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Abstract

The bidders in the acquisition market can be divided into two groups, strategic and financial
acquirers, where the majority of the latter group consists of private equity firms. The two
groups have different purposes for performing acquisitions. While strategic bidders typically
intend to acquire targets to incorporate them in their businesses, the incentives of private equity
firms are more financially driven as their main objective is to generate a return for their
investors over a relatively short time-horizon. Consequently, different target characteristics
appeal to the two bidder groups, where one possible explanation for this segmentation is the
free cash flow hypothesis. Jensen (1989) states that the private equity company has a unique
ability to mitigate agency costs of free cash flow. If the market is convinced that this is the
case, private equity firms should be able to make a return by reducing agency costs of free
cash flow before exiting. Previous literature provides inconsistent evidence concerning
whether private equity firms acquire targets prone to agency costs of free cash flow, leaving
unclear interpretations of the relationships proposed by Jensen. We argue that the inconsistent
evidence in literature could potentially be a consequence of not studying the relationships in a
way consistent with Jensen’s theory. Hence, we constrain our analysis to public low growth
firms. Our findings provide robust evidence in line with Jensen’s (1989) hypothesis, indicating

that private equity companies target firms prone to agency costs of free cash flow.

Furthermore, if private equity companies expect they can obtain a return through mitigation
of agency costs of free cash flow, we assume this to be reflected in their willingness to pay
relative to that of the market. However, if the market does not believe that the reduction of
agency costs of free cash flow is sustainable, the private equity companies should not be able
to make a return on these targets, and hence the proposed relations might not be present. We
test this connection by applying the acquisition premium as a proxy for excess willingness to
pay above the market. While our main analysis provides evidence for this relationship, our
further research does not show an unambiguous picture. We believe this to be a result of the
lack of competition in the transactions studied and that consequently, using the acquisition
premium as a proxy for willingness to pay in excess of the market valuation does not allow us

to capture the relationship we intend to examine.
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1. Introduction

Over the past two decades, the private equity industry has seen a considerable increase in
investment value, culminating in the highest five-year level ever recorded last year. In 2018,
the aggregated deal value of the global private equity market increased by 10%, amounting to
a total of $582 billion (Bain & Company, 2019). At the same time, an ongoing discussion in
Norway about major corporates and their low return on foreign investments (Langved et al.,
2019) may be related to a continuing relevance of Jensen’s theory about agency costs of free
cash flow (1986). The free cash flow hypothesis advanced by Jensen (1986) states that, if a
firm has substantial excess free cash flow, and the interests of the managers are not aligned
with those of the shareholders, the managers are likely to invest in negative net present value

projects, rather than distributing excess cash to shareholders.

In 1989, Jensen followed up on the subject with his paper “The Eclipse of the Public
Corporation”, stating that private equity companies!, have the ability to solve the main issue
of public corporations, the principal-agent problem, through their superior organisational
form. On one hand, the public corporations, particularly those with dispersed ownership, strive
to align the interests of management and shareholders and might face monitoring costs
exceeding the individual gain of monitoring. On the contrary, private equity companies are
supposedly able to mitigate agency costs of free cash flow as a result of the managing partners’
extreme sensitivity to the target’s performance, combined with a focus on incentive plans for
the target managers. In addition to this, the private equity firm typically imposes a high
leverage on the firms they acquire, resulting in little excess cash left in the target company,
forcing the managers to run the business efficiently. The combination of the alignment of
interests and the reduction of cash available for managers to waste, should theoretically result
in mitigation of agency costs of free cash flow. This advantage is especially valuable when

acquiring firms with substantial excess free cash flow, and where long-term growth is slow.

Although Jensen’s (1989) forecast of an eclipse of the public corporation might have been an

exaggeration, the drastically increasing size of the private equity market combined with the

IThe term private equity refers to buyouts (LBOs and MBOs) and venture capital, with the majority of the capital being placed
in the first group (Krishnaswamy, 2009). We confine our analyses in this thesis to the buyouts, and hereafter refer to them as
private equity.



seemingly continuing importance of agency costs of free cash flow might indicate that the
costs are severe and that private equity investors do manage to mitigate them. Despite the
relevance, little attention has, to our knowledge, been paid to the connection between the topics
of private equity investments and agency costs of free cash flow in recent academia. In

addition, previous literature on the topic provides varying results.

Lehn and Poulsen (1989) and Opler and Titman (1993) provide evidence consistent with the
relations between the free cash flow hypothesis and private equity firms proposed by Jensen
(1989). Both studies find that companies acquired by private equity firms have greater
undistributed free cash flow than companies which did not go private, i.e. companies which
were not taken over. Additionally, Lehn and Poulsen (1989) find that the undistributed free
cash flow is an important determinant of premiums paid in these transactions. On the contrary,
Halpern et al. (1999) do not find support for the relation between private equity firms and the
free cash flow hypothesis. They perform a similar analysis to the one of Lehn and Poulsen
(1989) and compare the free cash flow of firms acquired by private equity companies to both

firms which did not go private and to firms acquired by other operating companies.

It might be that the awareness of the topic has led to changes in the proposed relations. On one
hand, as just mentioned, we observe cases indicating the presence of agency costs of free cash
flow in companies today. On the other hand, US public firms are different now compared to
when Jensen developed his theory (Kahle and Stulz, 2017). There has been a change in the
focus on governance and control issues in public markets as well as in business in general. In
addition, the payout rate to shareholders of US firms, defined as dividends plus repurchases,
has increased substantially the later years. For instance, in most years since the year of 2000,
US public firms have repurchased more equity than they have issued (Kahle and Stulz, 2017).
This postulates a contrary view to the continuing occurrence of agency cost of free cash flow,

indicating that the public companies might have managed to mitigate these agency costs.

Similarly, the recognition of agency costs of free cash flow might have affected the other
players in the acquisition market. If private equity firms’ ability to mitigate agency costs of
free cash flow is in fact a comparative advantage which is not simple to replicate for other
acquirers, it is plausible that the increased amount of capital allocated to the private equity
market can partially be explained by this acknowledgement. On the contrary, if the

comparative advantage is possible to replicate, it might be that the disclosure of the way



private equity firms mitigate agency costs of free cash flow has given other acquirers

opportunity and incentives to implement the same adjustments.

The inadequate recent literature in the field, combined with indications of the continuing
occurrence of these agency costs and the large amount of capital allocated to the private equity
industry, motivates us to further investigate the relationship between private equity firms and
public corporate targets prone to agency costs of free cash flow. Although we do not study the
evolution of these relationships, we believe the discussion above indicates the relevance and
importance of examining the topic further. Our goal is to better understand the relationships
and the varied evidence in the literature produced to this date. Specifically, we want to test
whether private equity firms expect they can create value by mitigating agency costs of free
cash flow for their targets, as proposed by Jensen (1989). The intention of our study is confined
to the private equity companies’ ex ante calculated exit price, and not the actual long-term
value creation. We therefore do not consider whether private equity companies are in fact able
to mitigate agency costs of free cash flow, but rather whether they believe they can obtain a

return by reducing these costs. Consequently, our research question is:

Do private equity firms target companies prone to agency costs of free cash flow and do
agency costs of free cash flow in target companies increase private equity firms’ willingness

to pay, relative to that of the market?

We argue that the inconsistent evidence found in previous literature could be a result of
including both low- and high- growth companies, as well as not comparing the targets acquired
by private equity firms to the optimal group of comparison. Hence, our paper contributes to
the literature by focusing only on public low growth targets, as advocated by Jensen (1986).
We attempt to solve this issue by limiting our sample to the targets with growth below the
sample median. The free cash flow hypothesis only describes low growth firms with high free
cash flow, and Jensen (1989) claims that it is for these targets that the organisational form of
the private equity firm is superior to the public corporation. Hence, we expect that constraining
our sample to only include low growth firms increases the likelihood of identifying the
assumed relationship. Further, Lang et al. (1991) reveal that it is important to distinguish
between low- and high- growth firms as the agency costs of free cash flow is a function of the
free cash flow for low growth firms, but unrelated to the free cash flow for high growth firms.

In order to verify that this limitation can be justified, we have checked if our study yields the



same results when using the unconstrained sample, consisting of low- and high- growth firms.

It appears that constraining our sample is important to identify the relations we intend to study.

Contrary to previous studies, and as a contribution to literature, we analyse the first section of
our research question by comparing acquisitions made by private equity firms to acquisitions
made by public strategic bidders. This allows us to test whether characteristics associated with
being prone to agency costs of free cash flow increases a target’s probability of getting
acquired by a private equity firm, compared to a public strategic bidder. We believe this choice
more easily lets us identify the proposed effect as, if Jensen’s theory holds, these two groups
should be the two with the largest difference when it comes to their handling of targets’ agency
costs of free cash flow. Additionally, from a methodological point of view, this study
contributes to literature through an extensive matching procedure which lets us obtain a
balanced sample of comparable target companies and hence increases the reliability of our

results.

We apply a measure of the target’s operating income before depreciations, after distributions
to stakeholders, as a proxy for the free cash flow available for managers to spend on what the
shareholders view as suboptimal behaviour. To study the first part of our research question,
we use our matched sample of low growth firms, comprising of 60 acquisitions made by
private equity firms and 60 acquisitions made by public strategic companies. We test whether
a higher value of our measure of target’s free cash flow increases the likelihood of the acquirer
being a private equity firm relative to a public strategic company. Subsequently, to analyse the
second part of our research question, we use the acquisition premium as a proxy for excess
willingness to pay relative to the market’. On a sample of 63 acquisitions made by private
equity firms, we test whether a higher value of the same measure of target’s free cash flow is

associated with a higher acquisition premium.

It should be noted that there might be reasons for the relationships proposed in our research
question not to hold. It could be that private equity companies’ supposed mitigation of agency
costs of free cash flow is a short-term effect which is not going to last once the target is sold.
If both the market and the private equity companies recognise this, neither the exit price, nor

the deal value, is likely to reflect the elimination of agency costs. Further, another concern is

2 Relying on the assumption that the market’s willingness to pay equals the share price.



that applying the acquisition premia as a proxy for excess willingness to pay above the market
relies on certain assumptions, such as competition and rational bidders, which might not

necessarily hold.

Nevertheless, our study supports the relations suggested in our research question, indicating
that private equity firms do target companies prone to agency costs of free cash flow and that
their willingness to pay is greater than that of the market for targets prone to these agency
costs. However, only the examination of the first section seems to be robust in our further
analyses, and hence we cannot conclude, with a reasonable level of certainty, that the implied
value creation of private equity firms through mitigation of agency costs of free cash flow is
reflected in their excess willingness to pay relative to the market. As we will discuss, we
strongly believe this to be a result of the lack of competition in the transactions studied and
that consequently, using the acquisition premium as a proxy for excess willingness to pay over
the market valuation, i.e. the share price, does not allow us to identify the relationship we

intend to examine.



2. Theoretical Framework

In order to explain the rationale behind our hypotheses, this section contains an overview of
the theory and literature used in this study. We begin by explaining Jensen’s free cash flow
hypothesis and characteristics of companies prone to agency costs of free cash flow. We then
continue with an introduction to private equity firms and describe how they should be able to
mitigate agency costs of free cash flow for their targets. Further, we introduce the different
players in the acquisition market and their respective purchasing behaviour, before we develop
our first hypothesis. Lastly, we introduce the concept of applying the acquisition premium as
a proxy for maximum excess willingness to pay above the market valuation, and establish our

second hypothesis.

2.1 Jensen’s Free Cash Flow Hypothesis

Jensen (1986) describes the free cash flow hypothesis as a conflict of interest between
shareholders and managers over payout policies. He states that in companies generating
substantial free cash flow, defined as cash flow in excess of that required to fund all projects
with positive net present value, motivating managers to disgorge the cash rather than investing
it below the cost of capital or wasting it on organisational inefficiencies can be a severe

problem.

This hypothesis is an extension of the general agency theory which states that agency costs
arise as a result of the separation between ownership and control. Jensen and Meckling (1976)
describes agency relationships as “a contract under which one or more persons (the
principal(s)) engage another person (the agent) to perform some service on their behalf which
involves delegating some decision making authority to the agent. If both parties to the
relationship are utility maximizers, there is good reason to believe that the agent will not
always act in the best interests of the principal”. In other words, when the manager’s goals
differ from the shareholders’ goals, and the governance and control mechanisms within the
company are not strong enough, the manager might have incentives to accomplish his own

goals at the expense of the shareholders.

Further, for a company to operate efficiently and maximise shareholder value, excess free cash
flow should be distributed to shareholders by paying out dividends or repurchasing stock,

rather than retained or invested at a return lower than the cost of capital (Bodie et al., 2018;



Hillier, 2013). However, due to the diverging incentives between shareholders and managers,
excess free cash flow might be invested at a low return, wasted or retained. Studies find that
one of the reasons shareholders and managers have diverging incentives in terms of payout
policies is that an increase in executive pay is more related to increases in company size, rather
than shareholder value (Murphy, 1985; Jensen, 1989). Managers may therefore have
incentives to maximise firm size by investing at a low return, rather than maximise shareholder
wealth. For instance, Lang et al. (1991) find that managers of companies with high free cash
flow and low growth opportunities act sub-optimally when performing acquisitions. Corporate
growth is also associated with public, social and political prestige and power, and managers’
incentives for empire building can lead to wasteful behaviour and low-return investments.
Accumulation of cash in excess of the optimal level might be comfortable for management,
but also costly as it ties up capital that yields a low return at a high perceived shareholder risk.
The pursuance of these "selfish" goals is easier for managers when the firm has excess free
cash flow (Hillier, 2013) and the costs they impose on shareholders are regarded as “agency

costs of free cash flow”.

In a contrary view, it might be that it is not always in the shareholders’ best interest to minimise
all excess free cash flow in a firm. For instance, in the same way that cost cutting can be a
short-term solution for improving performance, it is not certain that minimising all “slack™ in
a firm is the optimal strategy in a long-term perspective. With the increase of firms relying on
human capital rather than physical assets, the importance of, and competition for, the best
managers and employees might have been rising. It is likely to be the case that employees find
it more attractive to work in less strict firms. On a short-term perspective, this could impact
worker motivation, and on a long-term perspective an unattractive workplace is likely to lose
in the competition for the best employees. Hence, it might not be unambiguous that the

absolute elimination of excess free cash flow leads to maximisation of shareholder value.

In the development of the free cash flow hypothesis, Jensen (1986) distinguishes between low
and high growth firms, and states that it is for firms with low growth that agency costs of free
cash flow are likely to occur. As firms with growth options have profitable investment
opportunities, they will be less likely to have the sort of excess cash that Jensen states should
be paid out. The rationale behind this is that companies which have positive net present value
options should not give these up to increase or pay dividends to shareholders (Bodie, 2018;
Hillier, 2013). Hence, excess cash flow before investment expenses for high growth companies

cannot directly be characterised as waste. Given this argument and the fact that Jensen’s



hypothesis only describes low growth companies, we are not in a position to draw conclusions
about agency costs of free cash flow in high growth companies. Additionally, Lang et al.
(1991) reveal that agency costs of free cash flow are a function of the free cash flow for low
growth companies, but unrelated to the free cash flow for high growth companies. Based on
the discussion above, we expect agency costs of free cash flow to be present particularly in
public companies where the growth is low and a substantial amount of their free cash flows

are withheld.

As agency costs of free cash flow depend on the amount of control exercised by the
shareholders, it is reasonable to assume that they are more likely to flourish in loosely
monitored companies and companies with weak corporate governance regimes. Publicly
traded companies often have a fragmented ownership structure, making it challenging for each
owner to enforce desired changes and to monitor the company at a reasonable cost. From this
perspective, publicly traded companies might be particularly prone to agency costs of free
cash flow. On the other hand, it might be supposed that publicly traded companies, specifically
the publicly available information about them, are monitored by the market. However, Jensen
(1989) states that the personal wealth of a typical public company manager has a low
sensitivity to the company’s share price. We therefore argue that the former argument, i.e. that
the lack of control could lead to agency problems, should hold in the absence of well designed

incentive plans, as the power of the market is restricted to adjusting the share price.

2.2 Private Equity Firms and Mitigation of Agency Problems of
Free Cash Flow

Private equity firms were traditionally referred to as leverage buyout associations or LBO
partnerships (Kaplan and Strémberg, 2009; Ciccotello, 2014). The term private equity often
refers to buyouts (LBOs and MBOs) and venture capital, with the majority of the capital being
placed in the first group (Krishnaswamy, 2009). We confine our analyses in this thesis to

buyout transactions and refer to them as private equity.

Private equity firms manage assets on behalf of their investors. As their main objective is to
generate return for their investors, they typically attempt to acquire troubled or undervalued
companies with a turnaround and exit potential within a time horizon of three to five years
(Krishnaswamy, 2009). Due to their expertise in restructuring of troubled companies

(Gorbenko and Malenko, 2014), they can often realise a gain through improving their targets’



performance and profitability before exiting. One of the segments where private equity
companies are known to have an advantage is in the acquisition market for poorly performing
targets. To be able to employ the desired changes, they usually acquire a majority stake in the
firm (Gorbenko and Malenko, 2014). Further, the extensive use of debt in private equity
transactions reduces the amount of equity in a portfolio company and makes concentrated
ownership possible. This allows the private equity firm to control a substantial portion of the

shares outstanding without making large equity investments (Ciccotello, 2014).

One of the ways private equity firms are presumed to create value in their target firms is by
reducing the agency costs of free cash flow. In particular, their organisations are structured in
a way which increases the incentives to monitor and improve the performance and profitability
of the portfolio company. Through a substantial performance or success fee (often 20% of the
value created over a given hurdle rate), the personal wealth of the general partners in the
private equity firm is tied almost directly to the shareholders’ returns on their investment in
the portfolio company, with a much higher degree of alignment than most executives of public
companies. Adding to this effect, the staff and other costs of private equity firms are kept lean,
increasing the general managers’ personal incentives from a large compensation (Jensen,

1989), and resulting in interests more aligned with those of the investors.

In addition to the high correlation between company performance and the general managers’
wealth, private equity companies typically focus on tying the target management’s incentives
to the value of the company in order to align their interests with that of the owners (Jensen
1989). Management compensation systems usually consist of both salaries, bonuses, stock and
options. According to Jensen (1989), the sensitivity of the typical business-unit manager’s

salary to the company performance rises almost 20 times in a buyout.

Furthermore, private equity firms often require the target managers to make personal
investments in the company. This ensures that the managers face downside risk, as well as an
upside. Additionally, as the company is private, and hence the equity illiquid, target
management’s incentives for manipulation of short-term investments are reduced (Kaplan and
Stromberg, 2009). Kaplan and Stromberg (2009) find that even though stock and option-based
compensation have become more frequently used in public corporations, management’s
upside through ownership share remain greater in private equity firms than in public

corporations.
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On the contrary, critics of the private equity company raises the question about whether these
firms can really be a long-term alternative to the public corporation (Rappaport, 1990).
Although there seems to be arguments for the superiority of private equity firms regarding
mitigation of agency costs of free cash flow, it might be that the initiatives taken are not a
sustainable solution in a long-term perspective. As several of the advantages rely on the
structure and business model of the private equity firm, it is not certain that the improvements

will last once they exit.

2.3 The Impact of Leverage on Mitigation of Agency Costs of
Free Cash Flow

The transaction model of private equity firms is built around a highly leveraged financial
structure, and a buyout can typically be financed with 60 to 90 % debt (Kaplan and Strémberg,
2009). In addition to reducing the principal-agent problem through allowing for a more
concentrated ownership, leverage could also help reduce the free cash flow available for

spending and thereby the agency costs of free cash flow.

Jensen (1986) states that debt can motivate managers to run a company more efficiently and
hence mitigate agency costs of free cash flow and names this effect the control hypothesis for
debt creation. He further states that firms prone to agency problems of free cash flow are
characterised as having “unused borrowing power”, and that private equity firms exploit this
by leveraging their acquisition transactions. Debt payments force managers to commit to their
promise to pay out future cash flows in a more binding way than regular dividends, and thereby
decreases the cash available for managers to spend on wasteful behaviour or low return
investments (Jensen, 1986). Lehn and Poulsen (1989) support Jensen’s view by claiming that
while the penalty of dividend reductions is stock price reduction, the penalty for defaulting on
a debt service payment is much more serious. As the management’s personal wealth is more
sensitive to financial distress than stock price reductions, we believe this effect to be especially
applicable for management. This is a consequence of the target management’s low sensitivity
to the stock price mentioned earlier, combined with the real downside risk the management

face from their company facing eventual bankruptcy.

Some might argue that most of the gains coming from leveraging the private equity
transactions arises due to tax savings. Several studies claim that private equity firms favour

targets with large pre-buyout tax expenses, as these targets are the ones which can potentially
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offer the largest tax shields (Opler and Titman, 1993). Other studies find that this value
creation is captured in the acquisition premium paid by private equity firms (Newbould et al.,
1992; Lehn and Poulsen, 1989). Despite this, Opler and Titman (1993) state that it is unlikely
that firms take on such a high amount of debt only to achieve tax savings, because they often
lever up more than what is optimal to eliminate their taxable earnings. Opler and Titman
(1993) also studies determinants of LBO activity and find that high financial distress costs
deter LBOs. This evidence illustrates the importance of debt for value creation in private

equity transactions.

2.4 Bidder Types in the Acquisitions Market

Gorbenko & Malenko (2014) divide the set of bidders in the acquisition market into two
groups: strategic acquirers (typically industrially oriented companies) and financial acquirers
(typically private equity firms). They claim that the takeover market is characterised by a
segmentation between financial and strategic bidders, whereby different targets appeal to
different bidders. Several studies find support for this segmentation view (Fidrmuc et al., 2012;
Gorbenko & Malenko, 2014: Bargeron et al., 2008). This segmentation can probably be
explained by the fundamental differences between the two bidder groups. In contrast to private
equity firms, strategic bidders typicall