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Does Private Equity Create Wealth?
The Effects of Private Equity and Derivatives

on Corporate Governance
Ronald W Masulist & Randall S. Thomastt

Private equity has reaped large rewards in recent years We claim that one major
reason for this success is due to the corporate governance advantages of private equity
over those of the public corporation. We argue that the development and trade of substan-
tial derivative contracts have significantly weakened the governance of public corpora-
tions and have created a need for financially sophisticated directors and much closer
supervision of management. The private-equity model delivers these benefits and allows
corporations to be better governed, creating large wealth gains for investors

INTRODUCTION

Does private equity create value when it acquires a company in a
leveraged buyout (LBO)? If so, how? This question has fascinated scho-
lars ever since the first big wave of buyouts occurred in the mid-1980s,
but has yet to be resolved.' A second, even larger wave of LBO trans-
actions from 2003 to 2007, brought to a shuddering halt by the recent
subprime mortgage crisis, has raised the question again as the current
market for private-equity deals has collapsed. While many of the old
arguments about underlying rationales for private-equity deals have
survived this dramatic downturn, we offer an important new motiva-
tion for future deals: private-equity investors are better risk monitors
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The authors would like to thank Harry DeAngelo, Todd Henderson, James Spindler, Robert
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1 The earliest and best-known paper is Michael C. Jensen, Eclipse of the Public Corpora-
tion, 67 Harv Bus Rev 61,67 (Sept/Oct 1989) (positing that private-equity-owned firms would do
a better job of managing free cash flow than public companies). For further discussion of this
literature, see Part II.
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with better incentives than public shareholders at firms with signifi-
cant derivative trading activity and derivative contract positions.

As the subprime mortgage and 2008 banking crises have vividly
illustrated, the growing use of, and trading in, derivative instruments by
corporations has eroded the effectiveness of several critical corporate
governance mechanisms-the board of directors, the financial account-
ing system, and oversight by regulatory authorities-because firms lack
effective means of monitoring derivative risk exposure on a real-time
basis. This change has increased the importance of attracting financially
sophisticated, highly motivated corporate directors who can deliver
intensive monitoring of corporate risk management strategies, who are
capable of independently and effectively controlling firm management
to regulate derivative exposure, and who set senior management finan-
cial incentives to ensure that these executives' incentives and personal
risk exposures are aligned with those of firm owners.

We argue that concentrated private-equity ownership is and will
continue to be a very effective way of attaining the above objectives. Pri-
vate-equity involvement strengthens board monitoring of derivative ex-
posures by reducing board size, improving information flows to the
board, increasing board control over managers, sharpening director fi-
nancial incentives to monitor derivative exposure carefully, and attracting
highly qualified, more financially sophisticated directors who are better
able to understand the associated risks. It also creates incentives for man-
agers to carefully evaluate risk-return tradeoffs. These strengths could be
particularly important for financial firms that have experienced tre-
mendous write-downs of their loan portfolios in recent months.3 In this
regard, the Federal Reserve has relaxed its stringent regulations on pri-
vate-equity investment in banks and bank holding companies to facilitate
the flow of capital into banks. The Comptroller of the Currency has also
permitted a private-equity fund manager to purchase a bank personally,
rather than through the use of his fund, and thereby avoid having his

2 Derivatives are generally defined to include options, futures and forward contracts, and

swaps, as well as financial products with derivative contracts embedded in them such as convert-
ible securities, insurance, and reinsurance.

3 Dan Wilchins, Private Equity Is Viewed As a "Shock Absorber," Intl Herald Trib 17 (July 1,
2008) (stating that banks are in "dire need of capital" and suggesting that private equity may be
able to provide it).

4 See Board of Governors of the Federal Reserve System, Policy Statement on Equity In-
vestments in Banks and Bank Holding Companies 9-10 (Sept 22, 2008), to be codified at 12 CFR
§ 225.144, online at http:/Iwww.federalreserve.gov/newsevents/pressbcregtbcreg2008922bl.pdf (vi-
sited Jan 11, 2009). In certain circumstances, the new rules permit investors to hold up to 15 percent of
the voting power and 33 percent of the total equity without being deemed a controlling share-
holder (and thereby being subject to regulation as a bank holding company). See id at 10. They
may also appoint one member of the board of directors Id at 6.
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fund classified as a bank holding company! These regulatory actions
should facilitate greater investment in the sector by private-equity firms.6

Large increases in debt also create strong managerial incentives to
improve firm efficiency because they: (1) make stock prices much more
sensitive to improvements in firm value; and (2) motivate managers to
use firm cash conservatively and to eliminate underutilized assets so as to
minimize the risk of bankruptcy, financial distress, and the accompanying
forced management turnover. Moreover, debtholders and institutional
investors can further improve firm risk monitoring since they are large
investors who frequently hold both debt and equity positions in private-
equity-controlled firms.7 This gives them good access to and strong incen-
tives to monitor proprietary firm information flows to accomplish this
goal. Thus, the shift toward greater private-equity ownership in the econ-
omy can be viewed as a value-creating response to increased derivative
activity and contract exposure levels, especially in less competitive indus-
tries where product market competition is a weaker alternative mechan-
ism for motivating managers to improve firm efficiency and profitability.

This Article is structured as follows. In Part I, we explain the insti-
tutional details of private-equity investing in, and monitoring of, portfo-
lio companies. Part II discusses prior theories explaining why private-
equity investing creates value. We then turn in Part III to the implica-
tions of the increased usage of derivative securities for corporate go-
vernance at public companies, arguing that it has created important new
challenges at these corporations, especially for financial institutions.
Part IV analyzes how private equity benefits investors through improved
monitoring of their portfolio companies' derivative risk management
practices. We conclude with a brief summary and a discussion of future
areas for private-equity investment.

5 Peter Lattman, Flowers Not His Firm, Buys a Bank, Wall St J C6 (Sept 24,2008).

6 See Peter Lattman and Damian Paletta, Fed Gives Funds More Leeway to Buy Banks,

Wall St J Al (Sept 23, 2008) (discussing how the increased flexibility given to private-equity
firms will enable them to "make investments in some bank holding companies where they had
been reluctant to do so over the last few months"); The Lex Column, Beyond Buyouts, Fin Times
12 (Apr 9,2008) (describing a private-equity firm's "multi-billion dollar investment to recapital-
ize Washington Mutual" as indicating "where private equity's cash piles will go next").

7 Michael Jensen explains that this common practice is referred to as "strip financing," which
Jensen defines as investors holding "roughly proportional 'strips' of all securities in the capital
structure" and thereby reducing any conflicts of interest among the classes of claimants at firms.
Michael C. Jensen, Corporate Control and the Politics of Finance, 4 J Applied Corp Fin 13, 25
(Summer 1991).
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I. PRIVATE EQUITY'S GROWTH IN RECENT YEARS

A. Background

What is private equity? The categories of investments that fall
within the general rubric of private equity include venture capital; mids-
tage company finance; distressed firm investment; LBOs of firms, divi-
sions, or subsidiaries of public and private companies; and going-
private deals. In this Article, we are primarily concerned with private-
equity buyout funds that, as repeat players in the buyout markets, faci-
litate LBOs and other going-private transactions.

Private-equity funds' relationships with their investors have not
been studied extensively due to stringent data limitations. One impor-
tant exception is a study by Andrew Metrick and Ayako Yasuda, who
examined the structure of private-equity funds using a sample of 238
funds raised from 1992 to 2006.8 They documented that "virtually all"
private-equity funds are set up as private limited partnerships with a
ten-year term in which outside investors act as passive limited part-
ners and the private-equity firm is the controlling general partner.9

Limited partners have limited or no withdrawal rights prior to the expi-
ration of the ten-year term. They are also potentially subject to addi-
tional capital calls by the private-equity general partner.

Private-equity management firms periodically raise capital for new
funds, usually every three to five years.'0 This system has the advantage
of permitting investors in earlier funds to observe the private-equity
group's performance over time and to choose whether to invest in later
funds based on the private-equity firm's prior performance. Furthermore,
each fund has a limited life, so the general partners must raise new funds
to continue investing. In order to raise new funds, they are under great
pressure to demonstrate good performance for their existing funds."

The buyout firms earn fees from a variety of different sources: man-
agement fees, which are typically 2 percent of committed and/or invested
capital; carried interest, which is usually 20 percent of the profits earned
by the fund on its investments, subject to various adjustments, thresholds,
and hurdles; transaction fees, which are paid to the fund when it buys or

8 See Andrew Metrick and Ayako Yasuda, The Economics of Private Equity Funds *2 (Uni-

versity of Pennsylvania, The Wharton School, Department of Finance Working Paper, Sept 2007),
online at http://finance.wharton.upenn.edu/-rlwctr/papers/0717.pdf (visited Jan 11,2009).

9 Id at *2.
10 Id at *3.
11 This is especially the case since existing investors have been identified as interested in

private-equity investments and are most likely to become limited partners in future funds, pro-
vided they did well in prior funds.
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sells a portfolio company; and monitoring fees for its work helping to
manage the portfolio company while it is owned by the buyout firm.2

Most private-equity firms use similar financing techniques in ac-
quiring portfolio companies. The typical LBO or other going-private
transaction is structured as a purchase of all of the publicly held stock
of a corporation by a privately held acquisition vehicle. 3 A private-
equity buyout firm generally controls this entity, with other types of
buyers being much less common." The private-equity firm sponsoring
the transaction will obtain its capital from the equity contributions of its
buyout fund and the managers of the target firm plus the cash proceeds
from privately placed loans secured by target firm assets and expected
cash flows. As part of the acquisition, managers of the target firm obtain
a significant equity interest in the firm. Normally, top managers in pri-
vate-equity-owned firms have equity interests that are ten to twenty
times larger than those held by their public company counterparts."

After the acquisition, the general partners in the private-equity
fund are actively involved in the strategic direction of the portfolio
company.16 They normally have operational control over the company
through their control of its board of directors. The general partners act
as advisors to the portfolio company's management and as members of
the company's board of directors, and draw on their expertise in corpo-
rate restructurings and their contacts throughout the industry to assist
in creating value. However, when needed, the private-equity partners
can use their control to swiftly alter company policies, remove under-
performing executives, or challenge management to perform better."

The boards of LBO portfolio companies are typically comprised of
the CEO, private-equity firm representatives, and outside industry ex-
perts, and they primarily act to advise management'on strategic consid-

12 Metrick and Yasuda, The Economics of Private Equity Funds at *6-13 (cited in note 8)

(developing an expected-revenue model for private-equity firms).
13 James F. Cotter and Sarah W. Peck, The Structure of Debt and Active Equity Investors:

The Case of the Buyout Specialist, 59 J Fin Econ 101, 102-03 (2001) (discussing the various com-
binations of debt-subordinated, senior, long-term, and short-term-and third-party equity that
leveraged buyout shops use to purchase the publicly held shares of target companies).

14 Id at 111-12 (finding that buyout specialists purchased a median 51.6 percent of the com-
mon stock of target companies in a sample of sixty-four LBOs, while target firm managers held
20 percent and third-party equity investors held the remaining 28.4 percent of the shares).

15 Steven N. Kaplan, The Effects of Management Buyouts on Operating Performance and
Value, 24 J Fin Econ 217,246 (1989). See also Michael C. Jensen, Agency Costs of Free Cash Flow,
Corporate Finance, and Takeovers, 76 Am Econ Rev 323, 326 (1986) ("Top-level managers fre-
quently receive 15-20 percent of the equity.").

16 Michael C. Jensen, The Economic Case for Private Equity (and Some Concerns) *15 (Har-
vard NOM Research Paper No 07-02, Nov 2007), online at http:/ssm.com/abstract=963530 (visited
Jan 11,2009).

17 See Brian Cheffins and John Armour, The Eclipse of Private Equity, 33 Del J Corp L 1,
13-14 (2008).
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eration ' They are more effective than public company boards, as "even
the best part-time independent directors are not the equivalent of full-
time, highly incentivized private-equity managers."'" The CEO is a direc-
tor, although not usually the board's chair, while the other officers are
active ex officio members of the board.° In addition, these boards tend

21to be small and meet frequently, facilitating rapid decisionmaking.
Unlike public companies, boardroom activity in LBO firms is less

concerned with regulatory compliance, committee work, and process.-
There is better information available to top management and board
members because of initial extensive due diligence, specialized internal
reporting requirements, and the board's more intense operational fo-
cus. Moreover, there is a different social dynamic on the board, such
that anything can be discussed and all assumptions are subject to re-
consideration. 2

4

Given the finite life of LBO limited partnerships, general partners
manage their LBO firms with an eye toward ultimately liquidating their
investment. The primary exit choices are to take the firm public in an
IPO (reverse LBO), sell to a strategic buyer, sell to another private-
equity fund, or conduct a piecemeal liquidation. IPOs typically yield
the highest return for the private-equity fund's investors, while sales to
strategic buyers are generally considered the second-best option. 2

18 Geoffrey Colvin and Ram Charan, Private Equity, Private Lives, Fortune 190 (Nov 27,

2006) (describing how private-equity-owned firms' boards are different from public company
boards and "far more involved in assisting the company"); Cotter and Peck, 59 J Fin Econ at 137
(cited in note 13) ("Thus, buyout specialists are likely to more effectively monitor managers by
having more seats on the board and by having smaller boards.").

19 Ronald J. Gilson and Charles K. Whitehead, Deconstructing Equity: Public Ownership,
Agency Costs; and Complete Capital Markets, 108 Colum L Rev 231, 259-60 (2008) (suggesting
that private ownership increases the value of a firm in part through "reduced agency costs"
resulting from a more active board of directors).

20 Jensen, Economic Case at *15 (cited in note 16).
21 See, for example, Viral V. Acharya and Conor Kehoe, Corporate Governance and Value Crea-

tiorn Evidence from Private Equity *34 (London Business School Working Paper, May 2008), online
at http://www.bvca.couk/pdtphp?id=901&filename=corporate-govemance-and-valuecreation:_
evidencefromprivate-equity (visited Jan 11, 2009); Francesca Cornelli and Oguzhan Karakas,
Private Equity and Corporate Governance: Do LBOs Have More Effective Boards?, in Globaliza-
tion of Alternative Investments Working Papers Volume 1: The Global Economic Impact of Private
Equity Report 2008 65, 72 (World Economic Forum 2008), online at httpl./www.weforumorg/
pdf/cgi/pe/FullReport.pdf (visited Jan 11, 2009); Robert Gertner and Steven N. Kaplan, The Value-
maximizing Board *13 (NBER Working Paper, Dec 1996), online at http://faculty.chicagobooth.
edu/steven.kaplan/research/gerkap.pdf (visited Jan 11, 2009).

22 See Cheffins and Armour, 33 Del J Corp L at 14 (cited in note 17).
23 Jensen, Economic Case at *16 (cited in note 16).
24 See Michael C. Jensen, The Modem Industrial Revolution, Exit, and the Failure of Inter-

nal Control Systems, 48 J Fin 831,863 (1993); Jensen, Economic Case at *16 (cited in note 16).
25 These buyers would value any improvements in operating performance at the portfolio

company created by the selling private-equity owners according to whether they believe that
such gains will be temporary or permanent. This gives the private-equity seller an incentive to
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B. The Development of Private-equity Capital

Private-equity financing started from rather modest roots. Prior to
1980, the total amount of capital in the private-equity market equaled
between $2.5 and $3.0 billion, with new capital inflows at less than $100
million per year."6 Only in the 1980s, after deregulatory initiatives at the
Department of Labor and the SEC removed important obstacles to
institutional investors putting large amounts of capital into the asset
class, did the first private-equity boom begin. The mid-to-late part of
the 1980s was an active period for LBOs, before market conditions
changed and LBO activity declined rather sharply in the early 1990s.

Over the past several years, there has been an explosion in private-
equity fundraising. Recent estimates are that in 2005-2006, the private-
equity/LBO market had reached 5 percent of the capitalization of the
US stock market, or about 1.4 percent of global GDP' The rapid
growth in this market arose from favorable credit market conditions, a
huge increase in the size of private-equity funds' resources, and the
increased importance of hedge funds.

After mid-2007, however, private-equity-financed deals dropped
off sharply. Increasing competition among bidders had driven deal pric-
es higher, while accommodating credit markets permitted the average
multiple of debt to cash flow to rise to historically high levels.9 High
prices and greater debt loads elevated default risks for the newly pri-
vate firms. Things fell apart when the credit market for private-equity

ensure that the changes will persist. In the case of a strategic buyer, this would mean that the
acquirer would have to be convinced that its management could replicate the private-equity
firm's success in improving risk management or any other sources of the improved operating
performance. In a reverse LBO, potential investors would need to see that the newly public firm
could duplicate its past success with a less concentrated ownership structure. In this regard, these
investors could take comfort from evidence that operating performance improvements at re-
verse LBO firms persist for at least several years after the firm returns to public ownership. See
Gertner and Kaplan, The Value-maximizing Board at *17, table 1 (cited in note 21).

26 Daniel A. Wingerd, The Private Equity Market: History and Prospects, Investment Policy

Mag 26, 30 (Sept/Oct 1997) (describing how the weak stock market and inadequate supply of
qualified entrepreneurs led to poor conditions for venture capital in the 1970s).

27 See id at 30-32 (arguing that regulatory changes in 1980 meant that "outside managers
of plan assets in the venture arena could now be paid proportionately to their success, a vital
element in the venture capitalists' mode of doing business"); Valentine V. Craig, Merchant Bank-
ing: Past and Present, 14 FDIC Banking Review 29, 30 (Sept 2001), online at http://www.fdic.gov/
bank/analyticallbanking/2001sep/br200lvl4nlart2.pdf (visited Jan 11, 2009) (describing the history
of the private-equity market in the United States from the 1800s to the present).

28 Viral V. Acharya, Julian Franks, and Henri Servaes Private Equity: Boom or Bust?, 19 J
Applied Corp Fin 44, 44 (Fall 2007) (describing how new private-equity or LBO transactions
amounted to $500 billion globally, of which $200 billion was spent in the United States and $140
billion in Europe).

29 Steven Rattner, How the Levers Fell Off the Buyout Machine, Fm Tunes 13 (Mar 25,2008)
(noting how the value of leveraged buyouts announced between July 2007 and March 2008 equaled
"less than half the amount achieved in June 2007 alone").
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leveraged financing seized up around the same time as the subprime
mortgage market collapsed. Not only did this stop new financing from
being raised for new private-equity deals, but it also left huge invento-
ries of debt instruments on the books of major banks from older deals
that they had already completed, as well as a large pipeline of com-
mitments to finance existing deals.

A related problem was the decline in the quality of many of the se-
curities being used to finance these transactions. Financial institutions
originating the bank loans that were financing the vast upsurge in pri-
vate-equity deals were not retaining these loans on their own books,
but rather were syndicating them and selling them into the secondary
market. Because the originating banks were realizing large fees upfront
and then reselling these securities to third parties, the originating banks'
incentives to carefully assess the risks of each loan, to screen out weak
applicants, and to monitor their ongoing health were significantly wea-
kened." This created incentives for excessive risk taking in the LBO
market. Compounding this problem, many of these deals used "cove-
nant-lite" debt, where, because of highly competitive credit market
conditions, LBO lenders agreed to accept weaker contractual protec-
tions that reduced lenders' abilities to constrain or discourage oppor-
tunistic managerial conduct at these newly privatized firms.

While signs of a turnaround in the private-equity market recently
have been detected by some observers, the timing and prospects of this
recovery remain uncertain.' One question that hangs over the future of
the industry is: how strong are its claims that it increases value for in-
vestors? Equally importantly, assuming that private equity does create
value for investors, what are the sources of that value? In the next
Part, we address these questions.

II. DOES PRIVATE EQUITY CREATE VALUE?

Ever since private-equity deals first became popular in the 1980s,
academics have focused a substantial amount of attention on whether
they create value for shareholders. Furthermore, the sources of the val-
ue that may be created by private-equity transactions are crucial be-
cause some of them may involve wealth transfers or tax subsidies ra-
ther than social welfare improvements.

30 Acharya, Franks, and Servaes, 19 J Applied Corp Fin at 53 (cited in note 28).
31 See Serena Ng and Liz Rappaport, Is Debt Thaw on Borrowed Time? Buyout Bid-% Stock

Buybacks Junk Issues Offer Hope but Some See Short Window, Wall St J C1 (May 15, 2008)
(summarizing leveraged-lending executives' worries that a March to May 2008 improvement in
the credit markets was "a short-term window of opportunity for [private-equity] issuers").

[76:219
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A. Improvements in Corporate Governance and Reduction of
Agency Costs

The most commonly cited argument for private equity creating
value is that these transactions lead to improved corporate governance
and therefore agency-cost reductions. However, the source of those
agency-cost reductions has been subject to some dispute, and five main
(overlapping) theories have been proposed, which focus on different
improvements in corporate governance. First, some authors have
claimed that LBOs reduce managers' discretion to misuse free cash
flow by ensuring that they must make debt service payments, by focus-
ing managers on more efficient operations, and by creating strong per-
sonal incentives to work hard to avoid bankruptcy. In this vein, Michael
Jensen argues that going-private transactions reduce the agency costs of
equity by cutting down on managers' discretion to misallocate cash into
empire building, empire preservation, and excessive perquisites.3 Em-
pire building and empire preservation in the face of poor performance
are directly contrary to the interests of company shareholders. Thus,
executives' single-minded concern for generating cash flow to pay down
a company's high debt from an LBO shifts the focus of management
from expanding the business in slow growth areas to growing a compa-
ny's equity value as rapidly as possible, even if it involves reducing sales
and shedding assets that have greater value outside the company.

Jensen argues that adding debt to a company's capital structure is
a more credible commitment by management to pay out future cash
flows, rather than investing them in negative present value projects.'3

In essence, by exchanging debt for equity, managers bond themselves
to pay out future cash flows and not to retain or reinvest them in un-
profitable ventures. Moreover, in Jensen's view, the increased risk of
financial distress motivates private-equity-owned firms' managers to
make their companies more efficient'3

A second source of potential agency-cost reductions in LBOs aris-
es out of a strong realignment of managerial incentives, which focuses
executives' efforts more sharply on performance and value.5 Private-
equity transactions give managers substantial equity ownership posi-
tions, resulting in strong financial incentives to work hard and ensure
their companies perform well. Steven Kaplan estimates that after a

32 Jensen, 67 Harv Bus Rev at 66-67 (cited in note 1) (noting how managers have "few

incentives to distribute the funds").
33 See id at 67.
34 See id.
35 Luc Renneboog and Tomas Simons, Public-to-private Transactions: LBOs MBOs MBIs

and IBOs *10 (ECGI Finance Working Paper No 94/2005, Aug 2005), online at http://ssrn.com/
abstract=796047 (visited Jan 11,2009).
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private-equity transaction, the top two corporate officers of the target
firm have increased their stock ownership to 4.41 percent on average,
while the remaining more junior officers have increased their owner-
ship positions to 9.96 percent.6 Top managers also frequently receive
large stock and cash bonuses when they perform well.

A third potential cause for reduced agency costs is the enhanced
management incentives caused by heightened sensitivity of stock prices
to firm performance. The rise in leverage, which occurs at the time of
the LBO, raises the elasticity of stock price revisions to firm value
changes.3 Thus, managers holding large equity positions realize much
greater wealth gains from improved firm profitability. This intensifies
manager incentives both to reduce costs and to increase revenues so
as to raise firm value.

A fourth source of agency-cost reductions in private-equity trans-
actions arises from improved board monitoring of management as a
result of much stronger financial incentives for directors and better
internal reporting. Basically, the LBO creates a shareholder with a
large block of shares, or blockholder, whose representatives are placed
on the board and given majority control,2 while management has
much more limited board representation.39 This increased concentration
of ownership and control rights eliminates the free rider problem of
monitoring management that is endemic to most public corporations.
Private-equity board members also have significant financial skills and
experience from their prior LBO investments, while public directors
generally do not; and they have better information to work with as well.
All of these factors together result in better monitoring.

A fifth benefit of private equity, emphasized by Steven Kaplan and
Per Strmberg,' is the replacement of ineffective senior managers with
highly talented executives. The ability of a privately held firm to quickly

36 See Kaplan, Effects of Management Buyouts, 24 J Fin Econ at 245 (cited in note 15)
(positing that the adjusted distribution of equity interest could "suggest that new incentives for
junior managers play an important role in buyouts").

37 This was demonstrated by Dan Galai and Ronald W Masulis, The Option Pricing Model
and the Risk Factor of Stock, 3 J Fin Econ 53,58-61 (1976) (concluding that "the systemic risk of
the firm [ ] and of its equity [] is not only a positive function of its leverage ... but that it is a posi-
tive function of the face value of debt [as well as several other factors]"); Robert Merton, On the
Pricing of Corporate Debt: The Risk Structure of Interest Rates, 29 J Fim 449,466-67 (1974) (show-
ing that until some inflection point, the return equity investors demand from a firm increases
faster than the ratio of the firm's market debt to equity); Mark E. Rubinstein, A Mean-variance
Synthesis of Corporate Financial Theory, 28 J Fin 167, 176-77 (1973) (quantifying the effect of
financial leverage on the risk of a firm and its corresponding expected equity rate of return).

38 Cotter and Peck, 59 J Fin Econ at 111-12 (cited in note 13) (comparing the incentives of
the three types of controlling investors-management, buyout specialists, and outside investors).

39 Id.
40 Steven N. Kaplan and Per Strbmberg, Leveraged Buyouts and Private Equity, 23 J Econ

Perspectives (forthcoming 2009).
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replace management, who can be entrenched in a publicly held firm,
and to locate and recruit highly talented executives to the firm by offer-
ing them much higher, performance-sensitive compensation is another
important element of the LBO process.4' This enables the going-private
firm to realize much greater levels of operational efficiency and sales
and profit growth.

However, there is one important critique of the claim that private
equity results in improved corporate governance and lower agency
costs. Bengt Holmstr6m and Kaplan 2 argue that private equity only acts
to restructure wayward public companies at one point in time. They
believe that this is generally no longer necessary because top executives
at public firms now get large amounts of stock options and incentive
pay to focus them on creating value for their investors. Furthermore,
public company management today is subjected to much closer moni-
toring by shareholders and directors so that they will pursue share-
holder-friendly policies. As a result, they claim that public corporations
are much more focused on maximizing shareholder value and the need
for private equity to fill that role has diminished or even disappeared.
Essentially, Kaplan and Holmstr6m argue that corporate governance
in US public companies has significantly improved over the last few
years, substantially lowering the agency-cost savings that private-equity
investors can attain from an LBO. The key issue then becomes: how
much further does public company corporate governance need to go?

Many commentators and researchers disagree with the Holmstr6m
and Kaplan position, arguing that senior management continues to do-
minate the corporate boards of most publicly held firms in the United
States and elsewhere.4 '3 These commentators claim that there is sub-
stantial evidence of this dominance, including excess CEO compensa-
tion, low sensitivity between CEO pay and performance, low sensitivi-
ty between CEO performance and turnover, low debt levels leading to
unnecessarily large tax payments, minimal restrictions on senior man-
agers' sales or hedging of firm equity, and general support by boards
for strong takeover defenses."

41 Acharya and Kehoe, Corporate Governance and Value Creation at *6 (cited in note 21)

(reporting that one-third of CEOs are replaced within the first 100 days of an LBO and two-
thirds are gone within four years).

42 See Bengt Holmstrom and Steven N. Kaplan, Corporate Governance and MergerActivity
in the United States: Making Sense of the 1980s and 1990s, 15 J Econ Persp 121, 136 (2001) (ar-
guing that LBOs disappeared in the 1990s because "they were no longer needed").

43 Lucian Bebchuk has been an outspoken advocate of this position. See generally, for
example, Lucian Bebchuk and Jesse Fried, Pay without Performance: The Unfulfilled Promise of
Executive Compensation (Harvard 2004).

44 See, for example, id at 1-10.
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Why might this managerial domination persist? One possible an-
swer is because the director nomination process at public companies
has historically ensured that directors care more about what CEOs
think than what shareholders think.'5 The current nomination process
is designed to give the existing board the right to nominate directors,
to give CEOs significant influence over which candidates are nomi-
nated by the board and to place restrictions on outside investors' ability
to make nominations. Going-private actions can result in improved cor-
porate governance and agency-cost savings by addressing this problem.

While improved corporate governance and reduced agency costs
are recognized by most researchers as benefits of going-private transac-
tions, many other motivations have been suggested. These include trans-
action cost savings from reduced SEC regulatory constraints, takeover
defenses, tax savings from high debt, expropriation of other corporate
claimants by stockholders, and undervaluation of targets. We review the
arguments and evidence on each of these alternative motivations below.

B. The Sarbanes-Oxley Burden and Transaction Cost Reductions

The compliance costs of the Sarbanes-Oxley Act ' (SOX), especial-
ly § 404's mandate that all firms engage in costly documentation of their
internal control systems,7 may be avoided if the company goes private. 4

However, a recent article by Robert Bartlett shows that many compa-
nies taken private are still subject to federal securities reporting re-
quirements and SOX's restrictions." Further, Christian Leuz reports acontemporaneous increase in private-equity transactions outside the

45 Melvin Aron Eisenberg, The Structure of the Corporation: A Legal Analysis 146-48
(Little, Brown 1976). The increase in hedge fund shareholder activism over the past decade may
be pushing boards to a more balanced weighing of shareholder and manager interests. Hedge
funds' high success rates in their activist endeavors have heightened director sensitivity to their
interests. See Alon Brav, et al, Hedge Fund Activism, Corporate Governance, and Firm Perfor-
mance, 63 J Fin 1729, 1733 (2008) (arguing that because hedge funds occupy an "important mid-
dle ground" between internal monitoring by large shareholders and external monitoring by
buyout firms, they are in a "potentially unique position to reduce the agency costs associated
with the separation of ownership and control").

46 Sarbanes-Oxley Act of 2002, Pub L No 107-204, 116 Stat 745, codified at 15 USC § 7201
et seq.

47 15 USC § 7262.
48 See, for example, Roberta Romano, The Sarbanes-Oxley Act and the Making of Quack

Corporate Governance, 114 Yale L J 1521, 1588 (2005) (reporting that the cost of being public
more than doubled after SOX and that it imposed a "far more significant burden" on small firms
than on large companies).

49 Robert P. Bartlett III, Going Private but Staying Public: Reexamining the Effect of Sar-
banes-Oxley on Firms' Going-private Decisions, 76 U Chi L Rev 7,9 (2009) (discussing how most
going-private transactions require the target firm to issue high-yield debt securities, which "effec-
tively requires [the firm] to comply with SOX").
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United States that are not subject to SOX. 5 He argues that a general
boom in private-equity investment and the availability of debt for
LBOs is a more likely explanation for rising LBO activity.5' This evi-
dence suggests that SOX compliance costs are not that significant a
factor in going-private decisions for many firms.

Private-equity transactions are also claimed to reduce public com-
panies' other regulatory compliance costs substantially.52 One common-
ly cited type of cost reduction is the elimination of stock exchange list-
ing fees," which constitute future cost reductions over the period of time
the newly privatized firm remains unlisted.5 A related benefit is the eli-
mination of listing requirements that constrain firm capital structures,
ownership structure, and shareholder approval rights in mergers and
acquisitions (M&A) and other major firm decisions. Moving out of the
public eye may also permit firm managers to devote more of their time
to managing the firm and less to investor relations efforts designed to
educate public investors about managers' plans and actions at the firm.

Public disclosure requirements under securities laws can place
firms at a competitive disadvantage with other firms that are privately
held or are headquartered in countries with less demanding disclosure
regimes. So a third benefit of going private is to reduce public disclo-
sures of sensitive information by the firm.

At the same time that compliance costs have increased, the benefits
of being public may have declined for some companies Small cap public
corporations were adversely affected by the collapse of the technology
boom in 2001, which made the issuance of new equity more expensive for
these companies while simultaneously reducing the trading volume in
their stocks. The benefits of being public to many of these small firms
may have disappeared when they experienced falling stock prices, re-
duced liquidity, minimal analyst coverage, and lower trading volume."

In sum, there seem to be significant regulatory cost savings that
can be obtained by going private, and for at least some firms, particu-

50 See Christian Leuz, Was the Sarbanes-Oxley Act of 2002 Really This Costly? A Discussion

of Evidence from Event Studies and Going Private Decisions, 44 J Acct & Econ 146,161 (2007).
51 See id.
52 Luc Renneboog, Tomas Simons, and Mike Wright, Why Do Public Firms Go Private in

the UK?, 13 J Corp Fin 591, 597-98 (2007) (discussing how going private results in "the elimina-
tion of the direct and indirect costs associated with maintaining a stock exchange listing").

53 See Harry DeAngelo, Linda DeAngelo, and Edward M. Rice, Going Private: Minority
Freezeouts and Stockholder Wealth, 27 J L & Econ 367,400 (1984).

54 Renneboog and Simons, Public-to-private at *13 (cited in note 35) (estimating savings of
$30,000 to $200,000 in service costs from going private).

55 Jana P. Fidrmuc, Peter Roosenboom, and Dick van Dijk, Do Private Equity Investors Take
Firms Private for Different Reasons? *1 (Working Paper, Feb 2007), online at http://ssrn.com/
abstract=968101 (visited Jan 11, 2009).
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larly smaller firms, these cost savings may exceed the benefits of being
a public company.

C. Takeover Defenses

Public companies that are threatened by the prospect of a hostile
takeover may want strong antitakeover defenses. A going-private trans-
action is the ultimate defense against a hostile takeover because the
private-equity firm and the target firm's managers buy out the public
shareholders in order to ensure that they obtain or maintain control of
the firm. This removes the possibility of an unwanted bidder obtaining
a controlling position in the firm through stock purchases without the
target company management's approval. This motive seems more likely
in management buyouts (MBOs) with large management representa-
tion on boards since in LBOs private-equity investors closely monitor
management. Another important limitation of this hypothesis is that
many companies that engage in LBOs are quickly taken public again,
and at least in some cases, their management loses control at that point.

A more recent variation on this theme might be that target firm
managers who are threatened by hedge fund activist shareholders may
seek to take their firms private to retain control over them. This moti-
vation is consistent with observed evidence suggesting that hedge fund
attempts at interventions frequently lead to private-equity buyouts at
targeted firms, especially at small- and mid-cap companies.57

While going private is one effective defense against takeovers,
there are also less costly alternatives such as recapitalizing stock into
dual class structures which include a class of publicly traded inferior
shares." Thus, one is left to wonder whether takeover protection can bea major force driving going-private transactions.

D. Tax Savings

Many scholars have observed that LBOs involve buying large
amounts of publicly held stock using borrowed funds. The resulting
highly leveraged capital structure creates high debt service obligations
for the newly privatized companies. However, one benefit of the in-
crease in interest payments is the enhanced corporate tax deductions
available to the firm. For firms with significant positive cash flows
from operations, tax benefits can play a major role in any wealth gains,

56 See Louis Lowenstein, Management Buyouts, 85 Colum L Rev 730,780 (1985).
57 Bray, et al, 63 J Fin at 1742 (cited in note 45).
58 If a hostile offer is pending or imminent, however, it may be difficult to win a sharehold-

er vote to approve a dual class recapitalization. Under these circumstances, an LBO or an MBO
seems more likely to be a successful defense.
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