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MotivationMotivation

in recent years, private equity firms have become increasingly 
important M&A players
they have increased in numbers, average fund size as well as 
deal numbers and deal sizedeal numbers and deal size
they have significantly enriched the M&A bidder pool and 
have become a serious alternative to strategic acquirers
i t ti l i t it bidd ffinterestingly, private equity bidders offer on average 
significantly lower takeover premiums
this phenomenon has only started to attract attention in the y
academic literature 

Bargeron et al. (2008), Officer et al. (2008) and Boone and 
Mulherin (2008b)
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( )
Gorbenko and Malenko (2009), Massa and Xu (2009)



Our contributionOur contribution

Bargeron et al. (2008) suggest three possible answers
financial vs. public buyers are different types of buyers
they are after targets with different target characteristics
the buyer ownership structurethe buyer ownership structure 

they favour ownership as the explanation

we focus on differing observable characteristics
but also differences in the selling process

putting these two things together may provide more informationputting these two things together may provide more information
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The private selling processThe private selling process

before the public announcement of the dealp
Boone and Mulherin (2007) are the first to analyze this (private) 
information, but there are more papers out now

it usually starts by eitherit usually starts by either 
a prospective buyer approaching a target or 
by a management decision to offer their company for sale

then, the selling firm’s management and its financial advisor
arrange an auction

auctions may either be formally structured (controlled) or informal
or negotiate the deal privately with an exclusive buyer

4Warwick Business School



The private selling processThe private selling process

selling firm’s managers decide on how to organize the selling g g g g
process 
their decision depends on the overall situation of the firm
managers take into account all relevant firm characteristicsmanagers take into account all relevant firm characteristics, 
deal initiation, preferred potential buyer (or at least its type) 
and also the overall pool of potential bidders
managers know more than just the observable characteristics 
(in the Bargeron et al. (2008) sense) 
therefore the choice of auction/private negotiation my reveal p g y
important information about the targets and therefore should 
be included in the analysis of premiums
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Choosing PE versus strategic buyerChoosing PE versus strategic buyer

choosing the right buyer is part of the processg g y p p
the selling company understands that 

selling to a private equity firm is not the same as selling to a 
strategic buyerstrategic buyer

strategic buyers are usually other firms in the industry 
they redeploy the assets of the target firms close to their best 

(Shl if d Vi h 1992)use (Shleifer and Vishny, 1992)
they buy specific assets and will benefit from synergies between 
their organization and the target firm

private equity buyers are naturally industry outsiders
cannot manage the bought targets well themselves 
face agency costs as they have to hire specialist to run the 
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ace age cy costs as t ey a e to e spec a st to u t e
assets for them



PE versus strategic buyerPE versus strategic buyer

post-acquisition situation for the management p q g
sale to a PE buyer allows the incumbent management to 
continue to manage and partially own the company and profit 
from further growth in the company value g p y
strategic acquisitions often integrate acquired assets with 
existing operations of the new owner and usher in periods of 
cost cutting; the probability of being fired is higherg; p y g g

both the selling and bidding firms may have certain 
preferences and choose accordingly certain types of targets
segmented bidding is also possiblesegmented bidding is also possible
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The main resultsThe main results

observable characteristics suggest that PE vs. strategic 
b i d i diffbuyers are on average interested in different targets

but the PE dummy is still significant in the premium equation
the selling process also differs across firms with different g p
observable characteristics
comparing across the three sale types: 

private negotiation informal auction and controlled auctionprivate negotiation, informal auction and controlled auction
controlled auctions: premiums and observable firm 
characteristics are comparable for PE vs. strategic buyers
pri ate negotiations premi ms are not differentprivate negotiations: premiums are not different
informal auctions: this is were the action comes from 

strategic buyers buy unprofitable firms with high R&D spending, 
hi h h l l d hi h f ti f i t ibl t
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high cash levels and high fraction of intangible assets
these differences account for the premium gap



DataData

our data collection starts by searching for takeovers by private y g y p
equity firms in the US
all takeovers of public US targets within the SDC database 
from January 1997 through December 2006 where acquirersfrom January 1997 through December 2006 where acquirers 
seek to fully own the target company
this results in 205 attempted takeovers by private equity 
in estorsinvestors 

197 were completed and 8 were withdrawn
the sample of 205 private equity takeovers is then matched 
firm by firm with takeovers by strategic acquirers 

based on the year of announcement, target industry and target 
size
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MatchingMatching

a quite important feature of our research design q p g
matching on industry:

is important due to the fact that private equity bidders are 
typically interested in firms coming from particular industries withtypically interested in firms coming from particular industries with 
stable cash flows and substantial fixed assets 
Boone and Mulherin (2008b) report that more than half of the 
private equity takeovers occur in only four industriesprivate equity takeovers occur in only four industries

matching on size:
typically, strategic buyers are able to target larger companies 
(B t l (2008))(Bargeron et al. (2008))

matching in time:
frequent observations of tougher deal competition after 2006 
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(Officer et al., 2008))



PE versus strategic buyer meansPE versus strategic buyer - means
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PE versus strategic buyer meansPE versus strategic buyer - means

12Warwick Business School



13Warwick Business School



Target characteristics for PE vs  strategic buyersTarget characteristics for PE vs. strategic buyers

firm characteristics of targets that eventually end up with g y p
strategic versus private equity buyers differ significantly

private equity firms versus strategic buyers end up purchasing 
different types of targetsyp g
more profitable, manager initiated deals with high leverage end 
up more frequently with a private equity buyer
targets of strategic buyers have higher market to book ratiotargets of strategic buyers have higher market to book ratio, 
more intangible assets, high R&D expenses and high cash levels

thus, strategic buyers are interested in targets with 
ifi t i t d ith hi h t ti l imore specific assets associated with higher potential synergies 

whereas private equity buyers target firms with 
more generally redeployable assets
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Target characteristics for PE vs  strategic buyersTarget characteristics for PE vs. strategic buyers

the differing tastes of the two buyer types are also reflected in g y yp
the fact that private equity buyers usually compete in bidding 
predominantly with other private equity firms and strategic 
buyers compete with other strategic buyersy p g y

on average, 92% of all bidders are also private equity bidders in 
case a private equity firm wins the bidding
the fraction of private equity bidders when strategic buyers win isthe fraction of private equity bidders when strategic buyers win is 
only 4%

these significant differences in observable characteristics, 
however still explain only a small fraction of the sizablehowever, still explain only a small fraction of the sizable 
difference in premiums
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Determinants of the sale processDeterminants of the sale process
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Determinants of the sale processDeterminants of the sale process

the sale process reflects observable firm characteristics p
better performing firms with lower market to book and lower 
leverage tend to be sold via controlled rather than informal 
auction or private negotiation p g
PE buyers are more likely to buy targets in controlled auctions 
when the target is offered for sale by the target firm’s 
managementg
strategic buyers, in contrast, are more likely to buy a target 
company in an informal auction or private negotiation
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The premium also varies with the selling processThe premium also varies with the selling process

premium is the highest in informal auctions (statistical significant)
but this is due to patterns for strategic buyers
PE buyers pay the most in negotiations
this pattern is sustained even when we control for deal initiation 
(except for management initiated private negotiations with PE buyers)

18Warwick Business School

( p g p g y )
the two buyer types deploy different bidding strategies



But we can get more informationBut we can get more information
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Three important patternsThree important patterns

in controlled auctions
PE versus strategic buyers pay comparable premiums and the two 
types of buyers target firms with similar observable characteristics
mostly initiated by the target management and won by PE buyers
high bidder competition and low premiums

in negotiations 
also homogeneous in terms of average premium across the two buyer 
types 
target characteristics are slightly different: private equity targets’ stock 
performance is poorer and have lower market to book ratio and more 
tangible assetstangible assets
typically buyer initiated

informal auctions are the only sale process type with significant 
differences in premiums and target observable characteristics
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differences in premiums and target observable characteristics 
across the two buyer types



Informal auctions drive the differencesInformal auctions drive the differences

so, informal auctions are the main source of the differences 
documented for the overall sample
private equity buyers pay 44% premium above the price 8 weeks 
before the deal announcement versus 70% paid by strategic buyers
strategic buyers pay high premiums for unprofitable firms with high 
R&D spending, high cash levels and high fraction of intangible 
assets
this again indicates high target asset specificity and high potential 
synergies for strategic buyers
private equity buyers target better performing firms with low market p q y y g p g
to book ratio, less cash and high leverage that management offers 
for sale
these target characteristics account for the large differences in 
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g g
premiums
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ConclusionsConclusions

the selling process seems to be important in explaining g p p p g
premium differences in private equity vs. strategic buyers
informal auctions seem to account for almost all the 
differences in premiumsdifferences in premiums 
still to solve – econometric issues
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