.7% 38.7%
2 months 31.3% *** 31.5% *** 16.5% 42.9%
Adjusted Premium

1 day 23.8% *** 19.6% *** 8.6% 35.5%
2 weeks 28.0% *** 23.2% *** 13.4% 38.3%
1 month 28.5% *** 25.7% *** 13.6% 34.6%
2 months 28.3% *** 25.8% *** 14.3% 41.6%

28 \When comparing the country subsamples to the beanaple, we refrain from explicit statistical
tests due to the small number of transactionsdoh &ountry.

2 For the smallest event window, the median CARoisstatistically significantly different from
zero. For all remaining event windows, however,iiegian CAR is significantly positive.
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Table 4-5: Premiums over different anticipation ews (continued)

Panel B: Adjusted premiums across jurisdictions

France (n = 30)

Germany (n = 18)

Sweden (n = 12)

Netherlands (n = 11)

Time before Mean (%) Median (%) Mean (%) Median (%) Mean (%) Median (%) Mean (%) Median (%)
announcement

1 day 17.8 *** 14.6 *** 22.1 *** 16.0 *** 33.5 *** 31.3 *** 28.7 *** 34.3 ***
2 weeks 21.1 *** 19.5 *** 27.3 *** 22.8 *** 40.0 *** 34,1 *** 31.0 *** 33.8 ***
1 month 21.0 *** 19.9 *** 29.2 *x* 21.6 *** 37.6 *** 33.8 *** 29.5 *x* 31.7 ***
2 months 18.9 *** 19.0 *** 31.6 *** 31.2 *** 33.1 *** 30.2 *** 33.6 *** 35.1 ***
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Table 4-5 reports the final premiums paid by pevaquity investors to target
shareholders. In line with the CAR evidence, Paxaebnfers that there is only little

takeover anticipation in the immediate days arotimel announcement. The mean
market-adjusted (raw) premium increases from 23.853%6/6%) to 28.04% (28.26%)

when the reference stock price is set two weekgeaas of one day prior to the
announcement day. Extending the window to 2 mombieases the market-adjusted
(raw) premium only modestly to 28.34% (31.33%). Adtemiums are highly

statistically different from zero. However, theyeaslightly lower compared to the
Anglo-Saxon evidence. In chapter 5, this dissematinds that the mean premium in
the US amounts to 31.33% and Renneboog et al. (2007) report for the UKva, ra
and thus, not directly comparable mean estimat&10%. Consequently, when
focusing on the comparable US figure, the premianctontinental Europe is 2.96
percentage points lower than in the US. This pati®iconsistent with the notion that
continental European target firms offer less remngirvalue creation potential than
their US counterparts since the former are chargetd by a more effective

governance structure. More precisely, blockholdege strong incentives to curtail
managerial misbehaviour and, potentially, they @astrained in their own private

benefit consumption by the cross-monitoring of itipeers. The regression analysis in

section 4.4.2 will test this notion in detail.

Panel B takes a closer look at the adjusted prempatiern across the four
jurisdictions with the highest numbers of transawst’* Similar to the CAR evidence,
we find that shareholders receive lower premiumsFiance. The premiums for
German targets are broadly in line with the cramsatry average. In Sweden,

premiums are higher than for the overall samplenithe reference price is close to

#%These values are in line with Bargeron et al. 800Ider studies as summarized in footnote 131
report premium estimates in the range of 30 % &b B%er the market value of equity. However,
these studies predominantly focus on relativelylssaanples from the first buyout wave while
chapter 5 and Bargeron et al. (2008) are basedrga samples comprehending transactions from
both the first and second buyout wave. When turtinpe median premium estimates, the
premium differential gets smaller but Bargeronles $2008) estimate suggests that there is still a
differential of 2.8 percentage points.

1 When comparing the country subsamples to the beanaple, we refrain from explicit statistical
tests due to the small number of transactionsdoh &ountry.
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the announcement day but the differential dimirssii¢he reference price is extended
to span a market anticipation and mark up perio2 wonths. Similarly, the premiums
in the Dutch context seem to lie slightly above theerall sample. These results,
however, have to be interpreted with care due ¢olithited number of observations

per jurisdiction.
4.4.2 Regression results

In this section, we employ multivariate regressamalysis in order to understand
which factors drive the premiums and cumulative aebral returns (CAR). With
regard to the premium analysis, the final bid prgceet in relation to the stock price 2
months before the first buyout announcement. Wathard to the CAR analysis, the
focus lies on the event window [-1,1] which capsuréhe majority of the
announcement effect. Thereby, the results willdmparable to the bulk of the Anglo-
Saxon work and it is ruled out that they will bstdrted by noise, i.e. other corporate
events shortly before or after the buyout annoumcemThe results are robust to
variations of the event window size. To control patential heteroscedasticity, White
(1980) robust estimates of the standard errorem@u@oyed. The correlations in Table
4-6 recommend that the results are not subject witicullinearity issue$*® Six
regression models are estimated which are allsstaily significant at the 1% level.
The adjusted R2? for the CAR regression models B tanges from 34% to 36%
whereas its equivalent for the premium regressiodets 4 to 6 lies between 14% and
16%.

%12 please note that the varialiffShareholdemand its respective sub variables according tthé)
economic threshold of the stake and (ii) the idgmif the shareholder are tested in separate
regression models. An additional examination ofrttzelel variance inflation factors (VIFS)
confirms that there are no multicollinearity issues



119

Table 4-6: Spearman correlations

This table contains Spearman rank correlation coefits. All variables are defined as in Table 4-1.
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1¥Shareholder 1.00
1stShareholder_75/100 0.74 * 1.00
1stShareholder_50/75 0.39 * -0.17 * 1.00
1stShareholder_25/50 0.03 -0.24 * -0.23* 1.00
1%Shareholder_Family (Outsider] 0.14 0.01 0.11 0.07 1.00
1°'Shareholder_Government 0.04 -0.09 0.15 0.03 -0.08 1.00
1%Shareholder_Bank 0.13 0.00 0.21 * -0.04 -0.12 -0.08 1.00
1%Shareholder_Corporation 0.70 * 0.75* 0.05 -0.16 -0.18 -0.12 -0.18 * 1.00
1%Shareholder_Holding 0.18 * -0.04 0.17 * 0.26 -0.14 -0.09 -0.14 -0.21 * 1.00
2"Shareholder_dummy>5% -0.19 * -0.33* -020* 0.39 0.19 0.00 -0.02 -0.29 *  0.06 1.00
Director -0.50 * -0.20 * -0.19* -0.21 -0.12 -0.08 -0.11 -0.21 * -0.18 -0.44 * 1.00
DebtLevel 0.03 -0.10 0.11 0.10 0.04 0.07 -0.09 -0.06 0.15 0.10 -0.06
DebtCost (LIBOR) 0.09 0.10 0.10 -0.14 0.03 -0.05 0.00 0.04 0.12 -0.01 -0.03
FreeCashFlow -0.02 -0.02 -0.02 0.07 -0.05 0.11 0.05 -0.04 -0.01 -0.01 0.14
Tax -0.05 -0.02 -0.09 0.13 -0.05 0.09 0.21 * -0.13 -0.05 -0.17 *  0.18
Valuation -0.02 -0.06 -0.11 0.23 -0.01 -0.01 0.05 0.02 -0.13 0.09 0.06
Liquidity 035 * 039* -0.08 0.08 -0.02 -0.14 0.07 033 * 0.08 -0.14 0.03
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Table 4-6: Spearman correlations (continued)
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ClubDeal dummy -0.03 -0.16 0.09 0.13 0.13 0.04 0.07 -0.15 -0.02 0.21 * -0.22
Age PE Partnership -0.02 0.06 -0.22 * 0.18 * 0.12 -0.14 -0.09 0.03 -0.02 0.09 0.02
Size -0.03 -0.05 -0.08 0.14 -0.06 -0.01 -0.07 0.04 -0.01 0.17 * -0.16
Challenged -0.20 * -0.12 -0.19 * 0.09 -0.08 -0.07 -0.06 -0.05 -0.12 0.23 * -0.05
Hostile -0.21 * -0.09 -0.09 -0.13 -0.03 -0.05 -0.03 -0.11 -0.07 0.17 * -0.07

(Table continues on next page)
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Table 4-6: Spearman correlations (continued)

~~ >\ .&
S 3 = 8 5
_ @ B 5
S - T 5 2z 3 5 o o
_ = 2 x © o - © 3 S =
= w0 3] @®© S © o — — [%2])
D S 2 . 3 g a w @ © £
&) % g > - o o 6
[ L 8 g
a <
DebtLevel 1.00
DebtCost (LIBOR) -0.01 1.00
FreeCashFlow 0.19 * 0.19 * 1.00
Tax 0.06 0.11 0.37 * 1.00
Valuation 0.17 * -0.47 * 0.01 0.12 1.00
Liquidity -0.07 0.15 0.26 * 0.20 * -0.07 1.00
ClubDeal dummy 0.02 0.01 -0.16 0.08 -0.07 -0.29 * 1.00
Age PE Partnership 0.09 -0.16 0.06 -0.13 0.20 * -0.14 -0.26 * 1.00
Size 0.03 -0.09 -0.16 -0.16 -0.01 -0.35 * 0.37 * 0.08 1.00
Challenged 0.03 -0.10 -0.15 -0.10 0.13 -0.23 * 0.20 * 0.12 0.39 * 1.00
Hostile 0.00 0.03 -0.08 -0.13 0.01 -0.13 0.11 0.15 0.04 0.51 * 1.00
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4.4.2.1 Governance related results in the continental Eeapcontext

From Table 4-7 we see that there is no supportigrotheses 1.1 which states that
premiums and abnormal returns are more pronoundesh \@xecutive managers hold
either relatively little or high stakes in the pgreyout company. Both thBirectors
and Directors? variables are statistically insignificant acros§ aix models.
Consequently, the potential to strongly align mamagith shareholder incentives in
the post-buyout company through an adequate manhgemership stake seems not

to be a key agency factor leading to higher annemnant returns or premiums.

This finding might be attributable to the existerufdarge outside blockholders who
have the power and incentives to curb manager's\netr. As stated in Hypotheses
1.2, abnormal returns and premiums shall be loweenwa blockholder has monitored
the pre-buyout firm since there is less remainingteptial to improve firm

performance post-buyout. Consistent with this reamp we find that the stake of the
largest outside blockholder is negatively relatecboth abnormal returns (model 1)
and premiums (model 4). The estimated coefficiangsstatistically and economically
significant: a 1% increase in the stake of thedatgwner implies a 2.4% (2.7%)

decrease in the abnormal return (premium).

To deepen our understanding of the monitoring Hygsis, we divide the largest
blockholders into groups according to the econahmesholds at 25, 50 and 75%. The
results for the CARs are reported in model 2 ared résults for the premiums are
reported in model 5. With regard to the CARs, mdlsluggests that the monitoring
argument holds for companies where the largestkbldder holds voting rights in
excess of 75%. Such a supermajority grants thekbtder far-reaching rights’ and
thereby allows her/him to monitor the managemegorously. With regard to the
premiums, model 5 similarly implies that the moring argument applies to
companies where the largest blockholder holds @rsupr simple-majority. From a

pure monitoring perspective, one would have expedte see a larger negative

# For instance in Germany, a supermajority enablestockholder to “amend the corporate charter,
change the composition of the supervisory board eater into profit transfer and control
agreements” (Jenkinson/Ljunggvist (2001), p. 402).
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coefficient on the variable 1stShareholder 75/100than on the variable
1stShareholder_50/75The estimated coefficients are, however, of simiheight.
Hence, there seems to be a counter effect at Wworkinstance, given that squeeze out
thresholds lie in most continental European jugsdns at 90% (Ventoruzzo (2010)),
it may be that blockholders demand higher premitong5% plus stakes (since they
reduce the transaction failure risk for private igginvestors significantly) thereby

balancing the lower remaining monitoring potential.

Monitoring may not only vary with the size of thardgest blockholder but also by
her/his identity. Consequently, we build interactiovariables of the largest
blockholder's stake with dummy variables representiher/his type (families,
governments, banks, corporations, and holding jirfés stated in Hypotheses 1.3, we
expect abnormal returns and premiums to be lowemvihe largest shareholder in the
pre-buyout company is a family, bank, corporatiomalding company that shall have
more incentives to engage in monitoring than theegament. In both the CAR (model
3) and premium (model 3) regression, the estimatszfficients forCorporations
Banks and Holdings are economically and statistically significanthggative. This
result lends support towards the view that theselblolders act indeed as effective
monitors thereby leaving less potential for perfance improvements in the post-
buyout company which translates into lower abnormeturns and premiums.
Conversely, the estimated coefficients GovernmenandFamily are not statistically
significantly different from zero. While the restittr governments seems plausible in
the light that previous empirical research has ébtms type of shareholder to be a
weak monitor, the result for families is less cleat. A plausible explanation is that
private benefit consumption as a competing factay counterbalance the monitoring
effects and, hence, the latter explanation doesshotv up empirically. Indeed, in
chapter 3.4.2.1 we have seen that companies wigfe [Eamily blockholders have a
lower takeover probability since these families &kely to consume substantial

private benefits and therefore demand higher premsifti*

24| particular, chapter three shows with respeéaiaily controlled firms that a one-percent inceeas
in the measure of private benefits of control héisd the negative effect on the likelihood of the
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Next, we aim to shed light on the private beneditgument by testing H1.4 which
states that abnormal returns and premiums are ®gé¢a be lower when there is a
second large blockholder who can confine the digsreof the largest shareholder to
appropriate private benefits in the pre-buyout canmyp We find strong support in
favour of H1.4. Across all six models, the estirda®8°Shareholdercoefficient is
statistically and economically significant: the geace of a second outside blockholder
confers lower abnormal returns and premiums inhbght of 13% - 15% (12% -
15%) which is sizeable at a mean of 12% (28%).

firm being taken over by private equity investdrart a one-percent increase in the monitoring
incentives. This result may explain why this chaptad the previous literature has found rather
inconclusive results on the monitoring benefit$amhily shareholders but fairly strong evidence of
the exploitation of private benefits of control.tins chapter, we are able to shed indirect light o
the private benefits argument by investigatingrttomitoring role of the second largest blockholder
to confine rent extraction by the largest sharedoldn interesting avenue for future research
would be to extend the analyses from the firstittethe ultimate ownership level as best
exemplified by the comprehensive revisions from laither/Betzer/Hinterramskogler (2008) to
Achleitner et al. (2011 forthcoming). The differiaibn between the votes and cash flow rights of
the largest ultimate shareholder would help tordessgle her/his monitoring and private benefit
consumption incentives more sharply.

215 An alternative (but not mutually exclusive) intezfation would be that treecond largest
shareholder acts as an additional monitor of theagament besides thagestshareholder.
However, thdargestshareholder holds a mean stake of 35.26% acressathple and, thus, has
already high incentives to control the managem#attvely. Consequently, theecond largest
shareholder is more likely to focus her/his momitgrefforts on the “uncontrolledargest
shareholder than on the already “controlled” managd. Once again, an interesting avenue for
future research would be to extend the analyses fhe first-tier to the ultimate ownership level as
best exemplified by the comprehensive revisionsifAxhleitner/Betzer/Hinterramskogler (2008)
to Achleitner et al. (2011 forthcoming). The dietiation between the votes and cash flow rights
of the largest ultimate shareholder would helpisetangle her/his monitoring and private benefit
consumption incentives more sharply.
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Table 4-7: Cumulative abnormal return and premiaegressions

This table reports cross-sectional premium and datine abnormal return regressions for the samplEOd going private acquisitions. The CARs are mesas over the daily
event window [-1,1] and the market-adjusted prensiuelative to the stock price 2 months before it fransaction announcement. All explanatoryalalgs are defined as in
Table 4-1. The numbers in the upper rows reprasentegression coefficients. The numbers in theetonwws are t-statistics based on robust standaodsgWhite (1980)). *,
** and *** denote statistical significance at th@%, 5% and 1% level, respectively.

1 2 3 4 5 6
Hypothesis Variable
CAR CAR CAR Premium Premium Premium
Governance
1¥Shareholder -0.0024 -0.0027
(2.70)** (1.94)*
1stShareholder_75/100 -0.0023 -0.0025
(2.72)** (2.00)**
1stShareholder_50/75 -0.0011 -0.0026
1.29 (1.98)*
1stShareholder_25/50 -0.0004 -0.0004
0.32 0.21
1%Shareholder_Family (Outsider) -0.001 -0.0013
0.96 0.82
1%Shareholder_Government -0.0002 0.001
0.14 0.44
1¥Shareholder_Bank -0.0023 -0.0031
(2.07)** (2.41)*
1¥Shareholder_Corporation -0.002 -0.0025
(2.08)** (1.90)*
1¥Shareholder_Holding -0.0022 -0.004
(1.90)* (2.53)**
2"Shareholder_dummy>5% -0.132 -0.1463 -0.1277 -0.1179 -0.1492 -0.1184

(4.00)%*  (4.14)*  (3.14) (2.25)  (2.75) (2.21)*
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Table 4-7: Cumulative abnormal return and premiegressions (continued)

. . 1 2 3 4 5 6
Hypothesis Variable ) ) _
CAR CAR CAR Premium Premium Premium
Director -0.0021 -0.0012 -0.0009 -0.005 -0.005 -0.004
1.15 0.65 0.48 1.51 1.55 1.23
Director2 0 0 0 0 0.0001 0
0.01 0.23 0.42 1.16 1.25 0.9
Capital structure
DebtLevel -0.0039 -0.0064 -0.0053 0.0199 0.0194 0.0201
0.53 0.77 0.65 1.46 1.37 1.39
DebtCost (LIBOR) -0.0312 -0.0248 -0.0259 -0.0008 0.0011 0.0144
1.38 1.08 1.08 0.02 0.03 0.39
FreeCashFlow 0.0403 0.0254 0.0434 -0.1388 -0.1381 -0.1652
0.32 0.22 0.32 0.88 0.92 0.97
Tax -0.5212 -0.5233 -0.5457 -1.0474 -1.201 -1.1409
1.07 1.04 1.1 1.25 1.36 1.29
Valuation
Valuation -0.117 -0.1251 -0.1212 -0.1833 -0.1908 -0.1941
(2.20)** (2.40)** (2.15)** (2.18)** (2.30)** (2.24)*
Liquidity 0.0696 0.0649 0.0818 0.288 0.2532 0.3406
-0.82 -0.73 -0.94 (2.11)* (1.82)* (2.51)*
Challenged -0.0374 -0.0339 -0.0318 -0.0377 -0.0459 -0.0374
0.82 0.76 0.69 0.52 0.63 0.52
Hostile -0.0763 -0.0575 -0.07 0.151 0.1856 0.1474
1.05 0.83 0.97 1.33 1.61 1.23
Private equity
ClubDeal dummy 0.0092 0.0018 0.0012 0.0564 0.053 0.0469
0.28 0.06 0.04 1.19 1.09 1.01
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Table 4-7: Cumulative abnormal return and premiegressions (continued)

: _ 1 2 3 4 5 6
Hypothesis Variable ) ) _
CAR CAR CAR Premium Premium Premium
Age PE Partnership 0.0008 0.0008 0.0007 0.0017 0.0012 0.002
0.51 0.54 0.47 0.85 0.52 0.99
Control variables

Germany dummy -0.054 -0.0421 -0.0698 -0.0306 -0.0186 -0.0455

1.63 1.29 (2.35)** 0.41 0.25 0.6
France dummy -0.128 -0.1385 -0.1384 -0.0405 -0.0407 -0.0494

(4.13)*** (4.24)x** (4.43)*** 0.72 0.69 0.9
Sweden dummy 0.0418 0.0526 0.0547 0.0512 0.0464 0.0649
0.88 1.1 1.08 0.82 0.74 0.99
Netherlands dummy 0.0422 0.0521 0.0557 -0.0715 -0.0675 -0.0613
0.79 0.99 1.01 1.01 0.98 0.87
Period 01-03 dummy -0.0043 0.006 0.0159 0.042 0.0368 0.0837
0.13 0.18 0.42 0.72 0.65 1.29
Period 04-07 dummy 0.0086 0.0274 0.025 0.0572 0.0477 0.0987
0.24 0.7 0.62 1.06 0.84 1.66
Size -0.0263 -0.028 -0.0233 -0.0136 -0.0153 -0.0091
1.42 15 1.21 0.37 0.45 0.25
Constant 0.6297 0.558 0.5622 0.5629 0.5703 0.4457

(4.19)*** (3.63)*** (3.40)*** (2.37)** (2.39)** @.77)*

Observations 101 101 101 101 101 101
Adjusted R-squared 0.3656 0.3665 0.3368 0.1427 0.1414 0.1565

F value 4.74%* 4.89%** 5.25%** 2.37%** 2.33*** 2.5%**
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4.4.2.2 Capital structure related results

With regard to thecapital structure hypothesgthe following picture evolves. In all

six models, the leverage, free cash flow and @Rillty levels do not explain cross-
sectional variation in the abnormal returns andnpuens. We examine different
proxies but the aforementioned results are robosallt alternative specifications.
Hence, the potential to increase leverage in c®oth realize additional tax shields
and to curtail managerial discretion at free cdeklv fseems not to drive abnormal
returns and premiums. Hence, Hypotheses 2.1 istegjeSimilarly, the LIBOR as our

proxy for the market-wide cost of debt is not rethtto abnormal returns and
premiums. Hence, there is no evidence for Hypothés2 that favourable lending
conditions stemming from periodical capital markespricing impact buyout pricing

and, consequently, announcement returns.
4.4.2.3 Valuation related results

With regard to thevaluation hypothesesve find widespread evidence for Hypotheses
3.1 that the relative underperformance of the targeomparison to the stock market
confers higher abnormal returns and premiums. HnableValuationis negative and
statistically significant at the 1% (5%) level asscall CAR (premium) models. This
lends support to Kaplan and Schoar’s (2005) naotiat private equity investors are
sophisticated institutional investors with an elard network which allows them to
spot underperforming firms and increase their vaf{uader private ownership).
Furthermore, we also find evidence that a thin;lqargout trading volume of the target
stock leads to higher premiums but not to annouecénreturns. A potential
explanation may be that a thin trading volume rexguprivate equity investors to offer
ultimately a higherfinal (premium) offer price (since he aims to securé ¢ahtrol)
but that theinitial offer at the announcemennay have been too low to cause

illiquidity-induced abnormal return increases.

Finally, the potential for private equity investaosbenefit from their identification
skills of undervalued targets seems not to be cainstd by bidding competition and

resistance from target managers. Both coefficiemt€hallengedandHostile are not
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statistically significantly different from zero. Hee, Hypotheses 3.2 is rejected. It has
to be noted, however, that these results have treebted with care since in practice it

is difficult to measure how competitive or hostldidding process f3°
4.4.2.4 Private equity related results

Concerningthe private equity investor hypotheses, fivel no evidence that the
experience of the funds’ general partners or thadisation of partnerships drives
abnormal returns and premiums. Both coefficients Age PE Partnershipand
ClubDealare statistically insignificant in all six models. robustness checks, various
alternative proxies for both hypotheses are teStddone of them helps in explaining
the cross-sectional variation in the abnormal refwsr premiums. Consequently, the

syndication (H 4.1) and experience (H 4.2) hypatkese rejected.
4.4.2.5 Further variables

With respect to country-fixed effects, we find tlsdtnormal announcement returns in
model 1 to 3 are significantly lower in France thianother continental European
countries (at the 1% level). However, this diffexervanishes for the premiums as
evidenced in model 4 to 6. A potential explanationthese results is that the deal
completion risk may be relatively high in Francen&-fixed effects for up- and down-
turn stock market period$ériod 01-03and Period 04-0J**® and firm size do not

impact abnormal returns or premiums.

1 For instance, conventional bidding competitiofinbensity measures from commercial databases
consider not that “the board of directors can abwyeaten to open the bid process to another
bidder - under so-called go-shop agreements - ardg®od board of directors will negotiate hard
even with a sole bidder” (Jenkinson/Stucke (20f0})9).

" To proxy for syndication, two proxies are emplay&tubDealis a dummy set to one if two or
more private equity investors participate in thaiggsyndicate Syndicatiormeasures the number
of private equity investors participating in theugy syndicate. To proxy for the experience of
general partners four proxies are employsgePePartnershipeasures the age of the youngest
syndicate partner whereAgePePartnershiptneasures the age of the oldest syndicate partner.
FirstFund is set to one, ibneof the syndicate partners is a first time-fund mlasFirstFund2is
set to one, iall of the syndicate partners are first time-funds.

8 Time periods are used instead of years sinceatimple size is limited and the regression models
include already a high number of independent viagab
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4.5 Summary

With the second buyout wave, PE’s interest spitb®@r into continental European
markets. Although these markets are characterigaddny distinctive features, little
systematic research is available on how privatetg@ulapts to this peculiar setting.
Based on this lack of evidence, we examine thangiof going private buyouts in the
form of the final premiums paid by private equitywestors and the abnormal returns
to shareholders at the immediate announcement.gGmiivate transactions were a
significant driver behind the last buyout wave aegresent an interesting research
object in the continental European context sindé iy sharp pricing measures can be
calculated due to market quotes and (ii) targets selatively closely held.
Consequently, this chapter may not only help inensthnding the pricing of public
buyout targets but also the one of private buyargets.

As a distinctive feature of continental Europeanpocate governance, blockholders
are likely to impact the pricing of buyouts in tways. On the one hand, given the
size of their stake, blockholders are likely to @@onounced monitoring incentives to
alleviate the conventional manager-shareholder liconHowever, not all types of
large shareholders, such as the government foanosef may engage in monitoring.
Ultimately, if the blockholder curtails manageriaialpractice in the pre-buyout
company, premiums and abnormal returns conferred pyivate equity acquisition
should be lower as these targets offer less renmipotential for corresponding
agency cost reductions. On the other hand, blodnslalso have incentives to extract
private benefits at the cost of the remaining dialckers. Clearly, such blockholders
will only give up these extra rents in stake saldsere private equity investors
compensate them through adequately higher pricest Bxtraction by the largest
blockholder can be curtailed by the presence efcarsd large shareholder. As a result,
premiums and abnormal returns conferred by a mrieafuity acquisition should be
lower if there is a second large blockholder in pine-buyout company who confines

the discretion of the largest shareholder to comsprivate benefits.

Based on a self-collected sample, we find thatgbevequity investors pay a final

mean premium of 28.3% relative to the market prie® months before the
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announcement date. This value is 3.0 percentagespower than for comparable US
transactions and, thus, is consistent with the todng and restriction of private
benefits rationales. Further, we find that sharééid gain around the announcement
day abnormal returns of 13.0% in the [-1,1] evenhdesw. This value is 7.7
percentage points lower relative to US transactiand, thus, underlines the higher

deal completion risk in continental Europe.

In terms of the underlying sources, the cross-seatiregression results lend strong
support towards the crucial role of both the mamip and private benefits arguments.
With respect to monitoring, the stake of the latgmgside blockholder is negatively
related to premiums and abnormal returns. Thisltrésun line with the view that
blockholders with strong monitoring incentives lealess potential for the private
equity investor to reduce agency costs in the pagbut company thereby leading to
lower premiums and abnormal returns. When taking account the identity of the
largest blockholder, the evidence suggests thaiocations, banks and holdings are
active monitors but not the government. Interesgin@utside) families seem also not
to be active monitors but this result has to bat&é@ with care. As we know from
chapter 3.4.2.1, this shareholder class is paatigul prone to private benefit
consumption, a factor which may counterbalancentioaitoring effects and thereby
lead not to lower premiums and abnormal returnex@ected. We shed light on the
validity of the private benefit argument by expiwoif the (non-)existence of a second
large blockholder in the target’s shareholder $tme&c As expected, her/his presence is
negatively related to the premiums and abnormakmet This result is consistent with
the view that the second large blockholder actsaamonitor of the dominant
blockholder, curtails rent extraction and thereloyits the latter’s ability to demand

higher takeover prices.

In addition to the central monitoring and privatenbfits results, we find widespread
evidence that firms with low valuation levels canfegher premiums and abnormal
returns. This finding is consistent with the vidvat private equity investors are skilful

in both identifying less visible and/or underpeniamg firms as well as increasing their
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value under private ownership. Furthermore, theralso evidence that a thin, pre-

buyout trading volume of the target stock amplities premiums.

Several avenues for extensions and future resaaisdh from this chapter. First, given
the distinctive role of the largest blockholderixplaining the wealth effects, it would
be interesting to implement an empirical approaatilar to Achleitner et al. (2011
forthcoming) which is helpful in opposing the mamihg and private benefit
incentives more directly. Second, it would be iegting to compare the results to non-
private equity sponsored transactions. Based oh sucincreased sample size, it
would also be possible to analyse the impact otileggry differences between the
jurisdictions beyond country fixed effects. Thiitlwould be clearly compelling to
investigate how the final premiums paid comparéhactual value generated at the
portfolio company level during the private phasel & the returns realized by the
private equity funds. Access to such private datald greatly help in understanding

the private equity fund’s value generation role.
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5 Why Do Strategic Investors Pay so Much More Compare to Private Equity

Investors? The Role of Operational Synergies
5.1 Introduction

Corporate takeovers are a prominent feature obtistness landscape. At the end of
the last takeover wave in 2007, the annual aggedgatiobal transaction value

amounted to a record-breaking $4.2 trillidRA central development of the last wave
was the revival of private equity, i.e. financialvestoré?® alongside traditional

strategic investors. Financial investors increattemlr market presence in terms of
competing bids to 36% at the height of their atgiim 2006 compared to 14% in 2001
(Dittmar et al. (2010)). Similarly, in terms of ceplated deals, financial investors
accounted for 21% of the total deal volume at tla@ets peak compared to 5% at the
wave’'s bottom (ThomsonReuters/JPMorgan (2009)).s&hégures underline the

increased economic significance of financial ingestduring the last wave and have
led to heightened scrutiny by the media. An oftamsed concern has been that
takeovers by financial investors result in “suboyai”’ takeover prices. One prominent
argument given is that financial investors offerged managers high-powered
incentive contracts. In turn, they might agree obaptimal takeover prices to the
detriment of their shareholders since they wanagsume these alluring incentive

contracts?* Such objections to relatively low takeover pritese led to a new wave

219 Cf. ThomsonReuters/JPMorgan (2009), p. 8, valuesnderred from graphs.
22 The terms private equity investor and financiakistor are used interchangeably in this chapter.

221 For example, Ben Stein states in the New York Firffe.] in @ management buyout, management
is seeking to pay the least it can get away withfe assets of the public holders, while the gubli
holders want the most they can get. On its faég shan irreconcilable conflict of interest... Why
this kind of conflict is allowed is a mystery to nfedd to that the problem of a lack of full
disclosure. In a management buyout, company mas@geerally prepare memos for the buyout
investors, saying how much they expect to makénerdeal. Specifically, they say how much of an
internal rate of return they expect on their inuett. This, in turn, involves a calculation of just
how much more the assets they are buying are whathwhat they are paying to us stockholders
for those assets. But those memos are not disctogbé stockholders or to the market generally...
management and its worthy friends say that albigexsl because it gets a “fairness letter” from an
investment bank saying that the price it is offgrior the stock is fair. But this means zilch.
Investment banks never cross management any mameafipraisers cross lenders [..]",
http://www.nytimes.com/2006/09/03/business/yournydd@every.html?pagewanted=2& r4ast
accessed on March 29 2011.
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of litigation towards financial investofé’ Yet, there is little in-depth research on these
bidders and their transactions. Only recently, Bewg et al. (2008) address this
paucity and examine takeover premiums paid by wffeinvestor classes. They find
that public bidders pay significantly higher takeoypremiums than private investors.
This gap amounts to a staggering 63% when puldiddys are compared to the private
bidder subgroup of financial investors. Howevegytltannot pin-down the driver(s)
behind this massive premium differential and strénsg future research shall help

towards addressing this important question.

This is the point of origin for this chapter. Wegae thatexpected operational
synergieson behalf of strategic takeovers shall be an itgpomrationale. Operational
synergies represent the excess value that is gedeby combining two operating
firms; i.e. value arising, for example, from econesnof scale, increased pricing
power and higher growth potential which would navé been available to these firms
operating independently (Damodaran (206%)Dperational synergies are an intuitive
and very important rationale, particularly in ligbt the aforementioned increased
criticism and litigation of financial investors. gentially, quantifying operational
synergies and relating them to takeover premiunis shied light on the issue of
whether there is indeed a premium differential. Mifterently, discounting for
operational synergies in strategic deals will seappropriate benchmark for a well-

founded economic comparison between the two bitjghes.

22 For details, see Allerhand/Aronstam (2007).

22 Hence, we refrain from including financial synegjin the form of incremental debt tax shields
since these are available to both strategic arsh@iial investors. In particular large strategic
investors (such as publicly listed corporationsalihive focus on in this study due to data
availability reasons) have access to credit maikietgar to that of financial investors. For
instance, General Electric as a frequent borrowall be able to raise leverage on similar terms as
a financial investor, i.e. it is unlikely that aoge of them benefits from a reputational or
relationship advantage due to more frequent intieras with the credit market. In any case, even if
the aforementioned commodity view of leverage dagdhold and financial investors enjoy a
reputational edge over strategic investors, therfdhmer would pay higher takeover premiums
than the latter (in a competitive takeover markégnsequently, financial synergies cannot serve as
an explanation for theontrary empirical observation (Bargeron et al. (2008)} #teategic
investors pay far higher premiums than financigéstors (for further details see also
Jenkinson/Stucke (2010) who provide evidence tiatax benefits in LBOs accrue to the company
vendors).
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The vast literature on takeover pricing has largedglected synergies in explaining
takeover premiums, most likely because it is n@tightforward to estimate them. One
strand of research has assessed synergies by dramirthe combined abnormal
returns of the target and bidder around the mesigapuncement date (Bradley et al.
(1988), Andrade et al. (2001), amongst others)s Timethodology is - at least for this
study’s purpose - problematic since it resultsnraggregate proxy that contains both
ancillary information about the standalone valuethe merging companies and new
information about expected synergies (Hietala .€{28103)). Generally, it is difficult to
disentangle the two components and even whenpibssible to confine the value of
expected synergies, it is still an aggregate prnoxyhe sense that it contains both
operating and financial synergies. For the purpufsthis study, however, we aim to
grasp only the value of operating synergies. Alawe studies have tried to infer
synergies from realized long-term operating andkstperformance following the
merger consummation (Ravenscraft/Scherer (1989)rawa et al. (1992),
Franks/Mayer (2001) and Healy et al. (1992), ambatisers) but these measures face
considerable challenges: first, they crucially dep®n the calculation approach of
abnormal returns and the respective time horizopleyed. Further, the relatively
long time horizons per se lead to noisy estimatesesnew, merger-unrelated
information evolves and companies go out of businesusing survivorship bias.
Finally, it is questionable whether the typicalljngoyed industry benchmarks are
appropriate as pointed out by Harford (2005): agedrfirm which performs worse
than the industry may still do better than the safnthe stand-alone entities would

have done.

We differ from these approaches by exploiting tihange in analyst expectations
around the merger consummation date. Analysts @elyhinformed experts and,
compared to management, relatively neutral. Arggaldimost all institutional

investors incorporate the expertise of analystha&r investment decisions. However,
this valuable source of information has been largedglected in the vast takeover
literature. Notable exemptions are Harford (200Bevos et al. (2009) and

Bernile/Bauguess (2010) but these studies do maisfan takeover pricing and, in
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particular, not on explaining the premium diffeiahbetween strategic and financial
investors. We capitalize on the expertise of analysy setting cash-flow proxy
forecasts for the combined firm after the takemrsummation date in relation to the
sum of the stand-alone forecasts for the acquindrtarget before the consummation
date. The difference shall result in an estimatexgfected operational synergies. It is
important to stress that our focus lies on anakgstisions around the merger
consummation date and not the announcenmiédmgreby we shall be able to pick up
synergies per se, i.e. gains resulting from theciiodit between the target and bidder
but not stand-alone restructuring potentialhe reasoning is as follows: at the
announcement date, it is unclear whether a takewmileindeed take place and, if yes,
who will be the ultimate winner. Hence, potentialabyst revisions around the
announcement date woultbt largely capture specific synergies but rather gane
restructuring potential which would be realizabletbe target as a standalone entity
(either by incumbent managers due to the pressore the market for corporate
control or by more skilled financial investof8f. The closer one approaches the
completion date, the more the general restructupotential should already be
impounded in the analyst forecasts and any remginavision should be mainly
attributable to synergistic gains. Consequentlyysadering analyst revisions around
the completion date gives a conservative synerggxyprwhich shall exclude
restructuring potential realizable by financial estors. This focus around the
completion date also has the additional benefittthea considered time period between
the analyst revisions is relatively short. Hencer, synergy measure should not be
systematically distorted by either corporate newselated to the merger or by

survivorship biases.

We apply this approach to two analyst forecastsasawhich differ with respect to
the estimates’ availability and precisendssst, we calculate an earnings appreciation

measure based on Institutional Brokers' Estimat#e®y (IBES) data. This measure is

224 supporting this argument, Eckbo (2009) stressEse ‘attenuating effect of the residual uncertainty
about bid success at the initial offer announcengeimiportant: it tends to produce offer premium
estimates in the vicinity of 25-30% in Figure 1 whas shown in the last two columns of Table 3,
the true offer premium is about 45-50%" (Eckbo @0® 154).
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available for the majority of takeovers and thukves testing of a large sample.
However, it can only serve as a first, rough intticeof the value ofoperational

synergies since an earnings based proxy (i) aldades incremental tax shield gains
(even if their size is generally small due to timited capital structure changes in
strategic deals) and (ii)) may be distorted by taatisn induced costs (such as
goodwill depreciations) if the analysts considegrnthin their post-takeover forecasts.
Secong we calculate a firm value appreciation measurgethaon Value Line (VL)

cash flow forecast data. This measure is constlaindarge takeovers but leads to

highly precise estimates of expectagbrationalsynergie$?

As a result of the different degrees of precisiathwhich the IBES and VL proxies
graspoperational synergiesthe following discussion will sometimes refer tttem
generically asynergiesHowever, it is important to stress that the ainthe chapter
Is to understand the role adperational synergies in explaining the premium
differential. Consequently, the reader shall foaus the results for the precise

operational synergy measure based on VL data.

In order to evaluate the role of expected synergestakeover pricing and, in
particular, on the premium differential betweeratgic and financial investors, we
draw on sizeable samples of 760 and 339 US taksadepending on whether the

analysis is based on the IBES or VL synergy measure

With respect to the economic magnitude of synerges first, indicative results for
the broad IBES earnings appreciation measure stuggeshe median strategic deal is
expected to lead to a yearly earnings depreciatbr3.6%. This figure seems
somewhat questionable in the light of the evidetia# most transactions do create
value and that sizeable target takeover premiumsaid®° It appears that analysts

indeed factor some transaction related costs (aadoodwill depreciations) into their

225 Cf, section 5.2.2 for details.

2% Cf, for instance Sudarsanam (2010).
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post-takeover earnings forecaStsThis conjecture is supported when turning to the
results for the precise VL firm value appreciatimeasure. We find that the median
(mean) deal is expected to lead to operational rgig®e of $716 ($1,901) million
which equals an economically sensible 6.2% (9.M4erms of the combined firm’'s
enterprise value. When focusing on the main questiohow the value of expected
operational synergies compares to the value ofptieenium paid, we find that the
former is 3.1 (5.1) larger than the latfét.Consequently, there is strong evidence
towards the view that operational synergies on Iaifastrategic deals may indeed

explain the premium differential between strategid financial takeovers.

Whilst the size of operational synergy gains re&tto the takeover premium is
interesting in its own right, robust inference abtihe impact of operational synergies
on takeover pricing and, in particular, on the premdifferential can only be drawn
from multivariate analyses. Therefore, we run ciEsgional regressions on the
takeover premium and include operational synerggrttja indicators for the strategic
investor subsample (i.e. the financial investorssuhple represents the control group)
as well as a whole set of control variables inftiven of deal-, target-, industry- and

year-fixed-effects.

We find strong evidence in favour of the synergyoraale for both the IBES and VL
measure. Although the IBES measure representsamindicative synergy proxy as
outlined above, it does explain substantial parthe® premium differential. When the
premium is measured in terms of traditional equigsed measuré$ the pricing

differential decreases steadily from the quartifesmategic deals with the highest

synergies to the quartile of strategic deals wlile towest synergies. When the

227 Assuming that there are no systematic differeimcéise treatment of these costs across analysts,
our estimated IBES synergy proxies may still inelwaluableordinal information for examining
the relation between synergies and takeover premiarthe course of regression models.

28 \While these estimates may initially look largesyttare put into perspective when taking into
account that expected operational synergies (theerator) accrue to both the bidder and the target
and that the takeover premium (the denominatonuascsolely to the target. Indeed, when
considering that the combined size of the bidddrtarget is approximately 10 times the size of
the target, the operational synergy to premiunmesgs of 3.1 (5.1) seem reasonable.

229 Cf. section 5.2.3 for details on the premium clalton methodologies.
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premium is measured in terms of enterprise baseasunes™ the results are less

distinct: the pricing differential decreases frohe tfourth to the second synergy
quartile but not for the first one. Across all jpng measures, however, strategic
investors of the first synergy quartile still se&rpay higher premiums than financial
investors. There are two reasons why this may éedise: first, even after controlling

for synergies, there may still be a premium diffidia due to other potential reasons
not controlled for in the analysis. Second, it baythat the IBES proxy may not grasp
operational synergies sharply enough as alreadicateti. We address the latter
possibility by turning to the precise VL operatibsgnergy measure. The respective
results lend strong support towards the decisile b operational synergies. For all

pricing measures, the premium differential

» is largest for the quartile of strategic deals wita highest expected operational
synergies,

» decreases steadily across the remaining quartiles,

* is not statistically different from zero for theagtile of strategic deals with the

lowest expected operational synergies.

For instance, in terms of the enterprise premiunasueePremiumCash/E¥*! the
following pattern evolves: the quartile of strategieals with the highest expected
operational synergies pays on average 33.7% hmeeniums than financial investors
(t-stat of 3.07). This differential gets steadilpaller until the quartile of strategic
deals with the lowest expected operational synsrgieen a statistically insignificant
coefficient of -1.0% (t-stat of 0.15) indicatestthi@e respective strategic investors pay
similar premiums than their financial counterpa@s. average, these strategic deals of

the first quartile are expected to generate opmrali synergies of less than 0.9%

230 Cf. section 5.2.3 for details on the premium ckaltton methodologies.

21 premiumCastis the difference between the final bid price #m@price two months prior to the

announcement date times the target’s outstandingrmm shares. It is scaled with the target's enisgpr
value (EV) which is defined as market capitalizat48 days prior to the announcement date (AD) fhlas
book value of net debt from the last fiscal yeaedaior to the AD.
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(0.2%Y¥%* in terms of the target's EV (combined firm’s E\Hlence, the regression

estimates also appear highly sensible from an enanpoint of view.

Consequently, there is very strong evidence in davaf the operational synergy
rationale being a, if nothe central factor in explaining the sizeable premium
differential between strategic and financial ineest There seems to be little left in
favour of alternative explanations - such as thkusimn argument between financial
investors and target managers - but clearly, mesearch is required with respect to

this question.

These findings contribute to the nascent work on tie takeover process and pricing
differs with respect to the identity of the biddRecently there have been three studies
which directly contrast takeovers by strategic &ndncial bidders. Bargeron et al.
(2008) examine takeover premiums between publicpaivéite bidders. They find that
the former pay significantly higher premiums thae tatter. They argue that agency
costs on behalf of public acquirers may play anartgnt role since the premium
differential declines with increasing manageriahenship?>® However, they also find
that the premium differential does not vary witktitutional ownership, a result which
casts doubt on the agency argument since instiitionvestors are commonly
assumed to act as monitors who curtail managerigbehaviour. In line with this
reasoning, the premium differential also posegjthestions why every target company
would not wait for public bidders to enter the ametprocess and why the latter do not
win all contests (Bargeron et al. (2008))? One mngnt which could explain these
guestions is the lack of a specific fit betweentaiartargets and potential public
bidders, i.e. the synergy rationale. Related wgrkGorbenko/Malenko (2010) analyse
the bidding behaviour of financial and strategigestors in takeover auctions. By
imposing a structural model on the auction proctssy estimate intrinsic valuations
of both bidder types. They find that financial ist@'s value potential targets in a

relatively homogenous way whereas strategic inve'stealuations are far more

2 Cf, Table 5-5 Panel A.

23 For instance, acquisitions can lead to higher earsation packages for managers due to the
increase in firm size even if the acquisition itueadecreasing for their shareholders
(Bebchuk/Grinstein (2005), Harford/Li (2007)).
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idiosyncratic. Hence, Gorbenko/Malenko’s (2010)utess are also in line with the
synergy argument. Similarly, Dittmar et al. (2018%amine bidding competing
patterns and find that strategic acquirers who @mpgainst financial bidders earn
higher returns than strategic acquirers who compgtenst other corporate bidders.
Again, this result is consistent with the synergyianale. However none of the
aforementioned studies quantifies the value of afpmral synergies and examines

whether they can explain the premium differential.

The remainder of this chapter is structured asWal Section 5.2 describes the sample
and data collection process as well as the metbggidior constructing the expected
operational synergy proxies. Section 5.3 contalres émpirical results. Section 5.4

concludes.
5.2 Sample, methodology and variable definitions
5.2.1 Sample data

The takeover sample is collected from the Secdta Corporation (SDC) database.
We select all completed takeovers between U.Sigptdrgets and bidders which were
announced between 1987 and 2009, the period fochwforecast information is

available to construct synergy estimates. In lini whe literature, the following set of

filters is applied to the dataset:

1. the deal is a majority acquisition which results 1i60% ownership for the
bidder;

2. the deal is purely cash-financed;

3. the deal is not marked in SDC as a spinoff, reaéip#tion, self-tender,
exchange offer, repurchase, minority stake purchasguisition of remaining

interest, or privatization;

4. the deal value is disclosed:;
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5. the bidder is either a public operating entity d&gic investor), private
operating entity (strategic investor) or privateuigg fund (financial investor),

i.e. acquisitions by individuals are excludgd;

6. the target is an operating entity, i.e. acquisgiéor non-operating targets such
as special purpose acquisition companies (SPAEa)) estate investment trusts

(REITSs) or closed-end funds are excluded;

7. target stock price and accounting data is availabléhe Center for Research in

Security Prices (CRSP) and Compustat tapes.

These filters result in a base sample of 1590 &@tiens which comprehends 264
(16.6%) by private equity funds, i.e. financial @stors, 424 (26.7%) by private
operating entities which resemble strategic inwastand 902 (56.7%) by public
operating entities which resemble equally strategvestors. Since the focus of this
chapter is on synergy estimates, we collect andiystcast data for the public
operating bidder sample from both the InstitutioBedkers’ Estimate System (IBES)
and Value Lines’ Estimate and Projections File (VLhe required IBES (VL) data is
available for 594 (82) transactions which represet6.9% (9.1%) of the public

operating subsample.

Table 5-1 presents basic sample statistics by bidgees including the public
operating bidder subsamples with available IBES ¥hdlata for the construction of
the synergy estimates. Absolute values are repone2D09 consumer price index
(CPI) adjusted dollars. Deal value represents tital tconsideration paid by the

acquirer excluding fees and expenses.

234 \We use the SDC deal synopsis, Capital IQ and Veatii classify private bidders either as a private
equity bidder, a public operating bidder or asratividual(s). The central classification criterion
for a private equity bidder is whether a fund ohdleof limited partners is in place to finance the
equity portion of the deal. In the course of thésailed scrutiny of the bidder’s identity, several
SDC misclassifications were encountered. For exanmpe found several deals where the bidder is
classified as public although it is in fact onlpe@n-traded subsidiary of a public company. These
mistakes were corrected.
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Table 5-1: Size of target companies split accordinigidder groups

This table shows transaction value and earningsréehterest, tax, depreciation and amortizatioBITIDA) statistics for the targets at the last fisgaar date before the
takeover announcement. The transaction value isatefs the total consideration paid by the acqeixeluding fees and expenses. Data is reportatiéyype of the winning
bidder. The table reports statistics for privataiggbidders (financial investors), private opemgtbidders (strategic investors) and public opegatiidders (strategic investors).
For the latter bidders, we report the statisticglie full sample and subsamples with availableSEFalueLine) data for the construction of synepggxies.

Bidder Transgction value EBITDA
(in m€) (in m€)
n Mean Median n Mean Median
Private equity bidder (financial investor) 264 859 157 245 75 16
Private operating bidder (strategic investor) 424 447 98 367 23 6
Public operating bidder (strategic investor) 902 535 149 796 34 7
Public operating bidder with IBES synergy proxy 594 751 246 540 46 11
Public operating bidder with Value Line synergy yo 82 2,123 998 82 136 64

All bidders 1590 565 132 1408 38 8
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The median (mean) transaction across all biddegwiced at $132 ($565) million
which highlights that the sample includes relayvieirge deals. Deals consummated
by financial investors lie with a median (mean)nsaction value of $157 ($859)
slightly above average values. Deals executedriyesjic investors are broadly in line
with average values:private operating bidders buy slightly smaller targetshwet
median (mean) transaction value of $98 ($447) putdlic operating bidders acquire
targets with a median (mean) transaction value Bf9$($535) which is almost
identical to the sample average. Not surprisinglye public operating bidder
subsamples with available analyst forecast infolonatfor the construction of the
synergy proxy) are centred towards larger deatsntiedian (mean) transaction in the
IBES sample is priced at $246 ($751) and the meffigan) transaction in the Value
Line sample is valued at $998 ($2,123). Statishiased on the target's last twelve
month EBITDA lead to similar conclusions. Table Bralthe Appendix B represents
more detailed statistics on target and deal chamatits. Since this analysis is similar
to Bargeron et al. (2008) and leads not to newghisibeyond their paper, we refrain

from discussing it.
5.2.2 Methodology for grasping synergies of strategietalers

Measuring synergies is not straightforward. Onergtr of research has assessed
synergies by drawing on the combined abnormal metwf the target and bidder
around the merger announcement date (Bradley ef1888) and Andrade et al.
(2001)). This methodology is - at least for thisdsts purpose - problematic due to the
following two reasons: first, as stressed by Heetal al. (2003), returns around the
announcement date are driven by both ancillaryrmédion about the standalone
values of the merging companies and new informalmout synergies. Generally, it is
difficult to disentangle the two components. Secoeden when it is possible to
confine the value of synergies, it is still an aggate proxy in the sense that it contains
both operating and financial synergies. For thepse of this study, however, we aim
to grasp only the value of operating synergies esifinancial synergies can be
consummated by both strategic and financial investalternatively, another large

body of research has tried to infer synergies frealized long-term operating and
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stock performance following the merger consummati®avenscraft/Scherer (1989),
Agrawal et al. (1992), Franks/Mayer (2001) and Meslal. (1992), amongst others).
These measures face considerable challenges. fhest, crucially depend on the

calculation approach of abnormal returns and tispeetive time horizon employed.
Further, the relatively long-time horizons per sad to noisy estimates since new,
merger-unrelated information evolves and compamgesout of business causing
survivorship bias. Finally, it is questionable wieat the typically employed industry
benchmarks are appropriate as pointed out by Hhf005): a merged firm which

performs worse than the industry may still do bretitn the sum of the stand-alone

entities would have.

We differ from these approaches by exploiting tiange in analyst expectations
around the merger consummation date. Analysts @lyhinformed experts and,
compared to management, relatively neutral. Wetalge on their expertise by
setting the cash-flow (earnings) forecast for tbenkined firm after the takeover in
relation to the sum of the stand-alone forecastsHe acquirer and target before the
takeover. The delta represents a proxy for expeofetating synergies (expected

synergies).

Synergy is a function of the specific fit betwedre ttarget and bidder. At the
announcement date, it is unclear whether a takesieindeed take place and, if yes,
who will be the ultimate winner. Hence, potentialabyst revisions around the
announcement date shouhdt largely capture specific synergies but rather gane
restructuring potential which shall be realizabletbe target as a standalone entity
(either by incumbent management due to pressuma fiee market for corporate
control or by more skilled financial investofdy. The closer one approaches the
completion date (CD), the more the general resirugy potential should already be
impounded in the analyst forecasts and any renminavision should mainly be

attributable to synergistic gains. Consequentlyysadering analyst revisions around

235 supporting this argument, Eckbo (2009) stressEse ‘attenuating effect of the residual uncertainty
about bid success at the initial offer announcengeimiportant: it tends to produce offer premium
estimates in the vicinity of 25-30% in Figure 1 whas shown in the last two columns of Table 3,
the true offer premium is about 45-50%" (Eckbo @0® 154).
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the CD date gives a conservative synergy proxy lwHargely does not include
restructuring potential realizable by incumbent agement or (competing) financial
investors. This focus around the CD also has tldgtiadal benefit that the considered
time period between the analyst revision is re@yivshort. Hence, our synergy
measure should not be systematically distortedithgecorporate news which are not

related to the merger or survivorship bias.

Two synergy estimates are constructed which diffgh respect to availability and
precision. First, we draw on earnings per shar@nests from IBES which are
available for the majority of the sample firms @&). The resulting estimates will
allow us to get a first sense of synergies in teofrthe expected earnings appreciation.
Second, we calculate precise cash-flow estimatesdan Value Line data which is
limited to the larger takeovers in the sample (9.1Phe resulting estimates will grasp
the economic magnitude operatingsynergies precisely in terms of the expected firm

value appreciation.

In the empirical takeover literature, forecastsirdbrmed market participants have
been largely neglected so far to estimate synerg® notable exemptions are the
recent contributions of Bernile/Bauguess (2010) abevos et al. (2009).

Bernile/Bauguess (2010) focus on voluntarily diseld insider projections. This
approach naturally brings along selection biasdhk waspect to both disclosure and
preciseness of forecasts: managers are only ltkelgport synergy related estimates if
they are likely to be economically sizeable, aneére¥f they do, the disclosure of
precise capitalization dates will still vary hegwvith its ultimate magnitude. Devos et
al. (2009) employ Value Line projections as we atko in one of our analyses.
However, their focus lies on differentiating betwabkree sources of potential synergy

gains: tax benefits, increases in market powerediiciency improvements.

In summary, none of the two aforementioned stutbesses on the question to what
extent expected synergies may be appropriatedétatiget owners in the form of the
takeover premium and hence, neither tackles themipra differential between

financial and strategic takeovers. This is the goesvhich we address in this study.
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5.2.2.1 Synergy measure based on IBES data

We draw consensus earnings forecasts from the Swyritistory file of IBES. A full
information set consisting of the earnings estim&be the combined entity, the stand-
alone target and the stand-alone bidder is obtafoed94 mergers. As previously
discussed, we opt for a short event window arotmedcompletion date in order to (i)
limit the influence of corporate news unrelatedhe merger, (ii) reduce the risk for
survivorship bias and (iii) to obtain a conservatisynergy proxy largely free of
general restructuring potential. In particular, tBES synergy estimate is the current
year (FY1) earnings estimate for the combined eriiken immediately after the
completion date minus the sum of the FY1 earnirggisnate for the standalone bidder

and target taken a quarter before the completiter da

Syn_IBES = (EPS§,s* SharesS,s;— EPSB, o+ SharesB, ,— EPST, .« SharesF.,) (2)
B (EPSpye* Sharespy,q+ EPSpyqx Sharesh,,) !

whereEPS§, ., represents the first IBES consensus earnings @&stifar the combined
entity after the completion dateEPS5., (EPSE.) the IBES consensus earnings
estimate for the stand-alone bidder (target) atgqudorefore the completion date and
Shares$, s, SharesE,,, Shares?., the respective number of outstanding shares taken

from CRSP at exactly the same date as the earasigsates.

It has to be noted that the IBES measure can arlyesas a rough, indicatory proxy
for operational synergies. As an earnings basedsure, the IBES proxy also

automatically comprehends financial synergies m firm of incremental tax shield

gains, even if their size is likely to be smallcgrthe capital structure typically doesn’t
change much in strategic deals. Additionally, BBE$ proxy may be further distorted
by specific transaction related expenses if thdyatsaconsider them in their post-
takeover forecasts. Generally, analysts are supptmsenake their earnings forecasts
on a continuing operations basis. Hence, discoatinoperations, extraordinary
charges and the like shall be discarded in theutaion of earnings forecasts. The
guestion which arises now is whether analysts pn&trparticular transaction related

costs as discontinued and/or extraordinary? Faameg, how do certain analysts treat
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goodwill depreciations resulting from the merd@rwhich generally accrue over

multiple years?

Nonetheless, assuming that there are no largensgiitedifferences in the treatment
of these costs across analysts, the estimated BB&rgy proxies may still include
valuable ordinal information for examining the relationship betwegmergies and

takeover premiums.
5.2.2.2 Synergy measure based on Value Line data

We draw precise forecasts of income and balancet gieens from VL's Estimates and
Projections file. All non-financial targets and @ets of the public takeover sample are
matched to VL. We obtain a full information set simting of the precise forecasts for
the stand-alone target, the stand-alone bidder twed combined entity for 82
mergers®’ While this sample looks initially small, it is irogant to note that the
respectiveoperationalsynergy estimates shall be highly accurate and will allow

us to draw sharp inferences.

As previously discussed, we opt for a short eventlew around the completion date
in order to (i) limit the influence of corporatewn unrelated to the merger, (ii) reduce
the risk for survivorship bias and (iii) to obtaanconservative synergy proxy largely

free of general restructuring potential.

Based on the granular data, we are able to consdryreciseoperational synergy
proxy which will only consider expected firm valgains arising from thepecific fit
between the acquirer and the targee. gains from economies of scale, increasing
pricing power and/or higher growth potential, forstance.Expected gains from

financial restructuring, i.e. additional tax sh®lavill be excluded since these are also

2% These goodwill depreciations also usually incltrdesaction-related costs (e.g. fees for investment
bankers and consultants) and restructuring cogistégmination payments to employees) which
generally are capitalized as part of the overaltpase price for an acquisition.

%7 Financial corporations are excluded since thdiratson models differ markedly from the ones of
non-financial corporations (Bayazitova/Kahl/Valkar@009) and
Devos/Kadapakkam/Krishnamurthy (2009)).
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available to financial biddef8® In particular, the VL synergy proxy will be caleted

as the difference between the expected operatgaiak for the combined entity and
the sum of the expected operational gains for thadsalone bidder and target. In
order to arrive at these expected operating gawes, will employ an adjusted
compressed present value (ADV) methodology as umedaplan/Ruback (1995),
Ruback (2002) and Devos et al. (2009). In the Yulhg, the detailed estimation

process of the VL synergy proxy is outlined in feteps.

First, a 5-yearly series of expected cash flows is coottd for each bidder, target
and combined entity. Therefore, we collect VL fasts for sales (S), operating
margin (OM), working capital (WC), depreciation (BE capital expenditure
(CAPEX), long-term debt (DEBT) and the income tater(T). These VL data points
are available for the next fiscal year (short-téarecast FY1) and for the fiscal year
period 3 to 5 which we consider to be year 4 (medierm forecast FY4). In line with
Devos et al. (2009), these short- and medium-temachsts are used to replicate the
forecasts for year 2, 3 and 5 by linearly interfiotoperating profits (S x OM), DEP,
CAPEX, DEBT and working capital to sales (WC/S).sBa on this information set,
we calculate for each target, bidder and combingdyeexpected yearly cash flows

(CF) over the next five years according to:

CF =[Sx0M* (1— T,,, )] — [INVEST], 3

whereS * OM * (1 — Ta,,g) represents after-tax profits adNVEST is investments

in fixed assets and working capital net of depremma It is important to highlight that

238 |n particular large strategic investors (such@sliply listed corporations which we focus on iiisth
study due to data availability reasons) have adoessedit markets similar to that of financial
investors. For instance, General Electric as aufeatborrower shall be able to raise leverage on
similar terms as a financial investor, i.e. it idikely that any one of them benefits from a
reputational or relationship advantage due to Mfreguent interactions with the credit market. In
any case, even if the aforementioned commodity vklgverage does not hold and financial
investors enjoy a reputational edge over strategiestors, then the former would pay higher
takeover premiums than the latter (in a competitakeover market). Consequently, financial
synergies cannot serve as an explanation focdh&ary empirical observation (Bargeron et al.
(2008)) that strategic investors pay far highenpuens than financial investors(for further details
see also Jenkinson and Stucke (2010) who providieree that the tax benefits in LBOs accrue to
the company vendors).



150

these cash flows exclude tax benefits of d&bThereby the final synergy measure
will only grasp firm value changes arising from ogieg synergies but not from

financial synergies which are also available taficial investors.

Second the cost of capital (K) is calculated for eachgéd, bidder and combined
entity. We estimate the capital asset pricing mo@@\PM) with a market risk
premium of 7%, a risk free rate equal to the yiehdthe 10-year Treasury bond and
the asset beta. For the stand-alone target an@mhitek asset beta is based on the VL
equity beta prior to the announcement date (AD)adébt beta assumed to be Z&fo.
For the combined entity, the asset beta is the-Viaine weighted average of the target

and bidder’s asset betas.

Third, the present value (PV) of expected cash flowsoisputed for each target,
bidder and combined entity. With regards to thenteal value (TV), we assume that
the cash flows after year 5 grow forever at the mat the expected inflationnf,

obtained from the Philadelphia Federal Reserve Bahich translates into

5

PV(CF) = Zt_l[cpt /(1 +K)] %)
+ [CF5 + (1 + Inf)l/[(K — Inf) » (1 + K)°]
Fourth and finally we take the resulting present values of expecast flows for the

combined entity (C), the stand-alone target (ST9 e stand-alone bidder (SB) and

net out the operational synergy estimate in thievehg way:

SynVL = PV(CF)postermerger,C - PV(CF)premerger,SB - PV(CF)premerger,ST- (5)

Again, it is important to highlight that this measisolely grasps expected firm value

changes arising from operational synergies. Expegtans from financial synergies,

2391 e. we restrain from including the interest thietd.

40 For the equity value, the market capitalizatiord@$s prior to the announcement date is used and
for the debt value, the last twelve month’s longrtelebt as reported by VL is employed.
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I.e. increased tax shields, are excluded sinceetla®s also available to financial

investors.
5.2.3 Methodology of calculating the takeover premium

The takeover premium is measured in two ways. Rinst in line with the traditional
literature, we measure theguity premium — how much do investors pay on top of the
target’'s equity value. In particular, it is the pemtage deviation between the final bid
price and a pre-announcement basis price. For dtier,| we select the price two
months prior to the earliest announcement datddw dor potential bid revisions and
market anticipation (Schwert (1996)). Consequenthyere won’t be systematic
premium differences between financial and stratagguisitions due to systematically
different bidding processes. Further, market movemeare adjusted for with the
S&P500 index (Kaplan (1989a)). For robustness mepowe also report buy-and-
hold abnormal returns (BHARS) from two months ptiorthe earliest announcement
up to the merger consummation date (which is bodiradeday 163). As a benchmark,

5x5-Fama-French size and book-to-market portfai@semployed.

Second, we follow a recent approach by Jenkinsookst (2010) and measure an
enterprise valuepremium. Such a measure resembles more closelyitdwe of
financial investors since LBO execution required pnaly the acquisition of the
target's shares but also the refinancing of pre-LBEbt. Hence, the cost and
consequently the premium basis for investment dewssis the target’'s enterprise
value. The premium on a company’s enterprise vedurediffer considerably from the
traditional premium on equity when the pre-LBO camyp is financed with a
significant portion of debt. In particular, we callate the cash paid on top of the
target's market valfé* and scale it with EBITDA, a proxy for cash flow ish is

available to all capital providers of the firm. $hnetric presents an intuitive estimate

241 Essentially, the difference between the finalmide and the price two months prior to the earlies
announcement date is multiplied by the target'standing common shares.
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of how many cash-flow years it would take to rectiw cash paid in the takeovéf.

Alternatively, we also calculate a second measun&hwscales the cash premium

directly with the target’s enterprise value.

5.2.4 Variable definitions

Table 5-2summarizes the definition of all variables employedhis chapter. The

variables are winsorized at the 2% level at theeloand upper tail in order to ensure

that outliers do not distort results.

Table 5-2: Definition of variables

This table defines all variables used in this cbapficcounting data are taken from CompuStat, ntaikta
from CRSP, deal information from SDC Platinum anelgst forecast data from Value Line and IBES.

Variable Description

Aret12 Target's market-adjusted buy-and-hold return catedl over 12
months prior to day -63, the start of the run-upque

B_Lock SDC indicator variable set to one if the deal caghpnds bidder
lockup provisions.

B_TermFee SDC indicator variable set to one if the deal idelsi bidder
termination fees.

Bankrupt SDC indicator variable set to one if the deal idelsia bankrupt target.

BHAR Buy-and-hold abnormal return (BHARS) from 43 dayismpto the
earliest announcement date up to the merger conatiomdate
employing 5x5-Fama-French size and book-to-marketfgios as
benchmarks.

Challenged SDC indicator variable if the deal involved a cotimpg offer.

Debt/Assets Target's book value of debt divided by the surmheftiook value of
debt and the market value of equity (Moeller e(20.04)).

Defense SDC indicator variable set to one if the deal idelsia defensive

EV(Bidder) / EV(Target)

EV(Target) /
EV(Target+Bidder)

tactic.

Enterprise value of bidder measured 43 days poitine
announcement date divided by the respective eigerpalue of target.

Enterprise value of target measured 43 days pritiié announcement
date divided by the sum of the respective entexpridues of the target
and bidder.

242 As a proxy for unobservable future EBITDA, reatiZeBITDA from the last fiscal year before the
transaction announcement is used. Since this psoely to be systematically lower than future
EBITDA, the Premium/EBITDA estimates will be biasggwards.
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Table 5-2: Definition of variables (continued)

Variable Description

EV(Target+Bidder) / The sum of the enterprise values of the targetéahdier measured 43

EV(Target) days prior to the announcement date divided byedhpective
enterprise value of the target.

Hostile SDC indicator variable set to one if the deal idelsia hostile target.

MBO SDC indicator variable set to one if the deal &sslfied as a MBO.

MCap Natural log of the CPI-adjusted (2009 dollars) ¢drgtock price times
the number of shares outstanding 63 days pridie@hnouncement
date.

Premium The percentage deviation of the final bid pricenrfrine basis price 43

PremiumCash

PremiumCash/EBITDA

PremiumCash/EV

Strategic bidder

SynIBES

SynIBES_1Q (lowest)
SynIBES_2Q
SynIBES_3Q
SynIBES_4Q (highest)
SynIBES_negative
SynIBES_positive

SynVL (above median)

SynVL (below median)

days prior to the announcement date adjusted Witt5&P500 over
the same time period (Kaplan (1989a)).

Difference between the final bid price and the @tiwo months prior
to the announcement date times the target’s oulistgrtommon
shares.

The PremiumCash is the difference between the firtaprice and the
price two months prior to the announcement dategithe target’s
outstanding common shares. It is scaled with tigeta EBITDA from
the last fiscal year date prior to the AD.

The PremiumCash is the difference between the filtaprice and the
price two months prior to the announcement dategithe target’s
outstanding common shares. It is scaled with ttgets enterprise
value (market capitalization 43 days prior to tHe date plus the book
value of net debt from the last fiscal year daiergo the AD).

Indicator variable set to one if the bidder isratggic investor.
Synergy measure based on IBES data as definedtinrs&.2.2.2.
Measures synergies as yearly earnings apprecipdimrentage.

Indicator variable set to one if SynIBES is in fhist, lowest quatrtile.
Indicator variable set to one if SynIBES is in #ezond quartile.
Indicator variable set to one if SynIBES is in thi&d quartile.

Indicator variable set to one if SynIBES is in tbarth, highest
quartile.

Indicator variable set to one if SynIBES is eqaabt less than zero.
Indicator variable set to one if SynIBES is larg&an zero.

Indicator variable set to one if SynVL_Cash/EV(Canehl) is larger
than the median value.

Indicator variable set to one if SynVL_Cash/EV(Canedl) is equal or
smaller than the median value.
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Table 5-2: Definition of variables (continued)

Variable

Description

SynVL_1Q (lowest)

SynVL_2Q

SynVL_3Q

SynVL_4Q (highest)

SynVL_Cash

SynVL_Cash / EV (Target)

SynVL_Cash / PremiumCash

SynVL_Cash/EV(Combined)

Indicator variable set to one if SynVL_Cash/EV(Canedl) is in the
first, lowest quartile.

Indicator variable set to one if SynVL_Cash/EV(Caonell) is in the
second quartile.

Indicator variable set to one if SynVL_Cash/EV(Caonell) is in the
third quatrtile.

Indicator variable set to one if SynVL_Cash/EV(Canddl) is in the
fourth, highest quartile.

Synergy measure based on Value Line data as defirgmsttion
5.2.2.1. Measures synergies in absolute dollarevalu

SynVL_Cash (absolute dollar value of operationalesgies based on
VL data) scaled with the enterprise values of #igét company at 43
days prior to the announcement date.

SynVL_Cash divided by PremiumCash.
SynVL_Cash (absolute dollar value of operationalesgies based on

VL data) scaled with the combined enterprise vabfake bidder and
target company at 43 days prior to the announcedeet

T Lock SDC indicator variable set to one if the deal caghpnds target
lockup provisions.

T TermFee SDC indicator variable set to one if the deal idelsitarget termination
fees.

Tender SDC indicator variable set to one if the deal israler offer.

TobinsQ Target's firm market value assets divided by thekb@lue of assets.

Toehold SDC indicator variable set to one if the deal inesla bidder that
holds 0.5% or more of the target stock prior toahaouncement.

5.3 Results

5.3.1 Sample characteristics

Table 5-3 presents takeover premiums paid by tmmiwg bidder. We report results

both for traditional equity premiums and the al&give enterprise premiums.

Panel A highlights that financial investors paynsiigantly less for takeovers than

strategic investors Bargeron et al. (2008). Thsulteholds not only for the traditional
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equity but also for the enterprise premium measutes all four takeover measures,
the premium differential between the private equatyd public operating bidder
(private operating bidder) sample are economicaflgl statistically sizeable: for the
equity premium measures, the difference in the meanges from 44% to 58% and
for the enterprise premium measures, the respedifiierence in the means goes so far
as to range from 41% to 125%. Further, there angtevidence that the two groups of
strategic investors — public and private operabiglers — pay similar premiums. For
three out of the four pricing measures, these tidddy types pay premiums which are
statistically not different from each other. Ovérdiese results indicate that synergies

play a crucial role in explaining the premium diégtial.

Panel B presents the same statistics for the popkcating subsamples with available
analyst forecast information. For both the IBES aralue Line subsamples, the
magnitude of all four premium measures is very lsintio the overall public sample.

In a few cases, the premiums in the public subsasnaie higher than in the overall
public sample. Nonetheless, these positive diffegerwill only translate into a higher

premium differential between strategic (i.e. puldjgerating) and financial investors.
Consequently, the subsequent test of the synetignade takes place, if anything, in a
more demanding setting.



156

Table 5-3: Premiums by type of winning bidder

This table shows takeover premiums paid for thgetis: Data is reported by the type of the winnifdpér. The table reports statistics for privateigghidders (financial
investors), private operating bidders (strategiegtors) and public operating bidders (strategiestors). Panel A sorts the premiums across thdebitypes. Panel B reports
subsamples of the public operating bidder subsafoplehich IBES (ValueLine) data is available irder to construct synergy proxies. All variables @eéned as in Table 5-2.
* ** and *** denote statistical significance atehl0%, 5% and 1% level, respectively.

Panel A: Premiums across bidder types

Premium measure Private equity bidder Private operating bidder Public operating bidder Pr|va}te equity vs. Prlvatg operating vs.
public operating public operating
n Mean Median n Mean Median n Mean Median T-test  Wilcoxon T-test  Wilcoxon
Premium 256 31.3% 25.5% 411 47.9% 40.4% 894 45.1% 38.7% ik ik ins ins
BHAR 261 226% 21.3% 422 37.3% 34.3% 889 35.9% 33.5% ok ok ins ins
PremiumCash/EV 252 26.8% 18.4% 401 36.3% 20.9% 873 37.8% 24.9% ok ok ins ins
PremiumCash/EBITDA 222 2.0 1.2 292 3.8 2.0 635 4.6 2.6 ok ok * ok
Panel B: Premiums for private equity bidders and pblic operating bidder subsamples
Premium measure Private equity bidder Public operating bidder Public operating bidder PE vs. PE vs.
quity with IBES data with Value Line data PO IBES PO Value Line
n Mean  Median n Mean Median n Mean Median T-test Wilcoxon T-test Wilcoxon
Premium 256 31.3% 25.5% 592 46.3% 38.7% 82 46.5% 42.0% ok ok ok ok
BHAR 261 22.6% 21.3% 594 39.5% 35.4% 82 42.7% 38.4% ik ik ik el
PremiumCash/EV 252 26.8% 18.4% 585 42.9% 30.0% 82 45.2% 40.0% ik ik ik ok

PremiumCash/EBITDA 222 2.0 1.2 433 5.0 2.7 81 4.2 2.7 wrx wrx wrx b
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5.3.2 The value of synergies

Table 5-4 Panel A presents synergy estimates baselBES data. As previously
mentioned, the measure subtracts from the posteneegrning forecast for the
combined firm the sum of the pre-merger earningedasts for the standalone
acquirer and target. The respective delta is scafghl the sum of the pre-merger
acquirer and target earnings forecasts and thussgasense of the yearly earnings

appreciation due to the merger (in percentage gpint

Based on the sample of 594 winning bids by pulyerating bidders, we find that the
median (mean) deal is expected to lead to an eggmaduction of 3.6% (3.0%). This
figure, which is based on the consensus of relgtiveutral analysts, seems somewhat
guestionable in the light of the evidence that ni@stsactions do create value and that
sizeable target takeover premiums are paidt appears that analysts do indeed not
net out transaction related costs (such as goodepreciations) from post-takeover
earnings forecasts leading to negatively biasecersyn estimate$® Nonetheless,
assuming that there are no systematic differencései treatment of these costs across
analysts, the estimated IBES synergy proxies mdl istlude valuableordinal

information for examining the relationship betwesgmnergies and takeover premiums.

Panel B, which sorts the takeover premium accordmghe synergy measure in
guartiles, recommends that the indicative IBES Byyeproxy indeed contains
valuable ordinal information. Across all four prigi measures, the average and
median premium is roughly the same for the takeowrethe first and second synergy
guartile and increases from the second to the Holndth in statistical and economic
terms. Considering that there is great heteroggmeithe cross-section of takeovers
(for example in terms of bidder competition andy&rcharacteristics) which is not
taken into account in this univariate setting, tlesults are noteworthy and lend

support towards the synergy rationale.

243 Cf. for instance Sudarsanam (2010).

244 Cf. section 5.2.2.1 for details.
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Table 5-4: Synergies (IBES) and premiums

Panel A shows summary statistics for the IBES syyneroxy. Panel B sorts the four takeover
premium measures into quartiles according to tHeSBynergy measure. All variables are defined
as in Table 5-2.

Panel A: IBES synergy measure

n Q25 Median Q75 Mean

SynIBES 594 -21.2% -3.6% 11.0% -3.08%
Panel B: Premiums splitted according tdBES synergy measure
Synergy quartile Premium BHAR PremiumCash/EV PremiumCash/EBITDA

n Mean Median n Mean Median n Mean Median n Mean Median
Q1 148 36.6% 41.6% 149 33.8% 37.0% 147 25.0% 35.8% 109 2.1 3.2
Q2 148 35.1% 38.4% 148 32.2% 32.8% 146 26.4% 31.0% 108 2.2 2.9
Q3 148 39.6% 48.6% 149 34.5% 39.1% 146 33.0% 48.3% 108 3.1 5.1
Q4 148  46.0% 545% 148 47.9% 48.5% 146 39.6% 55.6% 108 43 9.0
All 592  38.7% 45.8% 594 35.4% 39.3% 585 30.0% 42.7% 433 2.7 5.0
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Table 5-5 Panel A presents details for the secgndrgy estimate which is based on
precise VL data. As previously mentioned, we cartdtfor each of the target, bidder
and combined firm 5-yearly series of expected d¢hksirs and the respective discount
rates in order to estimate appreciation measurésrins of the enterprise value (for
details, see section 5.2.2.2). In particular, theasore will represent the difference
between the expected operational gains for the swdbentity and the sum of the

expected operational gains for the stand-alonegbiddd target.

We find that the median (mean) deal is expectekdd to operational synergies of
$716 ($1,901) million which translates into an emwmitally meaningful 6.2% (9.7%)
of the combined firm's enterprise valtf.When turning to the central question and
relating the value of expected operational synsrtpethe value of the premium paid,
we arrive at the following result for the mediane@n) strategic deal: expected
operational synergies equal 3.1 (5.1) times the esizthe takeover premium. While
these estimates may initially look large, they ueinto perspective when taking into
account that expected operational synergies (tineerator) accrue to both the bidder
and the target and that the takeover premium (8m@mhinator) accrues solely to the
target. Indeed, when considering that the combaieel of the bidder and targ&tis
approximately 10 times the size of the target, dperational synergy to premium
estimates of 3.1 (5.1) seem reasondfleOverall, since the expected operational
synergy gains are substantially larger than thenpmen paid, there is strong evidence
towards the view that operating synergies on bebflétrategic deals may indeed

explain the premium differential between strateagid financial takeovers.

The aforementioned estimates are relatively rotmushanges in the synergy valuation

methodology and the underlying assumptions outlinesection 5.2.2.2. Devos et al.

%5 Further, the expected operational synergy estifoatine median (mean) deal translates into 126%
(224.0%) of the target’s enterprise value which loamterpreted as an upper premium bound the
bidder is able to offer based on expected operat®ymergies. The pronounced right-hand skew of
the estimate arises from the fact that the sanapigets are smaller than the bidders.

248 These are the stand-alone enterprise values neeblsefore the transaction announcement day.

4"n turn, these estimates can also be interpretéfuei way that the target vendors capture a
substantial portion of the expected operationaégyies which exceeds their relative size, i.e. they
seem to benefit disproportionally more from takeeve
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(2009) show that (i) working capital adjustmentderms of excluding cash and debt
in current liabilities, (ii) alterations to the dsunt rate such as increasing the debt beta
from O to 0.25 or (iii) increasing the real growttte of cash flows after year 5 from

0% to 2% changes the synergy estimates only mdkgina

Panel B, which sorts the takeover premium accordmmghe operational synergy
measure in quartiles, shows that there is a stworgelation between these two
variables. For all four pricing measures, the agenaremium increases across all four
synergy quartiles. The results for the median puemare highly similar, only for the
enterprise value pricing measur€ashPremium/ENand CashPremium/EBITDAthe
premium does not increase from the third to thetfoguartile. Again, considering
that there is great heterogeneity in the crosseseodf takeovers which is not
controlled for in this univariate exercise, theulesimply that operational synergies

indeed play a, if not the, central role in explagqitakeover pricing.
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Table 5-5: Synergies (VL) and premiums

Panel A shows summary statistics for the VL synepgyxy. Panel B sorts the four takeover
premium measures into quartiles according to thesythergy measure. All variables are defined as
in Table 5-2.

Panel A: Value Linesynergy measure and relative size

n Q25 Median Q75 Mean
SynVL_Cash 82 12 716 2,042 1,901
SynVL_Cash / EV (Combined) 82 0.2% 6.2% 19.0% 9.7%
SynVL_Cash /EV (Target) 82 0.9% 126.4%  379.0% 224.0%
SynVL_Cash / PremiumCash 82 0.3 3.1 8.1 5.1
EV(Bidder) / EV(Target) 82 3.0 9.9 28.3 31.6
EV(Bidder+Target) / EV(Target) 82 4.0 10.9 29.3 32.6
Panel B: Premiums split according tovalue Line synergy measure
Synergy quartile Premium BHAR PremiumCash/EV PremiumCash/EBITDA
n Mean Median n Mean Median n Mean Median n Mean Median
Q1 21 17.9% 19.6% 21 10.3% 17.4% 21 18.6% 12.9% 21 1.2 1.3
Q2 20 45.0% 41.1% 20 42 .5% 37.5% 20 48.3% 46.6% 20 3.7 2.9
Q3 21 56.7% 51.9% 21 48.9% 43.1% 21 55.7% 52.5% 20 5.6 35
Q4 20 67.3% 60.7% 20 70.5% 56.4% 20 59.0% 44.6% 20 6.5 3.2
All 82 46.5% 42.0% 82 42.7% 38.4% 82 45.2% 40.0% 81 4.2 2.7
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5.3.3 Regression analysis of takeover premium

So far we have shown that the expected operatisyrargy gains associated with
strategic takeovers are substantially larger tih@neistimated takeover premium. The
median (mean) strategic deal is expected to résubperational synergies 3.1 (5.1)
times the size of the takeover premium. Whilst siwe of the operational synergy
gains relative to the takeover premium is intengstn its own right, simple premium

rankings by the synergy measures suggests tha¢ ety be a cross-sectional
relationship between the two variables which malp he explaining the premium

differential between strategic and financial takersy

We deepen the analysis by estimating cross-settimgressions in which the
dependent variable is the takeover premium andirtiependent variables include
information about (i) the identity of the biddere.iif the bidder is a financial or
strategic investor, (ii) the value of expected apienal synergies for the strategic
subsample and (iii) multiple deal and target charastics. For each of the four
premium measures, we present three regressiondirgheegression serves as a base
case and includes a simple dummy variable whicledatn the value of unity for
strategic bidders and is zero otherwise. Its es@thaoefficient will indicate how large
the premium differential is between financial at@tegic takeovers for the respective
premium measure (controlling for all sorts of vada at the deal and target level).
The second regression will split the strategic dynwariable into takeovers with low
and high operational synergy potential according/bether the calculated IBES (VL)
measure is above or below zero (its median vaki@jilarly, the third regression will

split the strategic dummy variable into quartilesthe IBES and VL measures.

Table 5-6 presents results of the regression aisakging the indicative IBES synergy

measure.
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Table 5-6: Regression analysis of premiums with3Bignergy measure

This table presents ordinary least squares regressif the takeover premium on explanatory vargleluding IBES synergy measures. All consummateals by private
equity (financial) and public operating (strategijiders are included in the regressions. All \@ds including the four takeover premium measuf®rgium, BHAR,
PremiumCash/ENandPremiumCash/EBITD)Aare defined as in Table 5-2. The numbers in gygeurows represent the regression coefficients. Atmbers in the lower rows
are t-statistics based on robust White (1980) stahdrrors. *, ** and *** denote statistical sigitdnce at the 10%, 5% and 1% level, respectively.

IBES-1 IBES-2 IBES-3 IBES-4 IBES-5 IBES-6 IBES-7 IBES-8 IBES -9 IBES-10 IBES-11 IBES-12
Premium BHAR Premium-  Premium- Premium BHAR Premium-  Premium- Premium BHAR Premium-  Premium-
Cash/ Cash/ Cash/ Cash/ Cash/ Cash/
EV EBITDA EV EBITDA EV EBITDA
Strategic bidder 0.165 0.207 0.177 2.582
(5.48)*  (5.81)™*  (4.74)**  (4.27)=*
SynIBES_negative 0.117 0.164 0.121 1.346
(3.79)*  (4.45)*** (3.25)** (2.27)*
SynIBES_positive 0.232 0.267 0.255 4.783
(6.34)*  (6.27)**  (5.38)***  (5.86)***
SynIBES_1Q(lowest) 0.076 0.113 0.097 1.384
(2.12)  (2.62)** (2.14)= (1.90)*
SynIBES_2Q 0.119 0.172 0.099 0.992
(3.28)*  (4.07)*** (2.39)* 1.55
SynIBES_3Q 0.195 0.237 0.209 1.368
(4.76)*  (4.95)**  (4.11)** (1.84)*
SynIBES_4Q(highest 0.259 0.294 0.284 6.241
(6.44)*  (6.35)**  (5.45)**  (6.64)***
MCap -0.008 0.007 -0.009 0.034 -0.007 0.007 -0.008 0.018 -0.008 0.006 -0.008 0.096
0.83 0.53 0.75 0.18 0.75 0.60 0.68 0.10 0.82 0.50 0.66 0.53
Debt/Assets 0.008 -0.040 -0.443 -0.849 0.004 -0.043 -0.446 -0.884 -0.011 -0.059 -0.458 -1.099
0.13 0.55 (5.48)** 0.57 0.07 0.60  (5.54)** 0.61 0.18 0.82  (5.67)* 0.79
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Table 5-6: Regression analysis of premiums withSBiynergy measure (continued)

IBES-1 IBES-2 IBES-3 IBES-4 IBES-5 IBES-6 IBES-7 IBES-8 IBES -9 IBES-10 IBES-11 IBES-12
Premium BHAR Premium- Premium- Premium BHAR Premium-  Premium- Premium BHAR Premium-  Premium-
Cash/ Cash/ Cash/ Cash/ Cash/ Cash/

EV EBITDA EV EBITDA EV EBITDA
TobinsQ 0.000 0.000 0.000 0.002 0.000 0.000 0.000 0.001 0.000 0.000 0.000 0.001
(2.18)**  (3.55)** 1.43  (3.30)%** (2.77)  (3.98)*** (1.98)*  (2.80)** (3.01)*  (4.16)*** (2.14)  (3.04)%*
Aretl2 -0.108 -0.391 -0.094 -1.624 -0.098 -0.383 -0.083 -1.433 -0.094 -0.380 -0.078 -1.344
(3.36)*  (10.42)*** (2.40)* (2.11)* (3.03)**  (10.16)*** (2.20)* (1.91)* (2.93)**  (10.10)*** (2.00)** (1.86)*
Challenged 0.111 0.126 0.074 1.040 0.108 0.124 0.070 0.953 0.107 0.122 0.067 1.111
(2.53)*  (2.76)** 1.40 1.31 (2.52)  (2.74)%* 1.34 1.21 (2.50)**  (2.73)** 1.30 1.37
Hostile 0.086 0.146 0.130 -0.569 0.090 0.151 0.135 -0.486 0.102 0.165 0.143 0.070
0.89 1.48 1.07 0.49 0.94 1.54 1.10 0.39 1.04 1.64 1.15 0.06
Tender 0.030 0.054 0.045 0.135 0.036 0.060 0.052 0.084 0.035 0.060 0.052 0.154
1.08 (1.66)* 1.34 0.21 1.33 (1.85)* 1.57 0.13 1.30 (1.84)* 1.55 0.26
MBO 0.028 0.054 0.003 0.242 0.023 0.051 -0.002 0.088 0.021 0.048 -0.005 0.084
0.70 1.10 0.08 0.43 0.59 1.03 0.05 0.16 0.52 0.97 0.13 0.15
Bankrupt -0.965 -0.796 -0.572 0.000 -0.899 -0.773 -0.497 0.000 -0.894 -0.773 -0.464 0.000
(10.83)%**  (7.82)x*  (3.95)%* () (9.77)*  (8.93)**  (3.38)*** () (9.35)**  (8.77)**  (3.05)*** ()
Defense 0.052 -0.059 0.003 0.889 0.037 -0.073 -0.016 0.438 0.039 -0.071 -0.016 -0.059
0.44 0.55 0.02 0.54 0.32 0.69 0.11 0.27 0.33 0.66 0.11 0.04
Toehold -0.064 -0.086 -0.052 -0.681 -0.065 -0.086 -0.052 -0.452 -0.054 -0.075 -0.042 -0.495
1.57 (2.73)* 1.11 1.24 1.59 (1.74)* 1.11 0.79 1.34 1.53 0.90 0.86
B_Lock 0.004 0.063 0.117 -1.012 0.026 0.081 0.143 -0.333 0.028 0.084 0.148 0.085
0.04 0.52 0.75 0.56 0.21 0.69 0.93 0.19 0.23 0.70 0.94 0.05
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Table 5-6: Regression analysis of premiums withSBiynergy measure (continued)

IBES-1 IBES-2 IBES-3 IBES-4 IBES-5 IBES-6 IBES-7 IBES-8 IBES -9 IBES-10 IBES-11 IBES-12
Premium BHAR Premium- Premium- Premium BHAR Premium-  Premium- Premium BHAR Premium-  Premium-
Cash/ Cash/ Cash/ Cash/ Cash/ Cash/
EV EBITDA EV EBITDA EV EBITDA
T_Lock 0.117 0.287 -0.060 3.096 0.082 0.256 -0.101 1.963 0.022 0.198 -0.169 1.572
(2.07)**  (4.35)** 0.80 (2.43)* 1.07  (3.11)** 0.96 0.86 0.32 (2.57)* (1.78)* 0.56
T_TermFee 0.048 0.037 0.032 0.279 0.049 0.038 0.032 0.287 0.047 0.036 0.029 0.213
(1.75)* 1.14 0.89 0.58 (1.82)* 1.18 0.91 0.63 (1.73)* 1.13 0.81 0.48
B_TermFee 0.020 0.060 -0.015 -0.822 0.015 0.055 -0.020 -0.913 0.020 0.061 -0.016 -0.881
0.51 1.37 0.31 1.11 0.39 1.3 0.43 1.22 0.54 1.44 0.35 1.22
Constant 0.533 0.022 0.564 -1.830 0.587 0.032 0.635 -0.313 0.628 0.053 0.658 -0.772
(2.84)** 0.09 (2.63)*** 0.81 (3.22)** 0.13  (2.96)** 0.14 (3.36)*** 0.21  (2.94)** 0.32
Time dummies yes yes yes yes yes yes yes yes yes yes yes yes
Industry dummies yes yes yes yes yes yes yes yes yes yes yes yes
Observations 788 793 780 617 788 793 780 617 788 793 780 617
Adjusted R-squared 0.222 0.305 0.210 0.160 0.239 0.314 0.225 0.208 0.246 0.319 0.229 0.247
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For all four premium measures the strategic biddemmy is consistently large and
significant (at the 1% level, see regression sptions IBES-1 to IBES-4). In terms of the
traditional equity measures, strategic investong @a average 16.5%°¢emiun) to 20.7%
(BHAR) higher premiums than financial investors. In temhthe enterprise value measures,
the former pay higher premiums of 17.7%PrédmiumCash/EyY and 2.6
(PremiumCash/EBITD)R* than the latter. These sizeable effects are wiith the results

reported by Bargeron et al. (2008).

Next, we test whether expected operating syneaidsehalf of the strategic takeovers may
help in explaining the premium differential, andyés, to what extent. As previously
outlined, we therefore employ conservative synesgifmates which shall predominantly
capture gains from the specific fit between thegyearand acquirer but not stand-alone
restructuring potential (for details, see sectia?).5Regressions IBES-5 to IBES-8 present
results for including two synergy indicators whiehe set to one if a strategic deal is
expected to lead to an earnings gain or loss, cgsply. Similarly, regressions IBES-9 to
IBES-12 report results if we extend the aforemeardtanalyses and build synergy quartile
indicator variables which are set to one if thatstgic deals rank in the respective quartiles
(of the IBES consensus estimates). For economyredemtation, the discussion will be
limited to the latter set of regressions (IBES-9B&S-12).

We find that synergies play a role in explaining ffremium difference. In specifications
IBES-9 and IBES-10, the equity premium measuresase almost monotonically across
the synergy quartiles, both in terms of economid statistical significance. For instance,
regression IBES-10 shows that the quartile of sgriatinvestors with the highest expected
synergies (Syn_Q4) pay on average 29.4% higheriprasnthan financial investors (t-stat
of 6.35). This difference continuously becomes $snacross the remaining quartiles of
strategic investors. For the quartile of strategiestors with the lowest expected synergies
(Syn_Q1), the difference shrinks to 11.3% (t-staR.&2%). The results for the enterprise

premium measures in specifications A-11 and A-Bless distinct. In particular, strategic

248 As noted in section 5.2.3, we use realized EBITEn the last fiscal year before the transaction
announcement as a proxy for unobservable futurd BBI Since this proxy is likely to be systematigall
lower than future EBITDA, ouPremiumCash/EBITDAstimates will be biased upwards.
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investors of the first synergy quartile seem nopag lower premiums than the ones of the
second quartile. Taking the latter quartile asgbit of origin, however, premiums again

increase steadily across the third and fourth gpynquartile.

One observation across all four specifications @B8Eto IBES-12) is that the premium
differential for the strategic investor subsamplé&hwthe lowest expected synergies
(Syn_Q1) is significantly smaller than for the aadesstrategic investor sample (cf. IBES-1
to IBES-4) but it is still significantly positivelhere are two reasons why this may be the
casefirst, even after controlling for synergies, there maly Is¢ a premium differential due
to other potential reasons not controlled so fah@manalysi$’® Secondjt may be that the
IBES proxy may not grasp synergies sharply enodghalready pointed out, the IBES
proxy is helpful in getting an initial sense of h@xpected synergies are related to the
takeover premium when applied to a large crossesedf deals. However, it does not
precisely estimate the magnitude of synergies.amiqular, some analysts may consider in
their post-takeover earnings forecast certain facte.g. goodwill depreciations) which
impair the proxy’s informational value. In the f@lNing, we address the latter possibility by
turning to the precise VL synergy measure. Tablé firesents the respective regression

results.

249 For example, it may be that financial investorfeofarget managers substantial equity portiorteén
new company which may induce them to accept loalegdver premiums for their own private benefit at
the cost to shareholders. Alternatively, a furtilewsible factor may be that strategic investorg be
more reluctant to step away from deals (for exardpketo fewer suitable takeover targets or due to
private benefit considerations such as empire ingj)d
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Table 5-7: Regression analysis of premiums withsyhergy measure

This table presents ordinary least squares regressif the takeover premium on explanatory varglmeluding Value Line synergy measures. All conmated deals by
private equity (financial) and public operatingréstgic) bidders are included in the regressioisvakiables including the four takeover premiumaseres Premium, BHAR,

PremiumCash/ENandPremiumCash/EBITD)Aare defined as in Table 5-2. The numbers in gygeurows represent the regression coefficients. Atmbers in the lower rows
are t-statistics based on robust White (1980) stahdrrors. *, ** and *** denote statistical sigitdnce at the 10%, 5% and 1% level, respectively.

VL-1 VL-2 VL-3 VL-4 VL-5 VL-6 VL-7 VL-8 VL-9 VL-10 VL-11 VL-12
Premium BHAR Premium-  Premium- Premium BHAR Premium-  Premium- Premium BHAR Premium-  Premium-
Cash/ Cash/ Cash/ Cash/ Cash/ Cash/
EV EBITDA EV EBITDA EV EBITDA
Strategic bidder 0.188 0.217 0.179 1.804
(3.56)***  (3.84)***  (3.12)*  (2.19)*
SynVL (below median) 0.060 0.093 0.081 0.065
1.2 (1.73)* 1.55 0.1
SynVL (above median) 0.350 0.375 0.302 4117
(5.05)*  (5.09)**  (3.58)***  (3.14)**
SynVL_1Q (lowest) -0.048 -0.023 -0.009 -1.343
0.82 0.36 0.15 1.41
SynVL_2Q 0.159 0.197 0.163 1.275
(2.40)*  (2.87)** (2.49)* (1.90)*
SynVL_3Q 0.342 0.325 0.263 3.374
(3.99)**  (3.93)*** (2.58)**  (2.94)%*
SynVL_4Q (highest) 0.350 0.418 0.337 4.710
(4.24)=*  (4.31)*  (3.07)** (2.30)*
MCap -0.005 0.011 0.011 0.194 -0.009 0.007 0.008 0.140 -0.008 0.008 0.009 0.147
0.33 0.63 0.72 1.01 0.64 0.43 0.53 0.77 0.57 0.50 0.59 0.83
Debt/Assets 0.107 -0.042 -0.443 -0.240 0.118 -0.033 -0.435 0.012 0.137 -0.018 -0.424 0.205
1.12 0.33  (3.67)** 0.17 1.26 0.26  (3.60)*** 0.01 1.44 0.14  (3.45)** 0.14
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Table 5-7: Regression analysis of premiums withsyhergy measure (continued)

VL-1 VL-2 VL-3 VL-4 VL-5 VL-6 VL-7 VL-8 VL-9 VL-10 VL-11 VL-12
Premium BHAR Premium-  Premium- Premium BHAR Premium-  Premium- Premium BHAR Premium-  Premium-
Cash/ Cash/ Cash/ Cash/ Cash/ Cash/
EV EBITDA EV EBITDA EV EBITDA
TobinsQ 0.000 0.000 0.000 0.000 0.000 0.000 0.000 0.000 0.000 0.000 0.000 0.000
155  (2.45)% (1.96)* 0.37 133 (2.27)* (1.81)* 0.68 0.98 (1.96)* 1.53 0.98
Aretl2 -0.142 -0.389 -0.121 -1.507 -0.135 -0.382 -0.116 -1.408 -0.132 -0.379 -0.113 -1.371
(3.07)*  (7.39)** (2.01)* (1.78)* (2.98)x*  (7.24)** (1.93)* (1.78)* (2.90)=*  (7.15)*** (1.87)* (1.79)*
Challenged 0.105 0.139 0.093 1.448 0.106 0.140 0.093 1.485 0.102 0.136 0.091 1.452
(2.22)* (2.41)* 1.54 (1.76)* (2.35)* (2.49)* 1.60 (1.94)* (2.23)* (2.42)* 1.54 (1.87)*
Hostile 0.151 0.081 0.267 0.368 0.144 0.074 0.262 0.239 0.113 0.040 0.236 -0.164
1.24 0.65 (2.32)* 0.33 1.42 0.73  (2.71)** 0.21 1.10 0.38 (2.35)* 0.16
Tender 0.014 0.068 0.025 -0.194 0.004 0.059 0.017 -0.394 0.007 0.064 0.022 -0.315
0.35 1.28 0.57 0.29 0.10 1.11 0.39 0.60 0.18 1.21 0.50 0.49
MBO -0.038 0.024 -0.065 -0.902 -0.039 0.023 -0.066 -0.928 -0.043 0.021 -0.067 -0.940
0.91 0.44 1.55 (1.78)* 0.95 0.41 1.59 (1.85)* 1.04 0.38 1.62 (1.84)*
Bankrupt 0.000 -0.585 0.000 0.000 0.000 -0.598 0.000 0.000 0.000 -0.619 0.000 0.000
() @72~ ) ) () (@78 () () () (485 () )
Defense -0.162 -0.290 -0.258 -1.181 -0.260 -0.387 -0.333 -2.508 -0.244 -0.374 -0.323 -2.344
1.26  (2.21)* (1.93)* 0.80 (2.22)»  (3.40)** (2.67)** (1.90)* (2.01)  (3.13)** (2.41)* (1.74)*
Toehold -0.023 0.064 -0.024 -0.562 -0.007 0.080 -0.012 -0.360 -0.006 0.078 -0.014 -0.427
0.39 0.89 0.39 0.94 0.13 1.13 0.19 0.60 0.10 1.10 0.22 0.72
B_Lock 0.147 0.379 0.214 -0.411 0.235 0.465 0.281 0.742 0.224 0.457 0.275 0.660
0.98  (2.33)* 1.40 0.24 (1.81)*  (3.36)*** (2.03)* 0.51 (1.70)*  (3.32)%** (1.92)* 0.45
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Table 5-7: Regression analysis of premiums withsyhergy measure (continued)

VL-1 VL-2 VL-3 VL-4 VL-5 VL-6 VL-7 VL-8 VL-9 VL-10 VL-11 VL-12
Premium BHAR Premium- Premium- Premium BHAR Premium-  Premium- Premium BHAR Premium-  Premium-

Cash/ Cash/ Cash/ Cash/ Cash/ Cash/

EV EBITDA EV EBITDA EV EBITDA
T_Lock 0.000 0.000 0.000 0.000 0.000 0.000 0.000 0.000 0.000 0.000 0.000 0.000
() () ) ) () () ) () ) ) () )
T_TermFee 0.003 0.004 -0.019 0.298 0.000 0.001 -0.021 0.246 -0.008 -0.011 -0.030 0.080
0.08 0.08 0.32 0.74 0.01 0.02 0.35 0.63 0.19 0.22 0.50 0.19
B_TermFee 0.085 0.102 0.043 0.322 0.100 0.117 0.055 0.570 0.116 0.130 0.066 0.726
(1.70)* (1.78)* 0.78 0.38 (2.19)*= (2.08)** 1.02 0.73 (2.57)* (2.31)* 1.28 1.01
Constant 0.090 0.237 -0.030 -1.691 0.112 0.230 -0.032 -1.774 0.137 0.194 -0.062 -2.255
0.19 0.9 0.12 0.72 0.25 0.87 0.12 0.76 0.3 0.71 0.23 0.8
Time dummies yes yes yes yes yes yes yes yes yes yes yes yes
Industry dummies yes yes yes yes yes yes yes yes yes yes yes yes
Observations 322 326 319 289 322 326 319 289 322 326 319 289
Adjusted R-squared 0.244 0.319 0.158 0.208 0.296 0.348 0.180 0.267 0.305 0.355 0.183 0.279
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The results for the base regression models VL-¥Ylg} remain largely unchanged:
the estimated magnitude of the premium differenigl highly similar to the
aforementioned IBES results for three out of forenpum measures; solely in the
case of thdPremium/EBITDAmeasure is the differential lower but still sigceéintly
different from zero. Hence, although the requiremér precise VL data has
decreased the sample size, the aforementionedsasydly that the regressions with

the VL proxy still take place across a very repnéstive setting>°

Similar to the regression set with the IBES measspecifications VL-5 to VL-8

present results for two indicator variables whioh set to unity if expected operational
synergies are below or above its median valueesely. Likewise, regressions VL-
9 to VL-12 extend this analysis to quartile indaratariables which are set to unity if
expected operational synergies rank in the respeqtiartiles. Again, for economy of
presentation, the discussion will be limited to thtter set of regressions. Similar to
the IBES results, we find that operational synesgay a central role in explaining

the premium differential.

For all four pricing measures, the premium difféei@nsteadily decreases from the
highest to the lowest synergy quartile. For examiplere focus on regression VL-11
which details results for the enterprise premiumasaeePremiumCash/EVwe can
see the following pattern: the quartile of stratedeals with the highest expected
synergies (Syn_Q4) pay on average 33.7% higheriprasnthan financial investors
(t-stat of 3.07). This differential steadily getaaler across the remaining quartiles of
strategic deals. Indeed, the quartile of stratedpals with the lowest expected
synergies pay on average similar premiums to fii@mevestors as recommended by
the statistically insignificant coefficient Syn_@ft -1.0% (t-stat of 0.15). We know
from Table 5-5 that on average the deals of thiartije are expected to generate
operating synergies of less than 0.9% (0.2%) imseof the target’'s EV (combined

firm’'s EV). Hence, the regression estimates alspeap highly sensible from an

#%n fact, one may argue that the limited sample kads to a very demanding test for the synergy
rationale: only if there is indeed a strong relasioip between expected synergies and takeover
premiums, the small sample shall pick it up.
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economic point of view. This conclusion is not lied to the PremiumCash/EV

measure but is robust to all three alternative premmeasures.

Consequently, there is strong evidence in favouhefsynergy rationale being a, if not
the central factor in explaining the premium differahtbetween strategic and
financial investors. There seems to be little ieffavour of alternative explanations -
such as the collusion argument between financisstors and target managers to the
detriment of their shareholders - but clearly, tbamjecture is subject to a rigorous

test.

The above discussion has focused on the test cytiergy rationale. In what follows,
we shall briefly discuss the results for the batigh control variables (for both Table
5-6 and Table 5-7) which have been included inrdggessions in order to provide a

rigorous setting.

With respect to target characteristics, the folluyvpicture evolves: we do not find any
evidence, that the size of the targetGap) is related to the premiums paid. There is
also only very limited support for the notion tihagher leveragelebt/Assetsleads to
lower premiums. In particular, leverage only seetmsimpact on the enterprise
premium measurremiumCash/EVThis result may be rationalized in the sense that
the dollar premium paid (which is the basis for émterprise premiums) will decrease
with higher leverage ratios although the percentagamium (on equity) may stay
unchanged. Further, we find some evidence thatsfiwith a high growth potential
(Tobin’s Q are associated with higher premiums. Finallyreéhe strong support that a
positive share price development in the year bettoeerun-up periodAret) limits the

premium upside potential.

With respect to deal characteristics, we find tb#oWing results: There is clear
evidence that a competitive bidding proceGsdllengedl leads to higher premiums.
Further, deals for bankrupt targeBaqkrup) are priced significantly lower. We also
find evidence that defensive deals are associatgdlewer premiums. Finally, there

is also some evidence that termination fees arldifpprovisions on behalf of both the
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bidder and target lead to higher premiums. Forattaining deal characteristics, we

find no consistent evidence that they help to arglee premiums paid.
5.4 Summary

This chapter compares the pricing of financial atrdtegic investors. Consistent with
Bargeron et al. (2008), it is first shown that fic&l investors pay remarkably lower
takeover premiums than strategic investors. By émig both traditional equity

premium measures and novel enterprise premium meEsmsas suggested by
Jenkinson/Stucke (2010), it is established thatdifferential is not grounded in the

premium calculation methodology.

Based on these results, we contribute to the titezaby empirically evaluating how
much of the premium differential can be explaingdelkpected operational synergies
on behalf of strategic takeovers. Grasping the evadli this intuitive argument is
demanding but to central importance for the disomssonly by discounting for
operational synergies in strategic deals, can &faehded economic comparison of

both bidder types and their takeover pricing talkeeq

Exploiting Value Line analyst revisions around takeover consummation date, we
calculate conservative operational synergy estisndtegely free of standalone
restructuring potential. When these expected dolte@rational synergy gains are set in
relation to the dollar premium paid, the mediamsection is expected to generate
operational synergies 3.1 times the size of thempmm paid for the targét:
Consequently, since the expected incremental vgdure stemming from operational
synergies is significantly higher than the valuetloé premium paid, there is strong
evidence towards the view that operating synergasindeed explain the premium

differential between strategic and financial takersy

In order to draw more direct and robust inferenbeua the impact of operational
synergies on the premium differential, we run cresstional regressions on the

takeover premium and include operating synergy tdeandicators for the strategic

#1While this ratio may initially look large, it isupinto perspective when considering that the media
combined firm to target ratio equals 10.9.
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investor subsample (i.e. the financial investorssuhple represents the control group)
as well as a whole set of control variables inftiven of deal-, target-, industry- and
year-fixed-effects. The results lend strong supdosards the decisive role of
synergies. For both traditional equity and alteueaenterprise pricing measures, the
premium differential is largest for the quartile sfrategic deals with the highest
expected operational synergies, decreases steandgs the remaining quartiles and is
not statistically different from zero for the qukertof strategic deals with the lowest
expected operational synergies. Since the stratdgals of the first quartile are
expected to generate operating synergies of lems @9% (0.2%) in terms of the
target’'s firm value (the combined firm’s firm valjghe regression estimates appear

highly sensible from an economic point of view.

Consequently, we find very strong evidence in favoti the operational synergy
rationale being a, if nothe central factor in explaining the premium differaht
between strategic and financial investors. Thislltds of great relevance in light of
the increased criticism often directed towardsrigial investors: that collusion with
target managers might be a decisive driver of tteenpum differential. In almost all
financial sponsor backed deals, respective clas®nacomplaints are filed by
stockholders. However, hardly any succeed. In Wit these lawsuit outcomes, the
strong empirical evidence for operational synergidgates that collusion may indeed
play rather a minor role in the premium differehtoaut clearly, a rigorous, direct
comparison of both rationales is required. Suclamalysis represents an interesting
avenue for future research. From a more theorefpmaht of view, the strong
operational synergy result is consistent with tlewof an efficient takeover market,
where target vendors appropriate substantial Part$ expected future gains and
strategic bidders win auctions when expected ot synergies allow them to

outbid financial bidders.

22 cf, footnote 247.
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6 Conclusion
6.1 Summary of results and contributions

This thesis draws on transactions of publicly istempanies to address the following
three largely unanswered research questions atintieesection of the fields of

takeovers and private equity:

1. What are the investment motives of private equitgestors in the distinctive
continental European context?

2. How much do private equity investors pay for camial European firms?

3. Why do strategic investors pay so much more condp#meprivate equity

investors?

The insights gained throughout the empirical aredysf chapters 3 to 5 can be

summarized as follows:

What are the investment motives of private equityestors in the distinctive
continental European contextf is analysed whether and how the distinctive
corporate governance of continental European firmgacts upon the investment
decisions of private equity investors. In termgo¥ernance, the focus lies thereby on
the ownership and control structure. Typicallymisrin continental Europe are held by
large blockholders. It is proposed that their stakee and identity influences the
investment decision of private equity investorstwo ways. First, a large stake
endows the largest blockholder with powerful incggg to monitor the management.
Such monitoring is likely to make the firm lessrattive to private equity investors
since there is less remaining value creation ptiestemming from agency cost
reductions. Conversely, a large blockholder who nst able to monitor the
management (perhaps because of a lack of speeifis)smay be more intent on
selling her/his firm to a private equity invest&econd the largest blockholder may
use her/his control rights also to her/his own fiea@d extract private benefits from
the firm at the expense of remaining sharehold@isen such rent extraction, the
largest blockholder is only willing to sell her/hstake at a premium that is high

enough to compensate her/him for the foregone ien€onsequently, private equity
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investors may avoid companies whose largest shigiehappropriates private benefits

since their stakes may be particularly expensive.

To test these propositions, the author self-cdledk private equity sponsored going
private transactions completed between 1997 and 200which the required data
points are available and identifies control firma & country/industry/size-matching

algorithm.

Based on logistic regressions, strong evidenceavour of both central governance
arguments is found. However, this pattern largeheryes only when differentiating
between the various types of large blockholders iammhly applies to firms whose
ultimate controlling shareholder is a family. Femththe chapter aims to shed light on
the relative importance of the monitoring and pievhenefits argument by analysing
their marginal effects. It emerges that a one-p#rcerease in the measure of private
benefits of control has twice the negative effectlue takeover likelihood than a one-
percent increase in monitoring incentives. Thisitesiay explain why the previous
literature has found fairly strong evidence of thloitation of private benefits of
control in family controlled firms, but less consive results on the monitoring

benefits of family shareholders.

In addition to these central governance resulte, @vidence also suggests that
potential tax and incentive benefits stemming frarhigh debt capacity as well as a

low trading volume increase the likelihood of avpte equity acquisition.

This chapter contributes to the literature in fowain ways. First, it is one of the first
studies to examine private equity acquisitions ontmental Europe, a region where
private equity sponsors have been particularlywactsecond, it focuses on the firm’'s
governance structure and recommends that monitaimd) rent extraction by the
largest blockholder are particularly important istreent determinants for private
equity sponsors in continental Europe. Third, goahnalyses both rationales across
different shareholder classes thereby contributmghe sparse literature on which

types are more or less prone to monitor and/ormekprivate benefits. Fourth, unlike
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previous studies on going private transactions, shudy clearly distinguishes between

the tax advantage and the disciplinary role oflage.

How much do private equity investors pay for caetbal European firms?The
pricing of private equity acquisitions in the dmgtiive continental European corporate
governance context is examined. In line with thevigus chapter, the author argues
that the concentrated ownership structure of cental European firms affects the
pricing of private equity acquisitions in two crakivays. First, due to her/his sizeable
investment in the company, the largest blockhoislékely to have sharp incentives to
mitigate the classical manager-shareholder confBoten that he curtails managerial
malpractice, there is less remaining potentialther private equity investor to create
value from the reduction of this agency conflictthre post-buyout company, thereby
leading to lower premiums and, hence, lower annemnant returns. Yet, not all types
of blockholders, such as the government for ingamoay engage in monitoring.
Second,the largest blockholder may also be tempted to ethes/his power and
appropriate private benefits from the firm at tlstcof remaining shareholders. As a
result, s/he relinquishes control to a private ggunvestor only for a proportionally
higher premium to offset the surrendered privateeliess. Rent extraction by the
largest blockholder can be curtailed by the presesica second large shareholder.
Consequently, private equity acquisition premiumd ¢&he respective announcement
returns are likely to be lower if there is a sectanrgje blockholder in the pre-buyout
company who confines the discretion of the largdstreholder to consume private

benefits.

Based on the same transaction sample from chagtéit® following results can be
deduced: private equity investors pay a final mpaamium of 28.3% relative to the
market price two months before the announcememt datis value is 3.0 percentage
points lower than for comparable US transactiond, dhus, is consistent with the
monitoring and restriction of private benefits oatiles. Further, shareholders gain

around the announcement day abnormal returns 62d & the [-1,1] event window.

3 The final sample size is smaller due to altermatigta requirements.
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This value is 7.7 percentage points lower relativeUS transactions and, thus,

underlines the higher deal completion risk in coerital Europe.

With respect to the underlying sources, the cressianal regressions lend strong
support towards the crucial role of both the mamigp and private benefits argument.
In terms of monitoring, the stake of the largesickholder is negatively related to
premiums and abnormal returns. This result enddlsesiew that large blockholders
curb managerial malpractice thereby leaving lessager-financier agency cost
reduction potential for the private equity invesitorthe post-buyout company. When
distinguishing between various types of large dialckers, the evidence suggests that
corporations, banks and holdings are active magibait not so the government and,
consequently, private equity acquisitions from fibrener are priced less than the ones
from the latter. Interestingly, outsider familiels@appear not to be active monitors
but this result has to be treated with care. Aswshim the previous empirical chapter,
families appear to have stronger incentives to waresprivate benefits than to monitor
the management. Hence, even though effective nramgtanay occur, it could be
overshadowed by the extraction of private benefitse chapter sheds light on the
validity of the private benefits argument by expia the existence of a second large
blockholder in the target’s shareholder structlifee simple idea is that s/he can act as
a monitor of the dominant blockholder which, inrtutimits the latter’'s ability to
extract private rents and to demand higher takepxiees. In line with this monitor-
of-the-monitor argument, the presence of a secargklblockholder is found to be

negatively related to the premiums and abnormalmst

Besides the central governance results, therests sitong support that targets with
low valuation levels confer higher premiums andabmal returns. This supports the
notion that private equity investors are skilfulbnth identifying less visible and/or
underperforming firms as well as increasing theatue under private ownership.
Finally, there is also evidence that a thin predutytrading volume amplifies the

premiums.

Similarly to the third chapter, this study conttiési to the literature in four main ways.

First, it is one of the first studies to examine tiole of PE investors in continental
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European markets. These markets have experiengaificant growth and are marked
by distinctive characteristics in comparison to feglo-Saxon markets. Second, it
focuses on the blockholder structure as one distencontinental European feature
and suggests that monitoring and private benefitsecmption are crucial pricing
factors. Third, it analyses monitoring incentives anly in terms of stake size but also
in terms of blockholder identity. Thereby, it cabtrtes to the sparse and inconclusive
literature about the types of shareholders thaiaatiwe rather than passive monitors.
Fourth, an interesting feature of this researchingetis the combination of the
blockholder structure and sharp pricing measurestdumarket prices. Thereby, the
chapter may not only help in understanding theimgiof public private equity targets
but also the pricing of private private equity &gy who are characterised by

concentrated ownership but lack sharp pricing measu

Why do strategic investors pay so much more condpererivate equity investors?
The premium differential between strategic and agiev equity, i.e. financial
acquisitions is analysed. It is first demonstrdteat the differential is not grounded in
the methodology of calculating the takeover premiutrholds for both traditional
equity premium measures and novel enterprise pranmmeasures as suggested by
Jenkinson/Stucke (2010). For the former, the premtifferential ranges from 44% to
58% while for the latter it varies from 41% to 125%

The author argues that a crucial reason behingtémium differential is expected

operational synergies on behalf of strategic takemvWhile this is an intuitive

rationale, it is very hard to grasp empirically. &stimate it, analyst revisions around
the merger consummation date are exploited andeligethe majority of limitations

encountered by traditional approaches are circutedenn particular, the measure is
calculated as the difference between the expegtedational gains for the combined
entity and the sum of the expected operationalsgéon the stand-alone bidder and
target. In order to arrive at these expected opgyaains, the author constructs 5-
yearly series of expected cash flows, discountsrated terminal values based on
precise Value Line forecast data and employs asfjusbompressed present value

methodology. By focusing on the analyst revisioreuad the merger consummation
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date, the resulting operational synergy proxy nyapitks up gains from the specific

target-bidder fit, i.e. it is largely free of statdne restructuring potential.

This approach yields an expected operational synestimate of $716 million which
equals approximately three times the size of tlnprm’s dollar value. This figure
lends strong support towards the notion that omerak synergies play a, if not the
central role in explaining the substantially high@emiums paid by strategic than

financial investors.

To examine this proposition more directly and thmyaly, cross-sectional regressions
are run on the takeover premium with quartile sggeindicator variables and a
battery of controls on the right hand side. Thailtssunderline the decisive role of
operational synergies in explaining the premiunfedéntial. For both traditional

equity and novel enterprise pricing measures, tampum differential

» is largest for the quartile of strategic deals wita highest expected operational
synergies,

» decreases steadily across the remaining quarhiegs a

* is not statistically different from zero for theagtile of strategic deals with the

lowest expected operational synergies.

Since the strategic deals of the latter, i.e. twekt quartile, are expected to confer
marginal operating synergies of less than 0.9%%.ih terms of the target firm’s
(combined firm’s) value, the regression estimatppear highly sensible from an
economic point of view. Consequently, there is v&irpng evidence that operational
synergies explain the premium differential betwestrategic and financial
acquisitions. This is consistent with the view of efficient takeover market, where
target vendors appropriate substantial parts ofeebga future gains and strategic
bidders win auctions when expected operational rgyee allow them to outbid

financial bidders.

This study contributes to the literature in fourimavays: First, it examines the
unresolved issue why financial investors pay sultistly lower takeover premiums

than strategic investors, a question which has drawch interest by academics,
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practitioners and regulators alike. Second, itstdbe robustness of the premium
differential against the novel enterprise meastikeeakinson/Stucke (2010): the result
stays intact. Third, this study argues that openati synergies on behalf of strategic
acquisitions are a crucial determinant of the d#feial and tests this proposition
rigorously. In particular, analyst revisions arouhé merger consummation date are
exploited. This methodology circumvents the mayoof limitations encountered by
traditional approaches and results in a sharp tipaed synergy estimate largely free
of standalone restructuring potential. Fourth, 8teong results in favour of the
operational synergy argument suggest that alteena&xplanations, such as the often
cited collusion conjecture between financial ineestand target managers, may play a
rather minor role in explaining the sizeable premidifferential, but clearly, more

research is required with respect to this question.
6.2 Outlook

Thus far, history has seen the takeover tide riging falling six times. While the
financial crises stopped the unprecedented actofitthe last wave, recent statistics
deny the notion of the post 2007 takeover markeh @alm one: in each year, the
global aggregated transaction value amounted gugrassed $2.0 trilliof?* Indeed,
takeover activity in the first quarter of 2011 hien to a sizeable $800 billion again
and, thus, represents the strongest quarter sineeearly 2008%° While the
aforementioned statistics are mainly attributablsttategic investors, the renewed rise
in takeover activity is likely being spurred onfiayancial investors. Private equity will
draw on the sizeable capital commitments of $50obiand given the improved

credit market conditions, LBO activity arising dglérom existing funds is likely to be

%4 Cf. ThomsonReuters deals report November 201D (yalues are inferred from graphs), see
http://online.thomsonreuters.com/DealsIntellige@ostent/Files/MA%20Snapshot%20November
%202010.pdflast accessed on March 29 2011.

5 Cf. ThomsonReuters deals report April 2011, me®,
http://online.thomsonreuters.com/Dealsintellige@amtent/Files/1Q11 MA_Financial _Advisory
Review.pdf last accessed on May 1 2011.
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in the range of $1.5 trillion over the next few §&&° In sum, these figures illustrate
that takeover waves are approaching faster anddctions are becoming a more
constant phenomerd’ In turn, deal-making in terms of tactics and smgt will
evolve rapidly and require adequate regulatory amse which underlines the
unaltered need for impartial and thorough acadeanilyses of takeovef& In this
context, while there are numerous interesting mebeguestions, the subsequent
recommendations will focus on a few avenues whichctly evolve from this thesis

and are deemed most fruitful.

First, given the long-standing discussion of tangeinagers’ conflicts of interests in
private equity backed transactiofi&putting these conjectures to a rigorous test would
be of particular interest. To investigate if, amdthe case of yes, to what extent
collusion between private equity investors and ganganagers poses a problem to
company vendors, one approach would be to anallgse ekpected change in
managerial ownership around the takeover. Therefmmparisons should be made
between the ownership change of managers who tkaveompany (and thereby have
a personal incentive to increase the bid pricehm takeover negotiations) and of
managers who are invited to stay on after the buyand thereby have a personal
incentive to keep the bid price in the takeoveratiagions at a low levél%).?! In
addition, it would be crucial to take into accotiné presence of so-called “special

committees of disinterested directors”. These araesimes but not always installed

%6 Cf. Bain report March 2011, p. 2 and p.35, see
http://www.bain.com/bainweb/PDFs/Bain_and Compargb& PE_Report 2011.pdfast
accessed on April 15 2011.

%57 Cf. Davidoff (2009), p. 16.
28 Cf, Davidoff (2009), p. 16.

29 Cf, section 5.1 for a more extensive discussiaharecdotal evidence.

20 Certainly, the manager’s incentive to keep theide at a low level depends ultimately on
whether her/his expected net wealth change fronbtiyeut is positive. In any case, even if the
sample would include a “stay-on manager” for whaméxpected net wealth change is estimated
to be negative, this negative cash value simplyasmts an incentive to negotiate for a rather
higher than lower bid price and thus would be @dagainst the “stay-on managers” for whom the
net wealth changes are estimated to be positive.

1| particular, one would measure their expectedership change in terms of stock- and option-
based compensation.
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by the target’s board to lead the takeover negotiat They consist of directors who
have no ties to the target or the bidder, nor thidly receive any equity interest in the
new company. Consequently, such special committeggate the collusion potential
in takeover contests. By merging both pieces abrimftion, a first collusion proxy
would have been generated. In relating it to tlkedsaer premium, evidence would be
shed on the question of whether, and in the cagexfto what extent, managers may

face a conflict of interest in private equity aguons.

A second avenue would be to focus efforts furtheigmasping the value of expected
synergies and understanding how it pours into tedepricing. When compared to its
utmost relevance, our understanding of synergidstlaeir relation to takeover pricing
is still limited?®? This thesis has contributed in this area by exiplpithe change in
analyst cash flow forecasts around the merger consmtion date. However, besides
this approach, there are further largely unexpihiteorward-looking sources of
information that could help in this respect. Fostance, analyst forecasts of stock
prices per se (which are available for large cmEsgions) or option prices (which

provide data on a more frequent basis) warranbéurinvestigation as to their value.

Finally, another highly valuable avenue would betalyse empirically the complex
takeover bidding process. Gorbenko/Malenko (20D0@) @ittmar et al. (2010) provide
interesting recent contributions in this field e way different bidder types interact
in terms of the number, timing and underlying véluas of their bids is as yet still
poorly understood. In this context, it would be tgadarly interesting to analyse
proprietary information from advising investmeninks. Precise deal documentation
from sell-side mandates encompassing the wholdilsidry would enable us to gain
highly valuable insights. Access to such data waukhtly help in understanding the

complex bidding process.

262 cf, section 5.1 for a detailed discussion.
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A. APPENDIX
Appendix Chapter 3

Chapter 3, which is joint work with Ann-Kristin Atgitner, André Betzer and Marc
Goergen, is forthcoming in the European Financian&bement Journal under the title
“Private Equity Acquisitions of Continental Europekirms: the Impact of Ownership
and Control on the Likelihood of Being Taken Pre/atThe reader is referred to chapter
3.
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B. APPENDIX

Appendix Chapter 5

Table B-1:Control variables across bidder types

This table represents all control variables achidder types. All variables are defined as in TdbR *, **
and *** denote statistical significance at the 1®% and 1% level, respectively. “ins” refers to
insignificant”.

Panel A: Control variables across bidder types

Private equity vs.

Variable Private equity bidder Public operating bidder public operating
n Mean  Median n Mean  Median T-test  Wilcoxon

MCap 264 11.31 10.64 900 11.19 10.61 ins ins
Debt/Assets 255  50.2% 50.5% 809 51.2%  48.8% ins ins
TobinsQ 255 789.85 659.65 815 1025.69 780.83 ok **
Aretl2 257  -8.0% -14.6% 886 -7.4% -13.4% ins ins
Challenged 264 14.8% 0.0% 902 6.9% 0.0% ok ok
Hostile 264 1.1% 0.0% 902 3.7% 0.0% ** **
Tender 264 32.2% 0.0% 902 46.6% 0.0% work work
MBO 264 28.4% 0.0% 902 0.0% 0.0% work rork
Bankrupt 264 1.5% 0.0% 902 0.1% 0.0% ** **

Unsolicited 264 4.5% 0.0% 902 3.8% 0.0% ins ins
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Table B-1: Control variables across bidder typesijaued)

Panel A: Control variables across bidder types

Private equity vs.

Variable Private equity bidder Public operating bidder public operating
n Mean Median n Mean Median T-test  Wilcoxon
Defense 264 2.7% 0.0% 902 17.7% 0.0% Frk Frk
Toehold 264 11.0% 0.0% 902 8.8% 0.0% ins ins
B_lock 264 1.5% 0.0% 902 15.6% 0.0% Frk Frk
T_lock 264 0.0% 0.0% 902 0.3% 0.0% ins ins
T_termfee 264 57.2% 100.0% 902 52.9% 100.0% ins ins
B_termfee 264 12.9% 0.0% 902 8.2% 0.0% *x *x

(Table continues on next page)
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Table B-1: Control variables across bidder typesijaued)

Panel B: Control variables across private equity ldders and public operating biddersubsamples

Variable Private equity bidder s " With value Line data PO IBES PO Valie Line
n Mean Median n Mean Median n Mean  Median T-test  Wilcoxon T-test  Wilcoxon
MCap 264 11.31 10.64 594 11.49 11.07 82 12.05 11.96 xx ** Frk Frk
Debt/Assets 255 50.2% 50.5% 547 46.9% 43.2% 79 46.8% 46.0% * ** ins ins
TobinsQ 255 789.85 659.65 554 1181.91 932.83 81 1292.74 1211.71 i il ok i
Aretl2 257 -8.0% -14.6% 593 -10.7% -15.5% 82 -8.8% -10.2% ins ins ins ins
Challenged 264 14.8% 0.0% 594 7.9% 0.0% 82 11.0% 0.0% *kx rkx ins ins
Hostile 264 1.1% 0.0% 594 4.4% 0.0% 82 14.6% 0.0% i ok i i
Tender 264 32.2% 0.0% 594 54.2% 100.0% 82 69.5% 100.0% i ok il i
MBO 264 28.4% 0.0% 594 0.0% 0.0% 82 0.0% 0.0% i ok il i
Bankrupt 264 1.5% 0.0% 594 0.2% 0.0% 82 0.0% 0.0% * ** ins ins
Unsolicited 264 4.5% 0.0% 594 4.7% 0.0% 82 11.0% 0.0% ins ins o o
Defense 264 2.7% 0.0% 594 18.4% 0.0% 82 19.5% 0.0% i ok i i
Toehold 264 11.0% 0.0% 594 10.9% 0.0% 82 14.6% 0.0% ins ins ins ins
B_lock 264 1.5% 0.0% 594 15.3% 0.0% 82 12.2% 0.0% i ok i i
T_lock 264 0.0% 0.0% 594 0.3% 0.0% 82 0.0% 0.0% ins ins ins ins
T_termfee 264 57.2% 100.0% 594 60.8% 100.0% 82 72.0% 100.0% ins ins *x *x
B_termfee 264 12.9% 0.0% 594 8.4% 0.0% 82 14.6% 0.0% *x *x ins ins
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