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Performance of Private Equity Backed IPOs in Continental Europe
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ABSTRACT

Private equity has received intensive attention as discussions on whether this intervention has a positive effect remains active. This research studies if the performance of private equity backed IPOs post-IPO in Continental Europe which went public between 1990 and 2004. There are two benchmarks used, match companies and domestic stock indices. Both accounting and stock performance measurements are used. It appears that the PE-intervention has a deteriorating positive effect on the post-IPO stock performance, though countries with developed PE-markets perform better than countries with less developed PE-market. The accounting performance is not better at private equity backed companies, they even underperform their match company.
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CHAPTER 1 Introduction

Private equity (PE) takeovers are known for their high level of debt which is attracted to gather the needed capital, this makes the target debt dominated after takeover. Critics argue that this debt dominated structure makes them too risky and that investors are only interested in their own short term return instead of the health of the target after exit. On the other hand, supporters of PE claim that the expertise of the PE-firms have a positive influence on the targets’ efficiency, which it still beneficial after the target is sold. This ongoing debate has been the topic of many research, especially in the US and UK where PE is more common. However, research after the Continental European PE-market is rare.

This research adds to the topic of PE-research by its benchmark choice. The use match firms is a time consuming process, and is therefore often not attended. It does create an interesting comparison, since good matching eliminates most of the external forces that can influence performance. By adding a more conventional benchmark, domestic stock indices, a good comparison can be made between the two approaches. This might provide more insight in the influence characteristics of PE post-IPO.

It is in the interest of investors and PE-firms that the portfolio companies outperform the benchmark, since equal and underperformance creates no interesting investment opportunities. In this research the null-hypothesis will therefore always be that there is no outperformance, against the alternative hypothesis that there is outperformance.

Performance is measured with stock returns and operational performance. The operational performance is added as this gives more insight in the structural changes in efficiency and effectiveness. While stock performance is of most interest of investors and gives a good reflection of the performance expectations made by investors. The statistical tests are performed with a bootstrapped skewness adjusted t-statistic, correcting for the well documented skewness of long-run performance. Other biases are controlled for with the construction of the benchmark. This study expects outperformance; tests are performed to reject “no significant outperformance”.

The main conclusions are that PE backed firms post-IPO consistently outperform their match companies for a timeframe of 72 months and outperform the index in the first 18 months. A deviation between developed and undeveloped PE-markets shows that PE-backed IPOs in developed markets are more successful than those in undeveloped markets. The operational performs is not better than their match companies, but this does not means that there haven’t been any improvements. It is shown that total assets increase post-IPO, lowering the operational performance in the first years.

In Chapter 2 some general information about the PE-market is given, this includes the evolution of this sector and the consequences for the current Continental European market. Chapter 3 then explains the characteristics of PE and LBOs. Attention is paid to the buyout process, value drivers and destructors, and two studies after the US PE-market. The construction of the dataset of the study is then explained in Chapter 4, followed by the performance measurement methodology in chapter 5. Chapter 6 reports the results and finally Chapter 7 the conclusions.

CHAPTER 2 The History of PE and its Consequences

Corporate takeovers have been around since the start of modern finance. The use of the leveraged buyout (LBO) is just another type of transaction, which is used by PE-firms and finds it origin in the United States directly after World War II. Since the current overlap of the two sectors, private equity and venture capital firms are both referred to as PE-firm. In the 1980s it became a giant player on the mergers and acquisition market. PE took another decennium until it reached Europe. Through the UK it has spread over the rest of Europe. In this chapter the development of PE is presented, followed by a more detailed discussion of the characteristics of the Continental European markets and the consequences of domestic market conditions on performance.

2.1 The American Beginnings

The American Research Development Corporation (ARD) was the first company that professionally invested private equity. The main goals of the ARD were to create an attractive investment institution for institutional investors and to give financial and managerial support to the acquired businesses. As the supply of private equity was short during the 1950s, the US government started initiatives to make private investments more attractive, especially with the Small Business Investment Act of 1958. This act gave investors in small risky businesses tax benefits.

Although the expertise and results of the private equity managers became significantly positive during the 1960, the managers themselves only gained modestly. The reason was the restriction of the use stock option rewards or other performance based rewards for managers of public venture capital. Consequently, the Venture Capital Limited Partnerships (VCLP) was created. These VCLPs were not restricted in their rewards policy, making it very attractive for managers. Besides the new rewards possibilities, the VCLPs were also not restricted to small company investments. This attracted more sophisticated investors compared to the public venture capital organizations that were mainly financed by retail investors. As the VCLPs grew in number, in 1973 the National Venture Capital Association was created after the “venture capital financing through limited partnerships” was recognized as its own industry in 1970.

Although the performances of VCLPs were improving, the industry did not expended accordingly because of a number of unfavorable conditions during the 1970s. First, the (IPO) market was weak which decreased the exit possibilities. Second, changes in the taxation of employee stock options made performance based compensation less attractive. And third, there were not enough skilled managers who could successfully run the acquired businesses.

As it became less attractive to invest in venture capital, new ways of investing private equity had to be found. A new strategy was to directly invest large amounts of private equity capital in less risky and more established companies. This type of investment became known as the LBO.

The boost of the private equity markets in the 1980s was mainly initiated by a decision of the U.S. Labour Department allowing pension funds to invest in PE-firms. Together with the successful returns of the 1970s this created a large new supply of capital. The boom was supported even further by accommodating changes in regulation like more ability to use stock option rewards and classifying the private equity partnerships as business development companies, exempting them from earlier restrictions of the Small Business Investment Act. 

Despite the flourishing PE-business in the U.S., Europe has only seen significant PE-deals since the 1990s. Changes like the unification of the currencies and improved tax legislation on capital gains have now catalyzed the LBO-industry in Europe.

2.2 European PE-market

2.2.1 Markets Development

Several studies have proven the heterogeneity of PE-markets between countries. Not only the European market as a whole is different from the US market, also between the different countries within Europe are significant differences (Manigart, et al., 2000). These differences are mainly a result of market circumstances and valuation preferences. These two factors will be explained below.

The market circumstances can roughly be divided into three major aspects: the generation of buyouts opportunities, the infrastructure to complete a transaction, and the opportunity of investors to realize the gains of the buyouts. Factors that influence the buyouts opportunities are difficult to measure as this encounters entrepreneurship of managers and the willingness of risk taking. The infrastructure for complex transactions is influenced by the attitude of governments towards PE. Important aspects are the ability of institutional investors to invest in PE and if investors experience tax benefits. Finally exit possibilities are obvious as a significant part of the investors return is generated at exit (see Chapter 3.2).
Manigart, et al. (2000) have researched different countries in Europe to determine their buyout climate in combination with the size of the country’s economy, the results are given in Table 1. 

[image: image4.emf]State of Development

of Buyout Market Large Medium Small

High U.K. Netherlands Ireland

France Sweden

Medium Germany Switzerland Denmark

Italy Belgium Finland

Low Spain - Norway

Austria

Size of the Economy


Table 1: Country's PE Climates based on Manigart, et al. (2000).
From an other research by the European Private Equity & Venture Capital Association and PricewaterhouseCoopers into the economic and social impact of management buyouts (MBOs) and management buy-ins (MBIs) in Europe from 2001, they find the same countries to be the major players. This is illustrated in Figure 1. As this research is focused on Continental Europe, the UK is excluded from this graph. However it is important to consider that these countries combined account for 34 percent of the entire European VC market, and only the U.K. is responsible for the remaining 66 percent.
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Figure 1: VC backed deals in Europe without U.K. (source: CMBOR/EVCA, 2001).

The valuation preferences in the different countries are studied by Pike et al. (1993) and Manigart et al. (2000). These studies consider the UK, France, Germany, The Netherlands, and Belgium. The main conclusions are that valuation methods and the relative importance between accounting, financial and entrepreneurial information differ between these countries. And similar characteristics of the local financial markets do not lead to similar valuation preferences. However, there are also some similarities across the countries. Almost all investors consider their own due diligence report as the most important source, often followed by the business plan. In addition, the track record of the entrepreneur and his/her network is of greater importance in network-based economies like France and Belgium.

Manigart et al. (2000) conclude with the expectation that the Continental Europe PE-market will experience more integration, as more non-domestic investments will take place. Therefore a more homogeneous valuation approach in the future is not unrealistic.

2.2.2 Effects of State of Market Development

As stated in chapter 2.2.1, investment climates differ across Europe. But does this have a significant effect on the success of PE-deals? It could just as well be that if one accounts for these differences in a sophisticated matter, results would not be effected. Kaplan et al. (2003) examine this question by comparing the contracts of venture capital investments between twenty-three developed countries, from which they distinguish five different legal regimes. Since the US-market is the most developed one, they compare different contracts to US-contracts.


Inline with what theory suggests - that legal and institutional differences between countries are a major influence on the construction of contracts. Important aspects are e.g. the nature of corporate law, accounting systems, and the legal enforcement qualities - contracts differ between legal regimes.


The main finding is that the US-contracts are the most successful contracts across all legal regimes, this follows from three findings. First, the venture capital investments that use US-contract fail significantly less often. Second, if venture capital investors change their contract style, it is always from non-US-contracts to US-contracts. And third, US-contracts dominate the venture capital investment in the later stage of the sample.


In the developed countries, venture capital investors are able to implement US-contracts in depended of the local legal and financial environment, indicating the presence of learning costs. If this effect is also present in the sample of this study, it would show a significant difference between the cases from countries in different development states of Table 1.

2.3 Summary

Although the first PE-deals date back to the 1950s, it took until 1980 for this PE-market to really develop in the US. Governmental decisions regarding reward structures and investment decreasing restrictions were the main reasons for the market growth. The UK was the first country in Europe to experience LBO-deals around 1990.

The circumstances for PE-firms to operate are very different across the different countries of Continental Europe. Possibilities for financial institutions and other sponsors to participate as investors are dependent on the governmental opinion about PE. Furthermore, the financial infrastructures, which is needed to execute complex financial transactions, are not well developed in all countries. Also valuation cultures differ were network-based economies consider the experience of the entrepreneur to be important. Further, the state of development of the PE-market is of influence on the performance of PE. Mainly because contracts alter to a more efficient US-concept after trying to adjust for country characteristics first. It is proven that deals under US-contracts are the most successful.

Studies conducted after the US or UK markets correctly assume homogeneous financial markets based on country. It would create significant biases if the differences between countries would be ignored in this research after the involvement of PE-firms in Continental Europe.

Chapter 3 Literature Review

This chapter provides a review of the leveraged buyout process. First the general characteristics, which define the LBO, are given. Venture capital is less leveraged and focused more on young promissing companies, the value drivers that come from private ownership are simular. Second, the process concerning the PE-deals is explained. Third an overview of the main value drivers behind the PE are reviewed, these value drivers have to generate the investment return. This is followed by the value destruction forces. Two key recent studies on  PE-backed IPO performance by Cao (2009) and Cao and Lerner (2009) are then summarized. Finally, the hypothesis for this research is formulated.

3.1 General Characteristics of LBOs

The basic idea of an LBO is to acquire a company, or a division of a company, and take it into a private ownership for a limited timeframe with a limited number of partners. Given the limited number of partners, the influence of each partner/owner on the company’s strategy can be significant. This is different from regular public companies in which individual shareholders typically have a nihil vote in the company’s strategy. This difference is one of the main benefits of the LBO, which will be explained in Chapter 3.3.2.

[image: image1]In order to acquire a large company (division), one needs a large amount of capital. The specialized companies that do these type of transactions (PE-firms) gather the financial needs from private investors, but the majority of capital comes from debt (hence the name Leveraged Buyout) which is collected from different large financial institutions (e.g. investment banks and institutional investors). This high percentage of debt is not only necessary to gather enough capital, but it also gives some financial and governmental benefits as will be explained later. 

Figure 2: Financial Alteration in LBOs (source: Credit Swiss, 2008).
Because of the high level of leverage, the generated cash flows will primarily be used for the interest and down payments. Through the amortization of debt the financial structure of the company alters from debt dominated to equity dominated, as shown in figure 2. The return for the owners must come at the end of the private ownership. At exit, the equity must generate a significant larger amount than at acquisition in order to achieve a respectable total return. Even if there would be no increase in the total value, in this matter the owners would still generate a positive return. 
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Within the LBOs, a classification can be made into MBOs and MBIs. In the first case a group of internal managers, who are already employees of the company, acquires the company from its former owners. Where as in the second case a group of external managers take over a target company. Figure 3 shows that MBOs are more common.
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The strategy that the PE-firms use for their return differs between the targets. A well-known strategy is the “buy-and-build”, where a number of companies is bought within the same industry in order to create synergies. A positive return will be generated when the selling price exceeds the acquisition price of all the individual acquired targets.

For the LBO to become a success, the targets need to have certain characteristics. One major aspect is a stable stream of cash flow. As mentioned before, the takeovers are financed with a severe amount of debt, meaning large interest payments. If for some reason the company would not be able to pay its debt obligation, it would go bankrupt despite maybe a promising future and exit return. Other elements are strong management, growth potential, and good sale probabilities at the end of the private ownership. KKR, a large PE-firm, has summarized the characteristics of ideal targets in Table 2 below.

	
	Financial
	Business

	Criteria
	· A history of demonstrated profitability and the ability to maintain above average profit margins.

· Strong, predictable cash flows to service the financing costs related to the acquisition.

· Readily separable assets or businesses that could be available for sale, if necessary.
	· A strong management team.

· Product with well-known brand names and strong market position.

· Status as a low cost producer within an industry, thereby creating the competitive advantage.

· Potential for real growth in the future.

· No subject to prolonged cyclical swings in profitability.

· Product which are not subject to rapid technology change


Table 2: Characteristics of the Ideal LBO Candidate (Source: KKR, 1989).
3.2 PE-deals Process

The process of PE-deals roughly contains four different phases (see Figure 4). The first phase is the “Target Selection”. PE-firms have the luxury of not being restrained to one specific industry, as traditional companies that look for takeover opportunities do. So the portfolio of companies from a PE-firm can consist of a spread of different industries (Baker and Montgomery, 1994). It is in the interest of the PE-firm that the research for target companies happens discreetly in order to prevent other companies the gain interest in their target as well. More interested companies will drive the acquiring price up, which will result in a lower return at exit for the investors.
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Figure 4: Overview of the PE-deal (Source: Loos, 2005).

After the discovery of an interesting target, phase two starts “Due diligence and Deal Structuring”. During this phase all the financial details concerning the takeover are determined. In most cases, an auction will be held in which all the interested parties are able to provide their bid. This bid contains not only the price, but also aspects like the financial structure and management rewards. Baker and Montgomery (1994) argue that a significant part of the success at return of the buyout is determined during these first two stages.

Once the target has been acquired and has become a portfolio company (PC), the actual “Post-Acquisition Management” begins. It has been shown that the PE-firms are increasingly getting involved in the management of their PCs. This can be done through a specialized external agent who is hired by the PE-firm and operates in their name within the management team of the PC. But specialists of the PE-firm also intervene with the PC-management themselves (Kester and Luehrman, 1995). The focus points for the PC-management will include a shift from ‘earnings management’ to ‘cash flow management’, support the PC-management in their negotiations with lenders, and costs saving decisions (Kaplan 1989b; Smith 1990b).

As mentioned before, the main return for the investors must be generated once the PC gets sold. This will often happen after a period of three to five years, Butler (2001) showed that the average holding period of PCs between 1980 and 2000 is 4.4 years. The used exit strategies are: a sale to a corporate buyer, a sale to the public market via an IPO, also known as Reversed Leverage Buyout (RLBO), recapitalization by a second PE-firm, and wind down / liquidate assets (in case of a bankruptcy). Jensen (1989a) argues that only very few PCs go bankrupt since the private ownership gives many possibilities to renegotiate the terms concerning debt payments, etcetera.

3.3 Value drivers

As mentioned before, PE-firms try to influence the strategy of their PC in order to improve its profitability; the main value drivers will be discussed in this section. The value drivers have been split into two groups: direct and indirect. The direct value drivers are actions that influence the efficiency of capital, increase revenues, cut expenses, etc. Thereby making immediate changes to the operational cash flows and earnings of the PC (Kitchen 1989). Financial engineering is the most important direct value driver and is thus explained in somewhat more detail.

Indirect value drivers do not focus directly on the financial and operational performance. Instead the value is created in aspects like corporate governance and ownership structure. One of the main issues in this respect is the reduction of agency costs (Jensen, 1989a). The management of agency costs is a company wide process, and therefore a large indirect value driver. So this indirect value driver is emphasized in 3.3.2.  Also indirect value drives focus on the value creation during the pre- and post-ownership of the PC. It was outlined before that a significant amount of return is created during the acquisition phase, so negotiation skills and information asymmetry between the PE-firms and buyers/sellers are crucial aspects for the financial success for the owners as their return mainly depends on the difference between acquisition and sell price. Anslinger and Copeland (1996) show that two thirds of the value is created during the ownership (post acquisition management phase) and one third comes from the strategy before and after the private ownership. 

3.3.1 Direct Value Drivers

Throughout the existence of PE there has been evidence that the operating performance of PCs is improved during the private ownership (Jensen, 1989a; Holthausen and Larcker, 1996). Driving forces behind the improvement are the incentive to generate high cash flows in order to fulfil the debt payment obligations and the incentive created by the management ownership (Papelu, 1990). Samdani, Butler et al. (2001) find evidence that besides the improvement in the primary processes the PCs also experience an increase in the overall efficiency because of investments in improved control systems, communications and coordination, and a decrease of bureaucracy. Baker and Wruck (1989) argue that the improvements in performance are not specifically an ability of PE-firm interventions. They claim that the buyout premium is mainly a result of undervaluation of the target firm, which is caused by information asymmetry about the future performance.

Especially during the 1980s PCs experience significant improvement of asset efficiency. By reducing the inventories and account receivables and extending the average payment time to suppliers they created reductions in the working capital. Esterwood, et al. (1989) and Holthausen and Larcket (1996) respectively show that the working capital is significantly lower after the private ownership than before and lower compared to other companies in the same industry. Since financial assets management has gained general interest of financial managers, the value creation caused by asset management is reduced, see Figure 5 in (Wright and Robbie, 1996). However, the financial leverage is still a main components within the PE-transaction, it can still makes for almost one fourth of the value creation in PE.

In addition, it is of great importance for the success of the LBO to efficiently manage this large percentage of debt. The PE-firms can rely on their high knowledge of the financial markets to get attractive debt terms, which normally would be out of reach of the target company. However, it is debatable if the high debt indeed creates value. The two arguments in favor are the interest tax shield and the reduction of agency costs of free cash flows. The interest tax shield (ITS) is created by the high interest costs that can be deducted from the profit, lowering the obliged profit tax. This can even lead to zero tax obligations during the first years of the private ownership.

The reduction of agency costs of free cash flow is a more indirect costs saver. As the high level of debt creates pressure on the financial resources, management needs all its cash flow to live up to the debt payment obligations. Consequently, the amount of excess cash diminishes. Making it impossible for the management to spend it on inefficient / value destroying projects (Smith, 1990b). Counter arguments point out that a high percentage of leverage increases the costs concerning the risk of financial distress. Which can be as high that it vanishes the advantages of the ITS (Butler, 2001).

KKR (1989) shows that besides changes in the working capital, capital spendings also reduces in the first year of private ownership. In search of cash and high margin projects, managers lay-off underperforming investments and unutilized assets (Jensen, 1989a).

Cost reductions and asset/financial efficiency can only go so far. If one wants to create sustainable growth it is necessary to improve the revenues and make better use of budgets. Singh (1990) shows that PCs have significantly higher revenues once they return to public ownership. The combination of management ownership, tight budgets and performance pressure facilitates the will of managers to take harsh decisions about investments and the associated unfavorable decisions.

In addition to the changes in performance due to the tactical management mentioned above, PE-firms also intervene in the overall strategy of the PC. Working together with their agents they alter the PC through sells and acquisitions of complementary company divisions or companies in other geographic areas in order to construct a strong company, which is compatible in all its field of operations. This does not only improve the performance, but also makes for a more attractive company for buyers at the exit phase (Wright 2001).

3.3.2 Indirect Value Drivers

Investments in communication and control systems do not only develop the operating performance as mentioned in the direct value drivers, they too facilitate a better monitoring by the management and facilitate the possibility to make rapid and better adjustments to the strategy if needed.

This monitoring would, however, only have a partial effect if the investors were not actively involved in the company. The majority of owners in public companies, stockholders, are not actively involved in the daily process of their investment. With the limited number of owners in a PC and the high amount of capital they invest, the interest of PE-firms in their PC is much higher. Jensen (1989a) describes an active investor as someone who “monitors management, sits on boards, is sometimes involved in dismissing management, is often immediately involved in the strategy of the company and on occasion even manager.”

A component of the managerial change difficult to measure is the renewed entrepreneurial spirit that returns to the company at an involvement of PE-firms, this is referred to as “LBO fever” or “buyout adrenaline”. The employees of the PC feel the challenge to make the takeover a success and are willing to work extra hard to achieve this, even if this means that they have to take unpopular decisions (Butler 2001).

Next, the creation of information asymmetry can be interesting for the PE-firms since this can add to the difference between acquire and sell price. The information asymmetry is catalyzed by a difference of interest between the acquirer and the current management. Especially at management buyout where the management has incentives to understate future earnings, in order to lower the acquisition price (Ofek, 1994). However, today’s acquisitions often take place via an open auction with independent external counsels. Moreover, assuming some level of efficient markets, investors anticipate information asymmetry and adjust their bids accordingly (Wright, 2001).

The core business of PE-firms is to acquire companies. So being an expert in negotiations and acquisition processes is one of their main values. Whereas “regular” companies are not constantly focused on acquisitions, but more on their own primary process. It is therefore obvious that PE-firms are better in the acquisition and auction process.

Moreover, PE-firms are not limited to their current portfolio for their next acquisition so any attractive target could be a possible success. While “regular” companies are constrained to firms that could create synergies with their current activities. If a PE-firm finds out that the competition for a particular deal is too strong, it can back out and focus on more isolated deals. Where for some other companies the acquisition could be vital for their existence, even if the acquisition price exceeds its true value plus synergies (Butler 2001). Finally, as a PE-firm comes across more deals, their ability to turn their PCs into a success improves. They learn from earlier takeovers, even if they were unsuccessful (Anders 1992).

A well-known problem that occurs at public companies is the difference in interest between owners (stockholders) and the operating managers. Assuming that agents act in order to maximize their individual utility, managers will not always act in the best interest of the owners. The consequential value destruction for the owners is called “agency costs”. These costs can be minimized at PCs by using different governmental mechanisms so the incentives of the owners and managers are more aligned. 

The main method is to alter the reward structure of the management by making them co-owners. By doing so, it is in the interest of both investors and management to increase the company value. This will higher the incentive of the managers to be careful with inefficient company spending and decrease laziness (Smith 1990a). Low (2008) argues that managers decrease risk as their compensation is less dependent on the company’s stock performance. She also shows that the reduction of risk (on average 6%) decreases the value of the company. Companies that respond to this problem by increasing the equity based compensation of managers experience a value increase.

Other methods are addressed in the value drivers like: monitoring, entrepreneurship, and agency costs of free cash flows. This points out that the agency costs are imbedded in the entire company and the limited private ownership can reduce these costs in numerous ways.

Finally, Baker and Montgomery (1994) add a final argument by stating that the limited timeframe of the ownership automatically better aligns the interest of management and owners. Since managers’ rewards are normally based on short-term value creations, whereas the owners of public companies have a long-term perspective. It is clear that PE-firms are, like the management, more interested in early value creation.

3.4 Value destruction

Although private ownership creates many possibilities to increase the performance and value, it can also lead to value destruction. Past researches demonstrate negative excess returns after mergers and acquisitions (Agrawal et al., 1992). This leads to the conclusion that the possibilities to generate synergies and other value creating opportunities are consistently overstated by the acquirer. However, the numerous studies in post merger performance are often contradicting, as equal samples generate different conclusion depending on the applied method. For example a research of Frank et al. (1991) shows no evidence of underperformance, whereas Agrawal et al. (1992) use the same sample but a different method and they do find significant underperformance.

Research concentrating on PE value destruction is rare. Kaplan and Stein (1993) found an overheating of the PE market at the end of the 1980s. This was initiated by the use of more leverage via junk bonds, which became available after the excess performance of early PE-deals. This led, in combination with dividend extractions by managers and stakeholders, to an increase in financial distress risk. Between 1985 and 1988, 31% of the companies that executed a financial restructuring by increasing the leverage went into financial distress (Denis and Denis, 1995). 

Shleifer and Summers (1988) take value destruction to a broader perspective as they argue that value gets redistributed from stakeholders to shareholders in the first years of the takeover. Meaning that employees, suppliers, etc. are losing value because of the stern policy of the PC management. Although this creates value for the PC at first, they state that in the long-run the negative effects on trust and loyalty will eliminate the short-term gains. 

PE got an image of value destroying transactions as the number of bankruptcy increased in the late 1980s. But Denis and Denis (1995) claim that most of the bankruptcies are due to the unexpected macroeconomic changes and regulatory developments, instead of managerial failure. Furthermore, research shows that PE-backed IPOs perform better compared to other mergers (Holthausen and Larcker, 1995; Jalilvand and Switzer, 2002). As explained before, one reason can be that PE-firms are less dependent on industries, giving them more opportunities and making their investments more rational (Butler, 2001). 

3.5  Reversed LBO Performance Studies

The principle goal of PE-firms is to generate a high return at exit of their PC. A popular view is that the health of the PC post-IPO is of little interest of the investors, as far as this does not contribute to their return. An article in the Wall Street Journal (2006) states: “While some debt is fine, when it is taken on to finance things that only benefit some shareholders -such as special dividend- new investors are buying hobbled companies.”. However, it is questionable if this view is correct. Only if investors would sell their entire equity stake at IPO this strategy could make sense, but this would still ignore the reputation losses. It is in the interest of PE-firms to build up a good IPO track record, in order to execute successful IPOs in the future. In recent papers by Cao and Lerner (2009) and Cao (2009) on the US PE-market this negative view is studied, these studies concentrate on leverage buyout deals. A summary of the results of the researches is given below. First the study of Cao and Lerner (2009), followed by Cao (2009).

3.5.1 RLBO performance in the US

Cao and Lerner (2009) examine the stock return post-IPO with a sample of 526 PE-backed IPOs between 1981 and 2003. They two recognize the problem that the difference between venture capital and private equity is less obvious as before. Since they want to focus entirely on private equity deals they try to get all the venture capital deals out with the use of two criteria. First all deals must be backed by one of the well-known private equity companies. Second, the deal must be financed with the use of leverage. An analyses of the dataset results in some interesting facts. The PE-backed IPOs are on average larger than other IPOs and contain more leverage post-IPO. And the average holding period is less than three-and-a-half year.


In a comparison of PE-backed IPOs with other IPO and industry peers on financial performance, the PE-backed IPOs outperform both benchmarks. Also, in line with other studies on PE-backed IPOs, the leverage of PE-backed IPOs is higher than other IPOs (16%) and mature companies (9%). This results in an average higher interest expense-to-operating income of 32%, which is 14% higher than the industry median.


Then the results of the actual stock returns three years post-IPO show that the R PE-backed IPOs outperform their benchmark. The average monthly return reports a large cross-sectional variation, but an average raw return of 1.31%. This is 0.40% higher compared to the market return. The buy-and-hold return of the PE-backed IPOs is on average 42.15% and exceeds the market by 7.27%. The presence of monthly five year buy-and-hold excess return is analyzed with the use of Jensen’s alpha, where the PE-backed IPOs’ return is compared to the CAPM and Fama and French models. Both measurements result in significant alpha’s between 0.3% and 0.5%, indicating consistent outperformance of the PE-backed IPOs. 


The distribution of the three year return is analyzed, and found to be significantly different from normal. First it is right skewed and second fat tails indicate that a small number of extreme values have a significant impact on the distribution (also known as kurtosis).

A number of interesting distinctions are made within the total PE-backed IPOs sample; though non of those results are significant. First, the experience of PE-firms is of no significant influence on the long-run performance after IPO, relatively new buyout groups perform equally well. This goes in against the value driver mention earlier in section 3.3.2. Second, PE-backed IPOs with a lifespan of less than one year (quick flips) underperform PE-backed IPOs that are held private longer than one year.

The use of different benchmarks results in similar conclusions for the five year buy-and-hold returns. There is an interesting comparison between PE-backed IPOs before and after 1996; the early PE-backed IPOs seem to outperform the later PE-backed IPOs.

Overall this study finds evidence that PE-backed IPOs in the US market outperform other IPOs, market indexes, and other benchmarks. However, this outperformance decreases over time. Also are PE-backed IPOs larger in value and have more leverage compared to other IPOs.

3.5.2 Market Timing and Post-IPO Involvement

If PE-firms would primarily be interested in short term value gains, post-IPO performance should follow a downward trend. In the study of Cao (2009), the presence of this phenomenon is investigated. In his study he finds contradicting results depending on the lifespan of the private ownership. The accounting performances (in this case EBITDA/sales and net income/assets) after IPO are persistently better than the benchmark, between 1% and 5%. There is however an important difference between quick-flips and longer PE-duration. In case of quick flips there is in fact presence of performance deterioration. Both accounting performances drastically decrease post-IPO after a fast improvement before IPO. The overall conclusion is that one year of longer duration of the private ownership generates nearly 1% of EBITDA/sales improvement post-IPO.

Since a major part of the return for sponsors is generated at exit, it would be possible that PE-firms time their IPOs. The two main components in the decision to sell the PC are market circumstances and expected PC performance improvements. First, in the so-called hot markets where the general valuation of companies is high IPOs are more often to occur, resulting in an increase of quick-flips and IPOs of PCs which are not fully mature yet.

Furthermore, higher EBITDA/sales are correlated with in faster IPOs. This can mean two things: PCs with good EBITDA/sales need less time to mature or quick flips are catalyzed by performance peeks. This fast sell of PCs is consistent with the performance timing of quick flips.

Though PCs that have been sold on an IPO are officially no longer in private ownership, this does not mean that the PE-firms entirely abandon themselves from the PC. Cao (2009) argues that sponsors on average sell less than seven percent of their shareholdings at IPO. The buyout sponsor’s ownership decreases from 60.19% at IPO till 39.77% right post-IPO. This decrease is a combination of the seven percent share sells at IPO and a share dilution at IPO (e.g. a secondary share offering). What influences the post-IPO share involvement are operating cash flows and external valuation. Companies with high levels of operation cash flow experience a longer duration of the sponsor involvement. Whereas high market valuation causes sponsors to sell shares more rapidly. 

A similar pattern is present at the board share. Sponsors account for 38.35% of the board in the first year after IPO, reducing to 25.26 % in three years. This evidence goes in against arguments that PE-firms are only interested in return at IPO and do not care about post-IPO performance.

In the research of Cao (2009) there is a distinction between exit through a takeover and exit through a gradual distribution of shares (IPO). Logically more gradual distributions are experienced when the company has a high market value. When the private ownership is long and sponsors have a large share, a takeover is preferred. So if sponsors are relatively small and markets are hot, the chance of a gradual distribution of stocks is high.

Finally, Cao (2009) finds that the performance at total exit of the sponsors shows weak deterioration, indicating that the presence of PE-firms has a positive influence on the company’s performance.

3.6 Hypothesis

Several studies find improvements and outperformance by PE-backed IPOs (Jensen (1989a), Singh (1990), Holthausen and Larcker (1996), and Cao and Lerner (2009)). This leads to the expectation that PE-firms’ interventions on average have a positive effect. Also, it would be in contradiction to the theoretical view of efficient markets, if PE-firms were able to survive while causing value destruction. Therefore, in this study the PE-backed IPOs are expected to outperform the benchmark. The tests that are performed are thus focused on rejecting outperformance.

Chapter 4 Data

	Country
	Number of Observations
	%

	Finland
	11
	6

	France
	66
	37

	Germany
	59
	33

	Ireland
	4
	2

	Italy
	15
	8

	Netherlands
	10
	6

	Sweden
	13
	7

	Total
	178
	100


Thomson One Banker (TOB) is used to construct the sample; the timeframe is from January 1st 1990 till December 31st 2004. The starting point was set because before 1990 the European PE-market was not well developed yet. The end year was set since this paper is focused on the long-run performance; IPOs after 2004 cannot provide data of five years post-IPO.

Table 3: Observation per Country.
As mentioned before in chapter 2.2, the main countries for Continental European private equity are Finland, France, Germany, Italy, Ireland, the Netherlands, and Sweden; therefore the sample of this research only considers those countries. Although Ireland is not individual presented in figure 1, Manigart, De Waele et al. (2000) regard this country’s market as “high developed”. Ireland therefore is also included in the sample. The country is defined as the location of the corporate office of a company. It is clear from the table 3 that Germany and France have the highest quantity within the sample of the seven countries, together they account for 70 % of the sample. This chapter first explains the CC selection, after which the arguments behind the benchmarks (Match Companies and stock indices) are given.

4.1 Identifying PE-backed IPOs
TOB has an application called “Company Screening”, this application allows entity searches based on entity characteristics such as country and size. The sample of this research is constructed with the use of the mode of “Search for Companies Based on Private Equity Criteria, Advanced Searching”.

The search included “All Companies Involved in All Private Equity Deals”, this includes the following three categories: Venture related deals, Buyout related deals, and Moneytree deals (the Moneytree deals did not generate any CCs in this timeframe). 

The initial query reported 228 case companies (CCs). However, 50 CCs were removed during the further specification of the sample, leaving 178 CCs. The eliminations are a consequence of: lack of a match company, financial information problems, or no information on the IPO-date.

This sample of 178 CC is also used for the stock performance analyses. The monthly stock performances were generated from DataStream. Lack of stock information of the CC, the match companies, or national stock indexes caused for some additional eliminations, ending with 141 and 158 CCs for the individual match and reference portfolio methods respectively.

The sample is consistent with the documented IPO waves in history. There is a large peak in the quantity of IPOs between 1998 and 2000 when 60% of all the IPO transactions are carried out, followed by a rapid collapse in number of IPOs in 2001 (see table 6). Also a recovery of the IPO market in 2004 is visible. Although not shown in table 6, 53 CCs are found when the same query is used for 2005, indicating consistency in the recovery of the IPO market.

	Year
	Number of Observations
	%

	1990
	5
	3

	1991
	2
	1

	1992
	0
	0

	1993
	1
	1

	1994
	0
	0

	1995
	4
	2

	1996
	9
	5

	1997
	10
	6

	1998
	23
	13

	1999
	37
	21

	2000
	50
	28

	2001
	17
	10

	2002
	8
	4

	2003
	4
	2

	2004
	8
	4

	Total
	178
	100


There were more sales of PCs during the timeframe. In Chapter 3.2 it was already shown that an IPO is just one of many exit strategies for PE-firms. For this research is necessary that the PC went public after the private ownership. This is essential since it would be nearly impossible to gather performance information of entities that are not publicly traded as an individual company.

Table 4: Observations per year.
The IPO-Month is determined by the first month in which the stock quote is registered in Datastream. The Deutsches Aktieninstitut e.v. has supplied a list of all German IPOs since 1976, a random subsample of the German IPOs was checked to confirm the IPO date. Furthermore, news articles from the online news archive Factiva are used the check the IPO-date of a random sunsample of the total sample. Both checks confirmed the IPO-months that were found with the first month of stock quotation. For some CCs the stock quotation was not given by TOB. In 5 and 10 cases the IPO-dates were found using respectively the German IPO list or Factiva.

Not all CCs that were initially found are used; some CCs had to be entirely removed from the sample. Some of the CCs that follow from the initial query reported an “error in search” when financial information of this CC was requested. Making it impossible to determine any performance or match company for this company. Therefore, those CCs are removed from the sample.

4.2 Benchmark

There are three different performance measurements calculated in this research: accounting, stock, and log stock performance. Depending on the performance measurement different benchmarks are used. For the accounting, stock, and log stock performance measurements individual match companies linked to the cases companies. The stock and log stock performances are also compared to the domestic stock indices. The matching procedure is explained below.

4.2.1 Individual Match Companies

All the CCs are paired with an individual match company (MC). Some of the MCs are used more than once if it gave the best match. No MC had to be used more than 4 times. There are three selection criteria used to select the MCs: country, subsector of industry, and size.

The markets and economical status of the European countries are of influence on the performance of companies, as is explained in Chapter 2.2. Consequently MCs need to be located in the same country as the CC.

All the company pairs are matched based on their subsector. This subsector is determined with the use of the Industry Classification Benchmark-code (ICB-code) that is constructed by the FTSE Group and Dow Jones Indexes (index providers of Britain and America, respectively). The ICB-code starts from ten industries and finally separates 144 different subsectors. Each company is allocated to the subsector in which it generates (the majority of) its revenue
. If no MC is found with the same country and subsector the ICB-subsector is substituted for the ICB-Industry. Some CCs do not have an ICB-code, hence a Standard Industrial Classification-code (SIC-code) is used. This code is comparable with the ICB-code. The CC is removed from the sample if no MC is found after all three industry codes are checked.

The influence of size (total assets) on the financial performance is a well-documented effect. For a good comparison, differences in size are therefore taken into account. From the remaining possible MCs that fulfil the first two criteria’s (country and (sub)sector) the one with the most comparable size is chosen. In this research the size is measured as the market value of total assets as it is defined by TOB: ”Current assets plus net property, plant, and equipment plus other noncurrent assets (including intangible assets), deferred items, and investments and advances.” 

Furthermore there are some requirements for the MCs. First the MC is not allowed to have had any interference of a PE-firm in the past. Next, the MC must be publicly traded at the latest from the IPO-month of the CC. If the MC has lacks in the information supply during the analyzed period, no other MC company is used to fill up this gap. These time observations of the individual pair are simply not used in the analyses.

4.2.2 Reference portfolio

	Country
	Stock Index

	Finland
	OMX 30

	France
	CAC 40

	Germany
	DAX

	Ireland
	ISEC

	Italy
	S&P/MIB

	Netherlands
	AEX

	Sweden
	OMX 30


The reference portfolio in the stock and log stock performance measurement is the main stock index of the CC’s country. Table 5 shows the indexes for the different countries. 

Table 5: Main Stock Index per Country.
	Year
	Accounting Match
	
	Months since IPO
	Stock Match
	Stock Reference
	Log Stock Match
	Log Stock Reference

	1
	134
	
	6
	141
	158
	141
	158

	2
	159
	
	12
	141
	158
	141
	158

	3
	153
	
	18
	141
	158
	141
	158

	4
	151
	
	24
	140
	158
	140
	158

	5
	142
	
	36
	140
	158
	140
	158

	6
	136
	
	48
	138
	158
	138
	158

	
	
	
	60
	130
	153
	130
	153

	
	
	
	72
	122
	143
	122
	143


 The performances of the pairs are clustered according to their time distance to the IPO, so all performances of year 1 are clustered and so on. There are different observation quantities for the different samples and time horizons (see Table 6) since not all IPOs are executed in the same year, some CCs are delisted before the six-year timeframe, and some observation years of the individual pairs are missing. The performances analyses after a period of six years from the IPO are not executed, since the decreasing influence of the PE-firms.

Table 6: Observations per performance category and timeframe.

4.2.3 Exclusion of IPO-Year

The year in which the CC has executed the IPO is excluded from the accounting sample. This is done for three reasons. First, the one-time costs of going public affect the result of the case company in that year. Second, there is an information asymmetry as long as the company is in private ownership. It is in the interest of the private owners to make the company looks as promising as possible. Even the presence of a prospectus can not entirely diminish this. Such a situation can create a pricing error at the entry of the stock (Healy et al., 1992). In this research it is assumed that this information asymmetry has been diminished after the first year. Third, starting in the year after the IPO means that both the match company and the case company have an entire year of public ownership.

In the analyses of the stock performances, no eliminations of months or year are made. Since the three distortion arguments of the accounting performance are not applicable for the stock performance measurement.

Chapter 5 Methodology

This research considers two types of long-run performance measurements: stock, and accounting performance. By comparing the performances to a benchmark, the presence of abnormal performance can be examined; the benchmarks are explained in Chapter 4. After the explanation of the performance measurement follows a description of the used statistical tests.

5.1 Performance Measurement

5.1.1 Long-Run Stock Performance

The stock performance is measured with monthly return with the closing price of the IPO-month as the starting point. The return is generated from DataStream and is defined as the relative stock price since the IPO-month. It is corrected for the payment of dividend in the sense that is assumed that these payments are directly reinvested in the same stock. Moreover, stock splits are accounted for. The return of the CC is then calculated using:
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CCRi,t is the monthly stock return of CC i at time t, with CCVi,t being the stock value of CC i at time t and CCVi,i is the stock value of CC i at the initial IPO-month. The performance of the index is calculated starting from the IPO-month of the CC, giving each CC its individual comparison. 

The index return is generated from Datastream. Though there are slight differences between the calculations of the indexes, they generally use sum the returns of the included stocks according to a value weighted key. As values change over time, the key also alters. This results in the rebalancing bias, which is explained below. The excess returns are then calculated by subtracting the monthly returns of the index from the CC monthly stock return:
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A problem with long-run stock performance in combination with a reference portfolio is the presence of three biases: rebalancing, new-listing, and skewness bias (Barber and Lyon (1997a), Lyon, Barber, and Tsai (1999)). The rebalancing bias occurs when the reference portfolio is adjusted for changes in the value of companies in the reference portfolio. Companies that outperformed the market in the previous time period have increased their value; the surplus has to be sold in order to maintain an equally weighted reference portfolio. The opposite happens with companies that underperformed the market. The consequence of this is that stocks, which outperformed in t-1, are now under weighted in the portfolio and vice versa. If mean reverting is assumed, this will improve the performance of the portfolio. Namely, according to mean reversion stock that outperformed in the previous period are more likely to underperform in the next and underperforming stocks will be more likely to outperform. Barber and Lyon (1997a) report that this rebalancing actually does generate an inflated return of the reference portfolio, creating a negative bias in the excess returns. It is not possible to control for this bias since the domestic index returns are automatically generated from DataStream. These indexes are adjusted at least once a year for changes in value, creating the rebalancing bias. So interpreting the result, the negative bias needs to be taken into consideration.

After the initial construction of the reference portfolio new companies continue to enter the stock market. One can argue that these new firms should be included in the original sample, if they fulfil the reference portfolio requirements. However, Ritter (1991) reports that newly listed firm underperform a market index, deflating the overall performance of the reference portfolio. This creates the opposite effect as the rebalancing bias, thus a positive bias. However, in this research the new listing bias is of no concern as the major domestic stock indexes are used, in which no new listing can be present. The skewness bias is accounted for with the use of a bootstrapped skewness adjusted t-statistic, which is explained in Chapter 5.2.

These biases do not occur with the use of match companies (Lyon, Barber, and Tsai (1999)) since rebalancing, new listings only occur with portfolios and there is no reason to assume that skewness affects one entity more than the other, so this effect is leveled out.

5.1.3 Abnormal Excess Stock Return

Excess return does not have to mean that the investment which generates the excess return is a more attractive investment. This depends on the amount of risk that accompanies this return; investments with higher average risk demand a higher average return. The risk element needs to be taken into account in order to consider if the excess return is abnormal. This risk correction can be done with the calculation of “Jensen’s alpha”. This is calculated with the following formula:
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If all the CCRi,t return is explained by the relation between the index and the CC (β), then α is on average zero with a normal distribution. If not, alpha can be either be significantly different from zero, either positive or negative. A positive α indicates that there is abnormal positive excess return; return that is not accompanied with higher risk. These investment objects are interesting for investors.

The α and β are calculated for each CC with different timeframes. Then the average of α is calculated. A standard t-test is used to check whether the α’s are significantly different from zero.

5.1.4 Long-Run Accounting Performance

A major problem that occurs when analyzing the stock performance is the inability to distinguish whether the performances changes are due to managerial interventions or market sentiment. And even if the overall market or industry performance is taken into account there is still the market inefficiency or information asymmetry that can cause the stock performance changes, especially in combination with temporary private ownership. In other words, stock performance measurement can be highly biased (Healy, Papelu, and Ruback, 1992).

With the aim of determining the influence of PE-firm interventions on the company’s performance, it would be better to include a comparison of operational accounting performance improvements. Figure 5 in Chapter 3.3.4 shows that the importance of these improvements in productivity and efficiency has raised to an even higher percentage than the financial engineering has ever been. 

Although accounting performance has little influences on overall market sentiment compared to the stock performance measurements, there is a point to be considered when using accounting performance measurement - namely the impact of the corporate financial engineering. As this could significantly alter the profits through payment and accounting methods as explained before. This problem is partial mitigated by using the cash flow of operation (CFO) instead of profits. The CFO is unaffected by amortization systems or usage of extreme leverage. However, the CFO is also not entirely unaffected by financial engineering as choices between e.g. financial or operational lease constructions still influence this performance indicator. Nevertheless, CFO is a better measurement than profits when comparing operational performance. The CFO is found using Thomson One Banker, which defines the CFO as being “The cash receipts and disbursements resulting from the operations of the company. It is the sum of funds from operations, funds from/used for other operating activities and extraordinary items.”

The CFO is deflated by the market value of assets to get a comparable measurement through companies of different size. The market value of assets is defined by TOB as: ”Current assets plus net property, plant, and equipment plus other noncurrent assets (including intangible assets), deferred items, and investments and advances.” The following formula is also used by Healy et al. (1992) to measure performance changes after mergers: 
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Where OPi,t denotes the operating performance of company i at time t and MVAi,t denotes the  market value of assets of entity i at time t. Excess return is then calculated as:
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Where OPbm,t is the operational performance of the benchmark at time t.

5.2 Statistical Tests; Bootstrapped Skewness-Adjusted T-Statistic

As mentioned before, long-run stock performances are positively skewed when a reference portfolio is used. The implications of skewness have long ago been recognized as a major problem when results are tested using an ordinary t-statistic. It is shown that the skewness has a higher influence on the t-statistic than kurtosis and that positive skewness leads to negatively skewed t-distribution (Pearson, 1929b). This would result in incorrect p-values, with the lower bound p-value having an inflated significance level and higher bound p-values having deflated significance levels. Sutton (1993) argues that the ordinary t-statistic in a skewed situation will increase the chances of a type I error; meaning that the null hypothesis is rejected while it is in fact true. To control for this bias a bootstrapped skewness adjusted t-statistic is used. Although it is not necessary to perform a bootstrapped t-statistic for the individual match and log stock return, a bootstrapping is also performed in those comparisons. If Barber et al (1999) and Purnanandamet al. (2004) are correct, than there should be no large differences between the bootstrapped t-statistic critical values and the conventional t-statistic critical values. For the bootstrapping the same procedure is used as in Lyon, Barber, and Tsai (1999). First the bootstrapped skewness adjusted t-statistics of the original sample are calculated using:
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with 
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and
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Here, ŷ is the estimated skewness adjustment and AR is the abnormal return of the sample at time t.

Next the critical values of the distribution are calculated, which is the actual bootstrapping. This is done by taking 2,000 resample portfolios out of the original sample with replacement. The size of the resamples is nb=n/4 is chosen based on empirical results from Shao (1996). So in theory one resample portfolio could contain nb times the same observation.

From each resample portfolio the bootstrapped skewness adjusted t-statistic are calculated using equations:
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with 
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and
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Finally the critical value, xU, of the bootstrapped t-statistic is calculated, under the null hypothesis that the abnormal returns are not significantly higher than zero, using: 
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The null hypothesis is rejected when tsa>xbu. Where 
[image: image19.wmf]a

 is the significance level of rejection of the null hypothesis.

Chapter 6 Results

The results are split into three sections based on the performance measurement. First the accounting performance is discussed; followed by the stock performance with a country deviation.

6.1 Accounting performance 

Table 7 shows the results from the accounting excess performance measurement. The “Number of Observations” is larger in the second year compared to the first year; this is a result of missing data of the first year post-IPO. TOB does not have all information of the CCs from their first year post-IPO. The Critical Values are calculated as described in Chapter 5.2.

From Table 7 it is clear that the accounting performances of the CCs are on average not better than their individual match, it even seems to be significantly worse in year two and three on a five percent bases. The overall averages suggest that the operational performances of the CCs are more likely to be worse. Meaning that per unit of total asset, there is a lower amount of CFO generated. 

Furthermore there is a clear downward trend in the first three years. This either be caused by an increase of the OPmci,t or a decrease of the OPcci,t . Since the CC finds itself in a new situation after the IPO, a change in the OPcci,t is more likely than a change in OPmci,t. If it is assumed that the OPmci,t is constant, the OPcci,t must decrease. This can be for two reasons, either an increase in the total assets or a decrease in CFO. Table 8 shows the changes in total asset compared to the previous year and the compounded from year 0. It clearly shows the large average increase of total assets of the CCs, even after removing the five percent most extreme values (Average 95%). The negative trend is therefore not necessarily a bad aspect. Especially since the following three years, 4-6, show an upward trend which indicates a recovery. 

	Year
	1
	2
	3
	4
	5
	6

	Number of Observations
	139
	153
	156
	156
	155
	145

	Average CFO/total Assts
	-0.001
	-0.042
	-0.085
	-0.032
	-0.024
	-0.008

	Standard Deviation
	0.250
	0.264
	0.281
	0.344
	0.177
	0.210

	
	
	
	
	
	
	

	Bootstrapped T-Statistic
	-0.098
	-2.391
	-4.865
	-1.425
	-1.790
	-0.513

	Critical Value 10%
	1.669
	1.686
	1.639
	1.728
	1.303
	1.677

	Critical Value 5%
	2.138
	2.138
	2.274
	2.289
	1.870
	2.419

	Critical Value 1%
	3.171
	3.306
	3.931
	3.729
	2.884
	3.929

	
	
	
	
	
	
	

	Regular Critical Value 5%
	1.658
	1.645
	1.645
	1.645
	1.645
	1.658


Table 7: Excess Operational Performance. The Operational performance is calculated by dividing the Cash Flow from Operation by the Total Assets, making it possible to compare between different company sizes. A Match Company is used as a benchmark; match criteria are country, (sub)sector, and size. All results are negative, which indicates underperformance.

	Year
	1
	2
	3
	4
	5
	6

	Median Total Asset Increase From t-1
	6%
	4%
	5%
	3%
	7%
	7%

	Average Total Asset Increase From t-1
	84%
	28%
	639%
	510%
	143%
	83%

	Average 95% Total Asset Increase From t-1
	46%
	10%
	15%
	20%
	36%
	18%

	Average 95 % Compounded Total Asset Increase since Year 0
	46%
	%61
	%85
	122%
	201%
	256%


Table 8: TOB defines Total assets as: ”Current assets plus net property, plant, and equipment plus other noncurrent assets (including intangible assets), deferred items, and investments and advances.” The changes in Total Assets partly explain the decrease in relative operational performance of the CCs.
6.2 Stock Performance

6.2.1 Individual Match

The excess stock performance with MCs as benchmark is displayed in Table 9. The first two years are split up in periods of six months for a more detailed perspective, this is done for all excess stock return analyses.

The stock performance clearly outperforms the benchmark of MCs. The first 60 months are significant at a five percent threshold, and month 72 is almost significant at ten percent. The highest outperformance is generated after 48 months post-IPO: 0.613 percent. This means that if one would buy a CC-stock in the IPO-month this would generate 0.613 percent more return after 60 months than if one would invest this money in the MC with the same starting month and timeframe. The outperformance is consistent throughout all years. The conclusion is therefore that the intervention of PE-firms significantly improves the company’s stock performance post-IPO.

	Months since IPO
	6
	12
	18
	24
	36
	48
	60
	72

	Number of Observations
	141
	141
	141
	140
	140
	138
	130
	122

	Average Compounded Excess Stock Return
	0.252
	0.479
	0.530
	0.519
	0.512
	0.613
	0.488
	0.443

	Standard Deviation
	1.113
	1.675
	2.033
	2.559
	3.175
	4.388
	5.261
	6.561

	
	
	
	
	
	
	
	
	

	Bootstrapped T-Statistic
	3.759
	4.753
	4.286
	3.276
	2.904
	2.424
	1.534
	1.058

	Critical Value 10%
	1.194
	1.222
	1.280
	1.252
	1.151
	1.136
	1.098
	1.086

	Critical Value 5%
	1.462
	1.549
	1.607
	1.529
	1.383
	1.412
	1.267
	1.280

	Critical Value 1%
	1.928
	2.141
	2.095
	2.031
	1.824
	1.770
	1.750
	1.739

	
	
	
	
	
	
	
	
	

	Regular Critical Value 5%
	1.645
	1.645
	1.645
	1.645
	1.645
	1.658
	1.658
	1.658


Table 9:  The compounded excess stock return with MCs is positive and significant throughout almost the entire timeframe, indicating that the interference of PE-firms has a positive effect. The highest excess return is generated after 60 months, where the excess return is 0.613 percent. 
6.2.2 Reference Portfolio

It has been argued before in this study that the distribution of the long-run stock performance with a reference portfolio is not normally distributed. Table 10 below confirms the skewness of the distribution. In a normal distribution the skewness is zero and kurtosis is three. Furthermore the Jarque-Bera test, a combined test for skewness and kurtosis, reports a value of zero with a normal distribution. Here, the null-hypothesis that the distribution is normal is rejected in all timeframes. This justifies the use of bootstrapped adjusted t-statistics.

	Month since IPO
	6
	12
	18
	24
	36
	48
	60
	72

	Skewness
	3.669
	3.376
	3.320
	3.415
	2.462
	4.795
	2.561
	2.563

	Kurtosis
	19.101
	16.594
	17.906
	23.173
	14.739
	40.532
	11.495
	11.112

	
	
	
	
	
	
	
	
	

	Jarque-Bera
	2061.43
	1516.87
	1753.22
	2986.20
	1066.95
	9878.94
	627.35
	548.66

	Probability
	0.000
	0.000
	0.000
	0.000
	0.000
	0.000
	0.000
	0.000


Table 10: The distribution of the buy-and-hold excess stock returns is not normal. The statistical tests indicate kurtosis and skewness, justifing the use of bootstrapped adjusted t-staatistics.

Table 11 reports the results from the excess stock return with the use of indices as reference portfolio. The consistent outperformance that appears with the individual match benchmark is not present when the benchmark is the domestic stock index. Though the first 18 months do outperform (the first 12 months on a five percent basis and the 18 months on a ten percent basis), at 24 months the outperformance is no longer significantly different from zero. If the rebalancing bias is taken into account, it could be that the 18-month return is also significant at a five percent level.

A possible explanation why this excess return is not as strong as with the MC approach could be found in the risk-return trade off. Directly after the IPO, the insight on the performance of the PC is still blurry as a consequence of the private ownership. This creates different opinions concerning the value of these PC and the stock price will therefore experience more volatility. Since risk in this respect is measured through the standard deviation of the stock price, investing in PCs post-IPO is more risky than investing in a domestic index. This higher level of risk needs to be compensated with a higher average return. PCs that remain on the public market become increasingly transparent and are apparently capable to survive. These two aspects decrease the amount of risk of the company, lowering its return to a point where it is no longer significantly different from the index, this happens after 24 months.

Still, there is a part of abnormal excess return. The Jensen’s alphas are consistently positive, though not always significant. Positive significant alphas indicate that part of the return is not a rational reaction to relative higher risk, which makes for more interesting investments.

	Months since IPO
	6
	12
	18
	24
	36
	48
	60
	72

	Number of Observations
	158
	158
	158
	158
	158
	158
	153
	143

	Average Compounded Excess Stock Return
	0.218
	0.337
	0.147
	-0.035
	-0.034
	0.013
	0.033
	0.088

	Standard Deviation
	1.216
	1.707
	1.621
	1.426
	1.544
	1.757
	1.454
	1.496

	
	
	
	
	
	
	
	
	

	Bootstrapped T-Statistic
	2.794
	3.074
	1.295
	-0.254
	-0.242
	0.160
	0.318
	0.777

	Critical Value 10%
	1.205
	1.240
	1.284
	1.283
	1.322
	1.233
	1.243
	1.270

	Critical Value 5%
	1.587
	1.553
	1.569
	1.626
	1.667
	1.555
	1.643
	1.582

	Critical Value 1%
	2.116
	2.124
	2.172
	2.248
	2.340
	2.068
	2.370
	2.077

	
	
	
	
	
	
	
	
	

	Jensen’s alpha (Median)
	0.126
	0.213
	0.054
	0.007
	0.096
	0.185
	0.341
	0.340

	T-statistic
	2.627
	1.458
	1.044
	0.123
	1.723
	3.188
	6.496
	5.674

	Regular Critical Value 5%
	1.645
	1.645
	1.645
	1.645
	1.645
	1.645
	1.645
	1.645


Table 11: The CCs outperform the index benchmark in the first 18 months, after that the excess returns are not significantly different from zero. Jensen’s Alpha are consistently positive but not always significant. However, this does indicate that there is abnormal excess return (thus not associated with higher risk).

6.2.3 Country Deviation 

In Table 12 the results from the deviation between Developed and Undeveloped countries on the excess stock return are shown. This clearly outlines the effect of experience markets on the post-IPO performance of PE. The excess stock return in Developed countries is significantly positive in all timeframes, whereas Undeveloped countries only outperform in the twelve months year and then turn to negative returns. This is inline with the literature that is discussed in Chapter 2.2.2.


The Jensen’s alpha show that some of the excess return in the Developed Countries is not a result of additional risk. The Jensen’s alpha in Undeveloped countries is less clear. Till the 24th month are only small negative alpha’s, though significant. This suggests that investors experience systematic risk which is partly not rewarded. This pattern changes after 36 months, then investors generate abnormal positive excess return.

	Developed
	
	
	
	
	
	
	
	

	Months from IPO
	6
	12
	18
	24
	36
	48
	60
	72

	Number of Observations
	83
	83
	83
	83
	83
	83
	82
	76

	Average Compounded Excess Stock Return
	0.251
	0.312
	0.248
	0.200
	0.290
	0.350
	0.367
	0.412

	Standard Deviation
	1.192
	1.512
	1.490
	1.313
	1.839
	2.199
	1.771
	1.728

	
	
	
	
	
	
	
	
	

	Bootstrap T-Statistic
	2.404
	2.396
	1.892
	1.651
	1.642
	1.852
	2.172
	2.481

	Critical Value 5%
	1.483
	1.536
	1.520
	1.576
	1.551
	1.525
	1.568
	1.561

	
	
	
	
	
	
	
	
	

	Jensen’s Alpha (Median)
	0.249
	0.162
	0.114
	0.039
	0.133
	0.221
	0.425
	0.398

	T-statistic
	3.747
	2.342
	1.583
	0.427
	1.711
	2.593
	5.891
	3.995

	Regular Critical Value 5%
	1.664
	1.664
	1.664
	1.664
	1.664
	1.664
	1.664
	1.671

	
	
	
	
	
	
	
	
	

	Undeveloped
	
	
	
	
	
	
	
	

	Months from IPO
	6
	12
	18
	24
	36
	48
	60
	72

	Number of Observations
	75
	75
	75
	75
	75
	75
	75
	67

	Average Compounded Excess Stock Return
	0.182
	0.365
	0.035
	-0.294
	-0.393
	-0.360
	-0.354
	-0.278

	Standard Deviation
	1.250
	1.910
	1.757
	1.507
	1.031
	0.961
	0.825
	1.081

	
	
	
	
	
	
	
	
	

	Bootstrap T-Statistic
	1.583
	2.042
	0.234
	-1.181
	-2.742
	-2.934
	-2.359
	-1.577

	Critical Value 5%
	1.165
	1.213
	1.183
	1.240
	1.526
	1.534
	1.303
	1.254

	
	
	
	
	
	
	
	
	

	Jensen’s Alpha (Median)
	-0.034
	-0.020
	-0.057
	-0.045
	0.096
	0.160
	0.225
	0.228

	T-statistic
	2.807
	2.940
	2.723
	2.988
	4.624
	4.364
	5.576
	5.901

	Regular Critical Value 5%
	1.671
	1.671
	1.671
	1.671
	1.671
	1.671
	1.671
	1.671


Table 12: The performance of PE in Developed countries is better than in Undeveloped countries. The deviation between the two types clearly shows that Developed countries always significantly outperform and Undeveloped countries only outperform in the first year and underperform after 24 months. Jensen´s Alpha indicates that part of the excess performance in the Developed countries is not associated with increased risk; the pattern of Jensen’s Alpha in Undeveloped countries is unlikely, it would be interesting do conduct further research after this returns.
Chapter 7 Conclusion & Discussion
The accounting performance does not show any significant outperformance by the CCs. This does not mean that the interference of the PE-firms has no positive influence at all on the operations. It would be interesting to examine the operating performance of these CCs before and during the interference of PE-firms, since Jensen (1989a) and Holthausen et al. (1996) find that operating performance improves during the private ownership. So there is a good chance that the performance of the CCs would be even worse if the PE-firms had not intervened. After all, companies with possibilities to improve the operational efficiency are good targets. 

The stock performance shows a consistent significant outperformance with match companies. This indicates the positive influence that PE-firms have even post-IPO. This is not surprising because PE-firms remain active investors post-IPO. It is therefore in their interest to generate positive long-run returns. Besides, they cannot deal with the consequences of reputation losses if their PCs are known to underperform post-IPO, while the PE-firm does strike up respectable return.

Compared to an index, the outperformance gradually disappears. This can be explained by a decrease in systematic risk, as PCs that survive on the public market for a longer period of time have proven to be successful and also become more transparent. However, the positive Jensen’s alphas indicate that some excess return is still abnormal, thus not associated with higher risk. PE-backed IPOs in Developed countries are far more successful, indicating that the environment of investing is also of influence on the investment managers.

From this research it is plausible to argue that PE-firm involvement is a positive event.

It would be interesting to do a more extensive research into the influence of PE-firms, especially in combination with the match company approach. A qualitative research of a few matched pairs could increase the understanding on the influence of the different value drivers. If this would be possible is questionable since firms are generally not lining up to provide indebt information about their financial situation and processes, especially PE-firms. It would also be interesting to analyze more accounting figures. This could generate more understanding of the connection between aspects of the organization and their integrated dependence.

The time and information barriers that I experience during my MC identification made it difficult to select the perfect MCs. Here the total asset on which the final MC selection is based is the total asset from the annual report of 2008. Though, it would be better to look at the total assets at IPO.
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