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to a PE acquirer versus a corporate acquirer are not
clear. In this study, I explore the differences in returns
to firms divesting to PE acquirers versus those divesting
to corporate acquirers. First, on average, divesting
firms' returns are lower when divesting to PE acquirers.
Second, these lower returns are more likely to occur
when the PE acquirer may be expecting to create less
value, or when firms choose to divest at a
suboptimal time.
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1 | INTRODUCTION

Divestitures may improve the overall allocation of resources across firms and lead to better
firm-level governance by matching divested businesses with comparatively more suitable
owners (Feldman, 2014; Feldman, 2016; Foss et al., 2021; Maksimovic & Phillips, 2001;
Markides, 1992). Divesting firms rely on divestitures for corporate refocusing and renewal, to
free up and reallocate resources, to optimize corporate scope, and to improve performance
(Feldman, 2014; Hoskisson et al., 1994; Vidal, 2021). Conversely, acquirers are thought to target
divested businesses complementary to their own resources to create value from synergy-based
sources (Feldman & Hernandez, 2022). This value created by the acquirer may be greater than
the value that would be created if the divested business remained with the divesting firm (Foss
et al.,, 2021; Lippman & Rumelt, 2003). In fact, the extent of value creation by a potential
acquirer is important for the divesting firm. In general, the more value the acquirer expects to
create, the more value there is potentially to be shared by the divesting firm. For example, an
acquirer may be willing to pay a higher price for a divested business it expects to generate high
synergies, especially if other acquirers may also be interested in that business (Adegbesan, 2009;
Barney, 1986, 1988; Bradley et al., 1988). Thus, heterogeneity in divestiture performance from
the divesting firm's perspective may, at least in part, correlate with value creation by the
acquirer. Indeed, prior research suggests the transaction outcomes for the divesting firm and
the acquirer may depend on the combined characteristics of the divesting firm, the divested
business, and the acquirer and its sources of value creation (Capron & Pistre, 2002; Capron &
Shen, 2007; Feldman, 2020, 2021; Feldman et al., 2016; Feldman et al., 2019).1

!For example, in M&A generally, acquisitions of private rather than public businesses may lead to higher acquirer
returns (Capron & Shen, 2007; Laamanen et al., 2014), whereas family ownership may lead to (a) higher returns to
family-owned firms that acquire businesses from non-family-owned firms, and (b) higher returns to family-owned firms
selling businesses to non-family-owned firms (Feldman et al., 2019). I cite these as a general illustration of how the
characteristics of the counterparties and transacted assets may influence M&A transaction outcomes to motivate how
the trilateral divesting firm-divested business-acquirer combination may influence divestiture performance specifically
(Feldman, 2020, 2021).
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In most work studying divestitures, the acquirer is assumed to be a corporation in pursuit
of some type of synergies. Yet recently, private equity (PE) firms, which are distinct from cor-
porations as a form of governance and in their business model, have gained prominence in
the market for corporate assets. In 2021, PE firms participated in about 30% of all mergers
and acquisitions (M&As) (Zhang, 2021). PE firms manage trillions of US dollars of investor
capital, engage in thousands of M&A transactions, and may own in excess of 10,000 busi-
nesses in their portfolios at any time (Bain & Company, 2019; Brown & Witte, 2018). PE firms
are professional buyers, owners, and resellers of businesses, which are generally kept as
stand-alone entities because PE owners plan to exit them profitably through a sale or a public
offering just a few years after acquiring them. To create value through their M&A activities,
PE firms employ distinct strategies that may rely on one or more potentially idiosyncratic and
PE-specific sources of advantage—for example, their ability to select undervalued targets,
increase target value during their ownership period, and optimally time their transactions
(Kaul et al., 2018; Nary & Kaul, 2023). The differences in the M&A value creation strategies of
PE acquirers relative to the strategies of corporate acquirers may correlate with differences in
how and how much value is created in a divestiture, and affect the divesting firm's potential
share of that value and its transaction performance (Feldman, 2020, 2021; Foss et al., 2021;
Kaul et al., 2018; Nary & Kaul, 2023). Even so, much of strategy research assumes that an
acquirer of a divestiture is a corporation or disregards its identity, and the outcomes of
divesting to a PE acquirer have been all but ignored in the strategy literature®
(Feldman, 2020, 2021).

To understand the implications for divesting firms' performance when divesting to a PE
acquirer rather than to a corporate acquirer, this study examines divesting firms' shareholder
returns® from divestitures, and considers two questions. First, do the divesting firm's
shareholder returns differ when divesting a business to a PE acquirer rather than to a corporate
acquirer? Second, if the divesting firm's shareholder returns differ, what is the likely explanation?
This study proposes that if potential divestiture performance differences exist, they may be

2Some recent work does encourage scholars to investigate outcomes of divesting to PE, in discussing the
heterogeneity of divestitures and their performance (Chen & Feldman, 2018; Feldman, 2014; Vidal, 2021; Vidal &
Mitchell, 2015), as well as heterogeneous effects of counterparty characteristics (Feldman et al., 2016, 2019;
Laamanen et al., 2014), and the distinct advantages of PE acquirers in the market for corporate assets (Nary &

Kaul, 2023), even making direct calls to “examine the consequences of divisional buyouts [by PE] for the corporate
parents” (Kaul et al., 2018, p. 1293).

*This study focuses on the divesting firm's performance in a divestiture transaction. The influence of a single
transaction on the divesting firm's overall performance may vary due to multiple factors—for example, whether a
divestiture is part of a program of transactions over some length of time. Thus, a transaction's influence on overall
performance is challenging to conceptualize and to estimate. Yet focus on transaction-level performance offers three
benefits. First, transaction performance can be conceptualized and measured more precisely to correlate
performance with acquirer type, even if the divesting firms engage in multiple divestitures with different acquirers.
Second, some, but not all, transaction performance may be directly linked to firm-level outcomes—for example, if a
large divestiture commands a high price and frees up significant capital. Third, short-term shareholder returns, as
the most common measure of transaction performance, have been shown to correlate with firm-level performance,
and are comparable across thousands of prior M&A studies, increasing the potential contribution of the current
study’s findings.
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explained by differences in the value creation® potential of target selection, ownership, and
transaction timing strategies of PE acquirers relative to those of corporate acquirers. As
explained more precisely in the next section, the combined effect of these differences on
divesting firms' performance is not immediately clear, because these strategies may jointly or
separately affect how much value is created. Given the multiple distinct, yet potentially over-
lapping explanatory mechanisms, I adopt a question-based, abductive approach (Graebner
et al., 2023), building on empirical studies of PE firms' behavior (Fidrmuc et al., 2012; Hege
et al., 2018; Kaul et al., 2018) and theories of PE firms' sources of advantage in the market for
corporate assets (Nary & Kaul, 2023), as well as conceptual work focusing on M&A value crea-
tion and ownership strategies (Barney et al., 2021; Feldman & Hernandez, 2022; Foss
et al., 2021).

Using a sample of 1055 divestitures by 308 publicly owned US manufacturing firms, this
study presents a rich set of empirical findings that both are consistent with, and add to, prior
work (Kaul et al., 2018; Nary & Kaul, 2023). To answer the first question, I examine the average
effect of divesting to PE acquirers. The results reveal that lower, even negative, shareholder
returns correlate with divestitures to PE acquirers relative to those to corporate acquirers. These
effects are robust to sampling bias based on the decision to divest.

To answer the second question, I study the three potential explanations for lower share-
holder returns of firms divesting to PE acquirers. First, PE acquirers may non-randomly target
undervalued or hard-to-value divested businesses distinct from those targeted by corporate
acquirers. I find that the lower returns of firms divesting to PE acquirers persist after I use
matching to balance such differences across treatment (PE acquirer) and control (corporate
acquirer) groups of divested businesses. Thus, I find no evidence that the performance differ-
ences may be explained by the observable differences—such as parent size, diversification level,
total goodwill, PE experience, or whether a noncore business is divested—in the characteristics®
of divestitures to PE acquirers versus those to corporate acquirers. Second, PE acquirers’ sources
of ownership value creation may differ from the synergy-based sources of ownership value crea-
tion for corporate acquirers, affecting the total value created by the acquirer. I exploit heteroge-
neity in PE acquirers’ motives that may correlate with different PE ownership strategies,
distinguishing “direct” buyouts of divested businesses by PE acquirers from “indirect” buyouts
as add-on acquisitions of divested businesses by PE-owned firms. These “indirect” buyouts may
be motivated by synergy-based sources of value like those pursued by corporate acquirers, even
if the PE firm is the ultimate owner (Castellaneta & Gottschalg, 2016; Hoskisson et al., 2013). I
find that lower divesting firms' shareholder returns are associated with “direct” buyouts by PE
acquirers, but not with “indirect” buyouts by PE-owned firms. Thus, lower divesting firm

“I focus on the potential value creation by the acquirer to explain differences in divesting firms' performance with
divestitures to PE acquirers versus to corporate acquirers for two reasons. First, the total value created in a divestiture
consists of the value created directly by the divesting firm from divesting the business (e.g., by freeing up capital for
better uses) and the value created directly by the acquirer (e.g., from synergies). On average, I expect the divesting firm's
direct value creation may not vary (at least not as much) with acquirer type, and may depend on additional factors. Yet
value created by the acquirer, which may vary with acquirer type, is more likely to correlate with the divesting firm's
transaction performance because the divesting firm may potentially share some of that value. Second, in elaborating on
divestiture performance at the intersection of the characteristics of the divesting firm, the divested business, and the
acquirer and its sources of value, I follow recent calls from strategy scholars to study the trilateral nature of divestiture
transactions (Feldman, 2020, 2021; Kaul et al., 2018).

Table Al in Online Appendix A summarizes the differences in observable characteristics of divestitures in the
treatment (PE) and control (corporate) groups before these differences are balanced in a matching procedure.
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returns may be associated with direct PE ownership strategies that result in lower acquirer
value creation. Third, PE acquirers may time their transactions more strategically than corpo-
rate acquirers do. I offer some evidence that PE acquirers’ transaction timing strategies may cor-
relate with lower divesting firm returns, as divesting firms' suboptimal timing in divesting their
businesses to PE acquirers due to various types of financial distress is associated with lower
returns. The analysis also suggests that PE acquirers’ value creation strategies may interact, fur-
ther affecting the divesting firms' returns. For example, the negative effects of PE acquirers'
transaction timing strategies are diminished with “indirect” divestitures to PE-owned firms,
which may create more value relative to “direct” divestitures to PE acquirers.

In summary, my findings suggest that divesting to PE acquirers (vs. corporate acquirers)
may lead to lower divesting firm shareholder returns, which may be linked to PE acquirers'
value creation via their distinct ownership and transaction timing strategies, but not their target
selection strategies. This project makes two contributions to the strategy literature. First, it con-
tributes to the literature on corporate strategy, the market for corporate assets, and M&A value
creation. It elaborates the tension between the characteristics of the seller, the target, and a dis-
tinct acquirer like a PE firm, highlighting the nuances and heterogeneity of the M&A counter-
parties’ dynamics of value creation and division in M&A transactions broadly
(Adegbesan, 2009; Barney, 1986, 1988; Grimpe & Hussinger, 2014; Laamanen et al., 2014), and
in divestitures specifically (Feldman, 2014, 2020, 2021; Feldman et al., 2019; Vidal &
Mitchell, 2015). Second, this research contributes to the nascent stream of management studies
focusing on PE firms and their role and behavior in the market for corporate assets, by showing
how PE firms' idiosyncratic sources of M&A value creation may lead to distinct outcomes for
other firms transacting with PE firms (Benner & Zenger, 2016; Berger & Ofek, 1996;
Castellaneta & Gottschalg, 2016). It also describes the heterogeneity of PE buyouts and value
creation strategies in “direct” acquisitions by PE acquirers themselves relative to “indirect”
acquisitions by PE-owned firms. This is also one of the first studies to provide empirical evi-
dence supporting the recent conceptual work on PE firms' sources of advantage in the market
for corporate assets and ownership competence (Foss et al., 2021; Nary & Kaul, 2023).

2 | THEORY AND BACKGROUND
2.1 | Divestiture value creation and returns to the divesting firm

From the perspective of the divesting firm, what are the potential sources of heterogeneity in its
divestiture performance that may correlate with acquirer type and characteristics? Generally, a
divesting firm may expect to create value when, after divesting a business, its remaining
resources are more efficiently allocated and in line with its strategic goals (Duhaime &
Grant, 1984; Markides, 1992; Vidal, 2021; Vidal & Mitchell, 2015), when it can realign its incen-
tives and resolve its agency conflicts (Feldman et al., 2016; Kaul et al., 2018), when it can rid
itself of negative synergies and potential liabilities (Bergh et al., 2008), or when its strategies
become easier to evaluate by stakeholders (Benner & Zenger, 2016; Feldman et al., 2016). Given
the divesting firm's motive and its decision to divest, divestiture performance linked to the
extent of this “internal” value creation should correlate with the divesting firm's own corporate
scope and resource allocation strategies, rather than with the characteristics of the acquirer.®

SAlthough outside the scope of this study, there may be exceptions to this logic, creating a future research opportunity.
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Yet there are two additional and related sources of heterogeneity may affect the divesting firm's
overall divestiture performance, and these sources may be linked to the characteristics of the
acquirer and the transaction.

The first source of potential heterogeneity is how much value is expected to be created by
an acquirer of the divested business. The higher the expected synergies’ between an acquirer
and the divested business, the more value that acquirer may expect to create beyond the intrin-
sic value® of the divested business, the higher that acquirer's willingness to pay a steeper price
for the divested business, and the higher the likelihood of increased returns for the divesting
firm if it receives a price above the intrinsic value of the divested business (Adegbesan, 2009;
Barney, 1986, 1988; Brandenburger & Stuart Jr., 1996; John & Ofek, 1995). Conversely, divested
businesses lacking potential synergies that may increase their worth beyond their intrinsic
value in the eyes of the likely acquirers are less likely to sell at a price above their
intrinsic value, lowering the likelihood of increased returns for the divesting firm
(Adegbesan, 2009; Barney, 1988; Makadok & Barney, 2001).

The second source of potential heterogeneity is how much of the value expected to be cre-
ated by the acquirer of the divested business may be shared by the divesting firm (Barney, 1988;
John & Ofek, 1995). On average, the divesting firm may receive a higher share of the value
expected to be created by the acquirer when the value creation potential of the divested busi-
ness is especially attractive from the acquirer's perspective, as well as when there are multiple
potential acquirers with high potential synergies that may bid up the price, when the market
conditions are favorable, or when the divesting firm requires motivation to sell (Barney, 1988;
Bradley et al., 1988; Clubb & Stouraitis, 2002; Jensen & Ruback, 1983). Conversely, a divesting
firm unable to attract buyers for its divested business, choosing to sell at a wrong time, facing
financial distress, or otherwise pressured to divest may share less of any value potentially cre-
ated by the acquirer, which may result in lower returns for the divesting firm (Adegbesan, 2009;
Brauer & Wiersema, 2012; Clubb & Stouraitis, 2002; Easterwood, 1998; Humphery-Jenner
et al., 2019).

Contemporary strategy work suggests that value creation and division dynamics within the
triad of “an acquiring firm, divesting firm, and the [divested] business unit ... could be used to
generate novel insights into ... divestiture performance,” and notes that “conceptualizing dives-
titures in this way has significant performance implications” (Feldman, 2021, p. 9), including
when corporations divest to PE firms specifically (Kaul et al., 2018). Thus, to investigate the dif-
ferences in divesting firms' performance following divestitures to PE acquirers versus divesti-
tures to corporate acquirers, this study focuses on the nature and the extent of value creation by
the acquirers of the divested businesses, as well as how much of that value may be potentially
shared by the divesting firm. Specifically, I study how the different sources of value creation for
PE acquirers relative to corporate acquirers may influence how much value is potentially

"Feldman and Hernandez (2022) describe five broad synergy types: internal synergies, synergies related to market
power, relational synergies, network synergies, and nonmarket synergies. I do not consider each different type of
synergy separately, but instead focus on elaborating differences in value creation strategies of PE and corporate
acquirers.

8“Intrinsic value” refers to the stand-alone economic value of a divested business as-is, roughly reflecting the fair value
of its future cash flows exclusive of any additional synergies, complementarities, or improvements that may be acquirer-
specific (Adegbesan, 2009; Barney, 1986; Brandenburger & Stuart Jr., 1996; Makadok & Barney, 2001). In most cases,
the intrinsic value sets the floor for the price of the divested business, and represents the indifference point for the
divesting firm. Nary and Kaul (2023) provide a detailed discussion of the value-based approach to understanding M&A
performance and value creation and division specifically in the context of PE versus corporate acquirers (pp. 722-725).
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created by the acquirer and shared” with the divesting firm, which should be reflected in the
divesting firm's shareholder returns from the divestiture. The next two subsections explore these
differences in acquirer value creation and their implications for the divesting firm in more
detail.

2.2 | How do divestitures to PE acquirers differ from those to
corporate acquirers?

PE firms are professional buyers, owners, and sellers of businesses, and increasingly some of
the more prominent actors in the market for corporate assets, where they seem to create signifi-
cant value. In fact, PE firms' average long-term returns may beat those of public firms, even
when adjusting those returns for PE firms' typically high leverage (Cumming et al., 2007; Guo
et al., 2011; Harris et al., 2014; Phalippou & Gottschalg, 2008). PE firms are especially active
acquirers of divested businesses. Acquisitions of divestitures are the modal type of a PE transac-
tion, accounting for 30% of all PE M&A activity and approximately 80% of all PE M&A activity
involving publicly traded US firms, including many large transactions (Dean, 2011; Kaul
et al., 2018; Preqin, 2018).

The sources of value creation for PE acquirers in the market for corporate assets may differ
from those for corporate acquirers (Kaul et al., 2018; Nary & Kaul, 2023). Corporate acquirers
tend to target synergy-based sources of value, likely resulting in at least partial integration of
their own resources with those of the acquired business, which they typically plan to own in
perpetuity. Even if left mostly independent, at a minimum, the acquired business will be subject
to the acquirer's resource allocation decisions involving the acquirer's other businesses
(Baker & Montgomery, 1994; Castellaneta & Gottschalg, 2016). In contrast, PE acquirers are
temporary owners by design. They raise investment funds from outside investors, which
are usually paid back within about 10 years. Thus, PE owners are incentivized by the return on
investment, and plan to sell each owned business, whether through a sale or a public offering,
within a few years of acquiring it, with the goal of receiving more money than they invested
during the acquisition and throughout the holding period (Castellaneta & Gottschalg, 2016;
Hege et al., 2018; Nary & Kaul, 2023). In turn, PE acquirers are less likely to integrate acquired
businesses into their portfolios, and PE owners' resource allocation decisions aim to maximize
the stand-alone, intrinsic value of each owned business before exiting it (Baker &
Montgomery, 1994; Castellaneta & Gottschalg, 2016).

Prior work has described three potential sources of advantage for PE firms in M&As that
may allow these firms to create value even as temporary owners likely lacking the synergy-
based sources of value creation favored by corporate acquirers (Nary & Kaul, 2023). First, a PE
firm may have a valuation advantage, seeking to acquire a business undervalued by other mar-
ket actors and later sell it at a price closer to the target's true intrinsic value (Nary &
Kaul, 2023). Second, a PE firm may have a governance advantage, as it may be able to improve
the value of an acquired business during the ownership period—for example, by relying on PE-
specific capabilities that may differ from those used by corporate acquirers (Kaul et al., 2018;
Klein et al., 2013; Nary & Kaul, 2023). Third, a PE firm may have a timing advantage if it can
strategically time its transactions—for example, targeting a business in a depressed market or

°Although it is generally outside the scope of the analysis in this study, in Online Appendix B, I explore whether the
bargaining dynamics between the acquirer and the divesting firm further influence the divesting firm's returns.
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industry, or when no other acquirers are interested, with the intention of selling it at profit
when the conditions improve or a suitable acquirer appears (Gorbenko & Malenko, 2014;
Nary & Kaul, 2023).

If PE acquirers and corporate acquirers rely on distinct value creation strategies (Bargeron
et al, 2008; Gorbenko & Malenko, 2014; Hege et al., 2018; Kaul et al., 2018; Nary &
Kaul, 2023), which may result in differences in the value they create when acquiring divesti-
tures, what does that mean for divesting firms' performance when divesting to PE acquirers
instead of corporate acquirers?

2.3 | Returns from divestitures to PE acquirers versus divestitures to
corporate acquirers

The first, largely empirical question explored in this study is whether divesting firms' share-
holder returns may differ when divesting businesses to PE acquirers versus corporate
acquirers. If such performance differences do exist, the second question is whether these dif-
ferences may be associated with the different sources of value creation for PE versus corporate
acquirers. Conceptual work on ownership competence has suggested three broad sources of
value creation for business owners, which may differ in their capabilities and competences
(Foss et al., 2021). These parallel PE firms' potential sources of advantage in the market for
corporate assets (Nary & Kaul, 2023). First is matching competence, or knowing which valu-
able combinations of resources to own, and it is comparable to PE firms valuation
advantage—that is, finding undervalued businesses. Second is governance competence, or
knowing how to govern specific businesses, which is comparable to PE firms' governance
advantage. Third is timing competence, or knowing when to own, acquire, and divest busi-
nesses, which is comparable to PE firms' timing advantage. To synthesize and simplify the
model, I summarize these as acquirers' target selection strategies, ownership strategies, and
transaction timing strategies. Next, I elaborate the potential differences in value creation asso-
ciated with each of these strategies for PE acquirers versus corporate acquirers of divested
businesses.

2.3.1 | Target selection strategies of PE acquirers of divested businesses
versus corporate acquirers

PE acquirers are thought to search out targets and transaction structures that fit their sources of
advantage, acquiring mismanaged, undervalued, capital-starved, or otherwise out-of-favor busi-
nesses, which tend to be distinct from the targets of corporate acquirers pursuing synergy-based
sources of value (Castellaneta & Gottschalg, 2016; Kaul et al., 2018; Nary & Kaul, 2023). Thus,
the differences in divesting firm performance may be correlated with nonrandom target selec-
tion and differences in the characteristics of divested businesses targeted by PE versus those
targeted by corporate acquirers (Kaul et al., 2018). For example, if PE acquirers target divested
businesses that are underperforming, less attractive, and with an apparently low value creation
potential above intrinsic value, these transactions may draw less interest from other acquirers,
and have lower prices. Collectively, these factors may lead to lower average shareholder returns
for the divesting firms.
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2.3.2 | Ownership strategies of PE acquirers of divested businesses versus
those of corporate acquirers

There may also be differences in how and how much value is created by different acquirers
during the ownership period. A corporate acquirer may pursue synergy-based sources of
value by permanently recombining its own resources and capabilities with those of the
divested business. Conversely, a PE acquirer may look to increase the stand-alone, intrinsic
value of an acquired business by improving its efficiency, investing additional capital, resolv-
ing stakeholder conflicts, and realigning managerial incentives, ultimately resulting in better
performance and a higher price when the PE owner sells that business in a few years (Kaul
et al., 2018; Klein et al., 2013). Generally, prior work suggests that the “best synergistic [cor-
porate] buyer” may create more ownership value from a divested business than an average
PE acquirer (Nary & Kaul, 2023, p. 5), all else remaining equal. Thus, overall, PE firms' own-
ership strategies may be correlated with lower divesting firm shareholder returns if, on aver-
age, corporate acquirers of divested businesses are able to create more value from synergy-
based sources. However, some PE acquisitions may also be motivated by synergy-based
sources of value, much like those that attract corporate acquirers. This situation arises in
add-on acquisitions by PE-owned firms, which have become more common in recent years
(Hege et al., 2018; Nary & Kaul, 2023; Valkama et al., 2013). Moreover, if a synergistic corpo-
rate acquirer does not exist (e.g., for some distressed assets), then PE firms' ownership may
create the most value for the divested businesses. Thus, the ultimate effect of PE ownership
strategies on divesting firms' shareholder returns may depend on the exact sources and
nature of ownership value creation of specific PE acquirers relative to potential corporate
acquirers.

2.3.3 | Transaction timing strategies of PE acquirers of divested businesses
versus those of corporate acquirers

In timing their transactions, on average, corporate acquirers and divesting firms may have
similar considerations. Corporations are more likely to acquire businesses not only when the
right target is available, but also when the acquirers have slack resources, have absorptive
capacity, and are not facing significant resource constraints or challenges; conversely, corpo-
rations that are pressured, underperforming, resource-constrained, or changing strategic
direction are more likely to divest (Anand & Singh, 1997; Bergh, 1997; Iyer & Miller, 2008;
Penrose, 1958; Shimizu & Hitt, 2005). By comparison, PE acquirers may be more flexible and
strategic with the timing of their transactions, as they may have access to investor capital that
can be deployed if the right opportunity arises, and they may be less dependent on the state of
specific industries or public markets when making acquisitions (Nary & Kaul, 2023). PE
acquirers may also engage in strategic brokerage when a seller is distressed or pressured,
when a synergistic corporate acquirer is unable to acquire a business when it becomes avail-
able, or when acquiring distressed assets opportunistically to resell at a profit later (Nary &
Kaul, 2023). If a PE acquirer uses timing strategies, it may imply that the best synergistic
buyer is not available, and may correlate with lower value creation, resulting in lower
divesting firm returns.
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2.34 | Divesting firms' returns and value created by PE acquirers versus

corporate acquirers

Given that multiple explanatory mechanisms'® may work separately or potentially interact in
increasing or decreasing the acquirer's value created and the divesting firm's share of that value
and its resulting returns, I make no specific predictions regarding the precise effect of an
acquirer being a PE firm. Instead, this research takes an abductive, exploratory approach to
compare and, where possible, isolate and study these value creation mechanisms. The study
begins by empirically investigating whether there are performance differences when divesting
to a PE acquirer versus a corporate acquirer. It then explores which of the possible explanations
for the outcomes—that is, differences in acquirer value creation due to differences in target
selection strategies, ownership strategies, and transaction timing strategies of PE acquirers ver-
sus corporate acquirers—are most consistent with the empirical observations.'* Table 1 summa-
rizes the theoretical mechanisms.

3 | DATA AND METHODS

The core sample for this study consists of 1055 businesses divested by 308 publicly traded US
manufacturing firms (SIC 2000-3999)"* over a period of 14 years (1997-2010) and is comparable
to the samples used in other studies of PE (Kaul et al., 2018). The sample, used for the first of
the two-stage models to control for bias due to sampling on a divestiture includes all 982 pub-
licly traded US manufacturing firms (SIC 2000-3999) present in the Compustat database during
analysis.

To measure divesting firms' performance, in line with prior work (Aktas et al., 2022;
Feldman et al., 2016, 2019), I use the 3-day (-1, +1) cumulative abnormal return (CAR) around
the day of the divestiture announcement, calculated using an initial estimation period of
250 trading days, a 20-day gap before the observation window, and market return on a value-
weighted index (Fama et al., 1969; MacKinlay, 1997; Strong, 1992). Results are robust to

1°How value is shared between a PE acquirer and a corporate divesting firm is not always clear. PE firms number in
the thousands, and are always searching for the next target. At least some of their value creation strategies may be
common and generic among PE firms. Moreover, multiple PE bidders may engage in bidding competition, increasing
the divesting firm's share of value and returns (Hege et al., 2018; Nary & Kaul, 2021). Even so, PE firms may
persistently generate positive long-term returns, which would be unlikely if the returns from their deals were
routinely bid away in competitive bidding (Cumming et al., 2007; Ghai et al., 2014; Harris et al., 2014; Hoskisson

et al., 2013; Phalippou & Gottschalg, 2008). How might PE firms avoid competition and bidding away returns? There
may be less direct competition among PE firms if markets provide enough opportunities for all PE firms, for example,
or if some PE firms specialize in either distinct strategies or specific industries. A precise answer to this question is
outside the scope of this paper. Instead, in the current study, I assume that value division when divesting to PE firms
is consistent across deals and thus subsumed into differences between PE acquirers’ and corporate acquirers’ value
creation strategies.

Online Appendix B explores the potential effects of bargaining power differences between the divesting firm and the
acquirer on the divesting firm's performance, but finds little evidence of their importance.

2Although industry classification schemes and patterns of M&A activity vary over time, manufacturing has consistently
been the top sector for PE buyout activity, accounting for at least 22% of all PE buyout transactions, per Preqin (2018).

85U8017 SUOWIWIOD BA11E.1D 3|l |dde Ly A peuieA0B 812 SSDILE WO ‘95N JO S3|NJ 104 A%e1q18UIUO A8|IM UO (SUOHIPUO-PUB-SULBIALI0D A3 IM A LIq U1 UO//SHNY) SUORIPUOD PUe SLd | 81 88S *[1202/50/ST] Uo AReiqiauluo A8|IM elleAlfsuted JO A1soAIIN Aq TTOE WS/200T OT/I0p/LI0D" AB| 1M Al.q 1)Ul U0//SANY LWOI) PAPeo|uMOQ ‘0 ‘9920.60T



10970266, 0, Downloaded from https://onlinelibrary.wiley.com/doi/10.1002/smj.3611 by University Of Pennsylvania, Wiley Online Library on [15/05/2024]. See the Terms and Conditions (https://onlinelibrary.wiley.com/terms-and-conditions) on Wiley Online Library for rules of use; OA articles are governed by the applicable Creative Commons License

_WILEY_ L=

SMS | Strategic Management Journal

NARY

191 Jeadde Aew Jnq
‘d[qe[reAe AIULIIND SI SAIFISUAS
M 1a1mboe Tenuajod
1s9q OU JeY} Yons sI Jurun )
J1 SUINJAI JOMO[ PUB ‘UONBIID
onfeA JoMo[ Ul }[nsal Aeur
sa1397ens Surwn uonoesuen)
Hqd ‘s121mboe 9jeiodiod

Jo sa13a3e1s Ay} 0) 2ATIR[DY

an[ea paseq-A319u4s 93ea1d
ued ‘armny 1o juasaid ‘rormboe
91e10d10o ou J1 10 sairnboe
SOISIOUAS UM UL PIUMO
-gd B SSo[un ‘SUIN}al J9Mo|
pUE UONEBIID SN[EA JIdMO] UT
Jnsax Aew sa1393ens drysIoumo
Ad ‘s1a1mboe ajerodiod

Jo sa13a3e1s Ay} 0) 2ATNR[DY

wiIy SUnSaAIp aY) 0) SUINjaI

JISMO] PUE ‘UOT}BIID AN[BA J9MO]

ur J[nsaz Aeur sa1391e1)S UOIIII[AS

103181 4 ‘s101mboe 9jerodiod
Jo sa13ejes Ay} 0) SANR[Y

QIUIIIJJIP uonjead anfeA g4

Aepo) Anq
0) Surpim Jo d[qe[reae ST 104nq
[ons ou JI aI1ninj 9y} ut 104nq
191399 ® 0} [[9S 03 JUUT A}
M sassauIsng Anq Aewr g4 pue
‘so139)B13S JO UOIIBN[BAD [BUIIXD
10 ‘spua1) A1snpur ‘so[oLd
jJosjrew uo Judpuadop ssof

9q Aewr s1axmboe gJ ‘ee1oae uQ

SO1310UAS Teryuajod UMO SIT TIIm

UL paumo-gd ® st 1a1rnboe

9} SSaUN ‘SUOIIB[I JOP[OYNe)S

Suidueyo pue ‘[ended

juanyed Surpraoid ‘seAryudUT

Juruirear ‘SerouOIF

Suraoxdwr £Aq anfea euonerado
91ea1d 0} wire Aew s1o1mnboe g4

(s1eak 9—¢) awm Jo porrad
110Ys AJqQBUOSEII B UIYIIM PIIIXd
pue SanIIud duore-pue)s se jdoy
USUM SUIN}AI 3)eIdUas [[mm jey)
S9SSAUISNQ PAISIAIP panjeAIspun
1a31e) A[re1ousd Aew s1o1mboe g4

Jamboe g4

S9[04 Joxj1RW 0} dourWIOfId UMO
119U} WOJJ ‘SI0)0kJ [BUIIXS pue
[eUISIUT TR[IWIS 0} J03[qns u)jo are
pue ‘sassaursng Suryes 1o Surdng
uayMm 3oud)adwod Jurwiy IefruIrs
aaey prnoys suoneiodiod SunsaAIp

pue s1oxmboe a1e10d100 ‘93eI0AR UQ

ssauisnq paimboe

a1 Jo 3soy YIm sanIfiqeded

PUE S30IN0ST UMO 119y} SUTUIqUIOD
£q anea Jo $20IN0s paseq-A3IoUAS
y3no1y) anyea [euonerado a1eaId

0) wre Aew s1a1mboe djerodio)

wa)

arerdojur Apusuewrad o) uerd pue
saniIqeded pue s301N0sa1 JUTISIXD
11y} 03 Arejuswa[duod jsour

SE PaAIa0Iad SISSUISN] PAISAAIP

1081e) Aew s1o1rnboe ayeiodio)

1amboe ayerodion

s1ay01q
o139181S Se
Ad—oSejueape
Surwn 44

:€20T ‘e % AreN

uMO 0}
uaym Surmouy
—aoudjaduwod
Suruuy,
:T20T “Te 32 ssoq
SISUMO
Teuorssojoid se
qd—oSejueape
oueuranog g4
:€20T ‘e % AreN
umo
0} moy Surmouy
—aoudjaduwod
0UBUIIA0D)
:120T “Te 32 ssoq
I0)SoAUT
JudgIeyur se
qd—oSejueape
uonenyeA g4
€20z ‘e % AreN
umo
03 yeym Surmmouy|
—aoudjadurod
Suryoren
:120T “Te 32 ssoq

SISeq [EI11AI0dY L,

sa13arens
Surum
UoToBSURI],
sa139181)8
diysoumQ
SOURISJIP
pue $301n0s
so13a1ens uoneaId
uonoI9as 1931e], anfeA

WISTUBYIIAI

-doueuLIojad SuLIy SUnSIAIp Surddfje SWISIUBYIIW PIZIIOaY) Jo ATewiumS [ 19V L



12 WI LEY_ SMS | Strategic Management Journal NARY

alternative CAR windows and specifications. PE acquirer is coded as 1 for a PE acquirer and
0 for a corporate acquirer."?

The analysis includes control variables to account for the potentially confounding variables
and factors that may influence either the selection or the outcomes of divestitures. At the
divesting firm level, because it is important for the core analysis to hold the characteristics of
the divesting firm constant, the analysis accounts for the size of the divesting firm, measured as
the log of its annual revenues; its level of diversification, calculated as 1 minus the Herfindahl
index of the divesting firm's sales across its business segments; its profitability, measured as the
ratio of its operating income to revenues; its capital expenditure ratio; its degree of financial
leverage, measured as the debt-to-equity ratio; and its R&D intensity, measured as the ratio of
R&D expenses to revenues (Kaul et al., 2018). Other control variables include the divesting
firm's corporate development experience, such as its prior acquisition, divestiture, and PE dives-
titure experience, measured as the number of each of these types of transactions completed in
the 5 years prior to the focal transaction. This reflects the importance of transaction experience
and accounts for potential indirect experience spillover effects (Bingham et al., 2015; Zollo &
Reuer, 2010). Another control variable is the divesting firm's accumulated goodwill, which may
be related to its past acquisitions and divestitures as well as to its future M&A motives
(Rabier, 2017). I also control for the divesting firm's executive and CEO long-term compensa-
tion, the CEO's percentage of share ownership, and CEO tenure, because these factors may cor-
relate with strategic choices made by the divesting firm and have been shown to affect firm-
level actions and outcomes in prior work (Feldman, 2014; Kaul et al., 2018; Maksimovic &
Phillips, 2001; Markides, 1992; Walters et al., 2007).

At the divestiture level, I control for whether the divested business is related to the divesting
firm's core business, because noncore businesses are both more likely to be divested and more
likely to be acquired by PE firms (Bergh et al., 2008; Kaul et al., 2018). All measures of related-
ness are calculated at the two-digit SIC level, but the results are robust to alternative (three-
and four-digit) SIC-based measures.'* The main analysis also controls for potential incentive
misalignment as the proportional difference between the CEO's and divisional executives' long-
term compensation, and for potential R&D underinvestment at the business level relative to the
industry, as these factors have also been correlated with the choice to divest in general, or to
divest to PE firms specifically (Kaul et al., 2018). To account for acquisition trends in the
divested business's industry, I include the number of yearly M&A transactions. I also control for
whether the divestiture is a cash deal or a large transaction ($500 million or more), and whether
the acquirer is experienced, as all of these factors may correlate with transaction-level perfor-
mance (Bradley et al., 1988; Fishman, 1989; Kusewitt Jr., 1985; Loughran & Vijh, 1997,
Ruback, 1983). Likewise, I control for whether the divesting firm retained a financial advisor
for each divestiture, because financial advisors may influence the outcome of the transaction
(Bao & Edmans, 2011; Golubov et al., 2012). All control variables were lagged by a year. Robust
standard errors were clustered at the divesting firm level, and year effects were included in all
models. Table 2 describes the variables and data sources, Table 3 provides summary statistics at

3To distinguish PE firms from other acquirers, I manually checked every acquirer's ultimate parent against PE data
compiled from combined Pitchbook, Preqin, and PrivCo data. In line with prior work, management or shareholder
buyouts, spinoffs, minority transactions, and share buybacks are excluded from the study analysis (Kaul et al., 2018).
14To the limited extent possible with a smaller subsample, the Bryce-Winter index (BWI) is employed as a robustness
check to measure relatedness (Bryce & Winter, 2009); the findings hold in this alternative analysis. This is done in a
subsample, because the BWI index measures relatedness between manufacturing companies; thus, nonmanufacturing
divested businesses and nonmanufacturing acquirer firms were excluded from the analysis.
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TABLE 2 Variables and data sources.

Variable

Cumulative
abnormal return

(_1’ 1)

PE acquirer

Direct PE acquirer

Indirect PE acquirer

Parent diversification

Parent size

Parent profitability

Parent leverage

Parent R&D intensity

Parent CapEx
intensity

Parent accumulated
goodwill

Parent acquisition
experience

Parent divestiture
experience

Parent PE experience

Parent CEO tenure

Parent CEO
percentage shares
owned

Parent CEO LT
comp. ratio

Parent executive LT
comp. ratio

Description

Three day (-1, 1) CAR around the day of divestiture
announcement using value-weighted index returns

Whether the acquirer of the divested business is a buyout
private equity firm (binary)

Whether the acquirer of the divested business is a buyout
private equity firm and acquiring the business directly
(binary)

Whether the acquirer of the divested business is a buyout
private equity firm and acquiring the business as an
add-on acquisition by a PE-owned portfolio company
(binary)

1 minus the Herfindahl index of the divesting firm's sales
across business segments

Divesting firm's annual revenues, in millions of dollars
(logged)

Ratio of the divesting firm's operating profit to its total
revenues

Ratio of the divesting firm's debt to its equity

Ratio of the divesting firm's R&D expenditures to its total
revenues

Ratio of the divesting firm's capital expenditures to its
total revenues

Divesting firm's total accumulated goodwill, in millions
of dollars (logged)

Total number of acquisitions by the divesting firm over
the previous 5 years

Total number of divestitures by the divesting firm over
the previous 5 years

Total number of transactions with buyout PE
counterparties by the divesting firm over the previous
5 years

Total tenure of the current CEO at the divesting firm in
years

Ratio of shares owned by CEO to the total number of
outstanding shares

Averaged annual ratio of divesting-firm CEO's long-term
incentive plans and stock options to total
compensation

Averaged annual ratio of divesting-firm top management
team's long-term incentive plans and stock options to
total compensation

_WILEY_ L=

Source

Center for Research in
Security Prices
(CRSP)

SDC Platinum, Preqin

SDC Platinum, Preqin

SDC Platinum, Preqin

Compustat

Compustat

Compustat

Compustat

Compustat

Compustat

Compustat

SDC Platinum

SDC Platinum

SDC Platinum, Preqin

Execucomp

Execucomp

Execucomp

Execucomp

Execucomp
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TABLE 2 (Continued)
Variable Description Source
Parent CEO/exec Difference between the annual ratio of the CEO and the
LTC diff. prop top management team's LTC as the ratio of the
difference between the two over the CEO LTC
compensation
Divested unit a Whether the two-digit SIC codes of the divesting firm SDC Platinum,
noncore unit and the divested business are different (binary) Compustat
Divested unit Number of total acquisitions in the industry of the SDC Platinum
industry divested unit at the two-digit SIC level
acquisition activity
Divested unit sale Whether the divesting firm hired a financial advisor for SDC Platinum
involved financial this divestiture (binary)
advisor
Divested unit Whether the divested business industry's average R&D Compustat
industry R&D intensity is higher than the divesting firm's (binary)
intensity higher
Divestiture is large Whether the deal value of the divestiture was disclosed SDC Platinum
and exceeded $500 million (binary)
Divestiture buyer Whether the acquirer of the divested business has more SDC Platinum
experienced acquisition experience than an average acquirer
(binary)
Divestiture is a cash Whether the consideration in the transaction is all cash SDC Platinum
deal (binary)

the firm and transaction levels, and Table 4 lists the correlations. Some of the correlations were
high, yet the median variance inflation factor (VIF) was 1.53 and no individual VIF was greater
than 5.

4 | ANALYSIS
4.1 | Descriptive analysis

There are 932 divestitures to corporate acquirers and 123 divestitures (11.6%) to PE acquirers by
308 divesting firms in the sample, which included 93 unique PE acquirers and 835 unique cor-
porate acquirers. The most active acquirers and divesting firms tend to be prominent firms. For
example, DuPont is both a top divesting firm and a top corporate acquirer. Dow Chemical,
Motorola, Johnson & Johnson, Proctor & Gamble, and Honeywell are some of the other top
divesting firms in the data set, while General Electric, Emerson, and Solectron are the top
corporate acquirers. Sun Capital Partners, Gores Group, Platinum Equity, Arsenal Capital Part-
ners, and Onex Corporation are the top five PE acquirers, and the data set includes other well-
known PE firms, including Bain Capital, Carlyle Group, Kohlberg Kravis Roberts & Co., and
Cerberus Capital Management.
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The average returns from all divestitures as CARs over the three trading days (-1, +1) sur-
rounding the transaction announcement are positive, with a mean of 0.004, or 0.40%. This is in
line with some prior work indicating that on average, divestitures correlate with positive
returns for the divesting firm (Feldman et al., 2019; Lee & Madhavan, 2010; Maksimovic &
Phillips, 2001). The mean CAR for divestitures to PE acquirers is —0.045, or negative 0.45%; the
mean CAR for corporate acquirers is 0.054, or 0.54%. The differences in CARs for divestitures to
PE acquirers versus corporate acquirers are visible when raw daily abnormal returns (ARs) are
plotted over time, as shown in Figure 1a,b. On average, divestitures to corporate acquirers
appear to correlate with a positive market reaction following the announcement, whereas dives-
titures to PE acquirers appear to correlate with a negative or, at best, neutral reaction to the
announcement. Although daily ARs for divestitures to PE acquirers appear to trend down prior
to the divestiture, this underperformance is not different from zero at the 95% confidence level.
Moreover, when 95% confidence levels are considered, there is no difference in divesting firms'
ARs when divesting to PE versus corporate acquirers prior to the announcement, although dif-
ferences are apparent in the days following the announcement. Shareholder returns from dives-
titures to PE v acquirers versus corporate acquirers also differ at the extremes. The lowest decile
of all divestitures ranked by CAR, where these returns are negative 4.0% or lower, contains
9.5% of divestitures to corporate acquirers and 16.3% of divestitures to PE acquirers. The highest
decile of divestitures ranked by CAR includes transactions with CARs of 5.3% or higher; it con-
tains 11.6% of divestitures to corporate acquirers and only 6.5% of divestitures to PE acquirers.
Thus, even a naive descriptive analysis suggests there are differences in divesting firms'
performance.

4.2 | Do the divesting firm's shareholder returns differ when
divesting a business to a PE acquirer versus a corporate acquirer?

To mitigate concerns about firms' endogenous choice of strategies given their expectations of
the outcome and the resulting bias from sampling on divesting (Shaver, 1998; Smart &
Waldfogel, 1994), the initial regression analysis includes a two-stage Heckman selection adjust-
ment procedure. In the first stage, a probit regression is used to predict the likelihood of a firm
undertaking any divestiture as a function of firm- and environment-level predictors
(Berry, 2010; Feldman, 2014; Hoskisson et al., 1994; Kaul et al., 2018), using a panel of all
982 public US manufacturing firms listed in the Compustat database for the period of the analy-
sis, whether they engage in divestitures or not."”> The annual change in the focal firm's core
industry average diversification, which excludes the focal firm itself, is used as an exclusion
restriction in the first stage. This variable is constructed by averaging the inverse Herfindahl-
Hirschman Index-based diversification measure for each industry segment by SIC code, exclud-
ing the focal firm, and taking the difference of that variable with one from the prior year. On
average, a firm in an industry where its peers trend to diversify more is less likely to divest a
business. Indeed, this variable negatively predicts the likelihood of a divestiture, but should not

5Because this analysis predicts divestitures by all U.S. manufacturing firms in the first stage, the characteristics of the
divested businesses cannot be included in the first stage—as these are ex post choices, and as many firms do not divest
any businesses in a given year, whereas others divest multiple businesses. The only alternative specification to include
divestiture characteristics in the first stage would need to include data on all assets and businesses that a specific firm
could potentially divest in any given year; thus, it would require data not available even for public firms.
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FIGURE 1 (a)Cumulative abnormal returns from divestitures to corporate acquirers. (b) Cumulative
abnormal returns from divestitures to private equity (PE) acquirers.

correlate with its outcome (e.g., the transaction performance of a specific divestiture or acquirer

type).

The predicted divestiture likelihood is then used to calculate the inverse Mills ratio.

Finally, the divesting firm's returns are estimated as CARs in the second-stage OLS regression
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that includes the inverse Mills ratio as a selection adjustment together with adjusted standard
errors to correct for potential correlation of first- and second-stage error terms'® (Certo
et al., 2016; Hamilton & Nickerson, 2003; Heckman, 1979; Wolfolds & Siegel, 2019).

Table 5 shows the results of the core analysis. Model 1 is the first-stage probit regression,
which estimates firms' choices to divest. The change in the focal firm's industry average level of
diversification negatively predicts divesting (8 = —.026, p = .000). Firms that are larger or more
diversified, those with higher R&D expenditures, and those more experienced in divesting or
acquiring are all more likely to divest. Firms with higher capital expenditures are less likely to
divest.

Models 2 and 3 (Table 5) show the main results of the second-stage OLS CAR regressions.
Model 2 shows the second-stage specification with controls only. Model 3 introduces the PE
acquirer variable. The f5 coefficient of —.012 (p = .021) on PE acquirer can be interpreted as a
negative 1.2% difference in the 3-day abnormal shareholder returns (CAR -1, 1) following the
divestiture announcement when the acquirer is a PE firm rather than a corporation. The abnor-
mal shareholder returns in Model 3 correlate with whether the divesting firm has prior PE
experience (8 = .006, p = .053) or hires a financial advisor in a transaction (3 = .007, p = .073),
and with large divestitures (8 = .030, p = .004). The 3 coefficient on the inverse Mills ratio is
.032 (p = .189), suggesting that potential bias from sampling on divesting may not be influenc-
ing the divesting firms' returns.

Model 4 replicates Model 3, adding a control for an unrelated corporate acquirer. Because
the acquirer types for each transaction are mutually exclusive treatments, their effects can be
compared directly within the same OLS model. The 3 coefficient of —.015 (p =.005) on PE
acquirer indicates a more negative return compared to the base treatment of a related corporate
acquirer. The mean CAR for divesting to an unrelated corporate acquirer is also negative, with
a f3 coefficient of —.007 (p = .060). The difference in returns from divestitures to an unrelated
corporate acquirer compared to the base case of a related corporate acquirer is noteworthy,
because it may support the earlier assertion that the more value that may be created for an
acquirer, the better the divesting firm's performance may be. This relationship reflects that on
average, a related acquirer may have greater potential synergies with the divested business than
an unrelated acquirer does, and more value may be created to be shared between the counter-
parties. The results in Models 3 and 4 are organizationally significant. For example, a 1.2-1.5%
decrease in the market capitalization of an S&P500 firm can exceed $50 million to 100 million
for even the smallest constituents of the index.

I also investigate whether the negative effects of selling to PE acquirers vary proportionally
and meaningfully with transaction size. In this analysis, I interact the PE acquirer variable with
a binary variable equal to 1 if the disclosed value of a transaction is over $500 million, and 0 if
the disclosed value is less than $500 million. The results are shown in Table 6. Although large
divestitures lead to higher returns, the f5 coefficient of the interaction of —.048 (p =.005) is
greater in magnitude, indicating that larger divestitures to PE acquirers correlate with more
negative divesting firm returns.

This analysis answers the first research question. Divesting firms' average returns are lower
when divesting to PE acquirers versus divesting to corporate acquirers. Which of the differences
in PE value creation strategies versus those of corporate acquirers may explain these results?

161 show the results of the conventional Heckman (1979) two-step approach implemented with the heckman procedure
in Stata 17. The results are robust when using Heckman MLE or GMM estimation implementations, as well as whether
using conventionally calculated Heckman (1979) errors, cluster-robust errors, or bootstrapped standard errors.
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TABLE 6 Divestiture size and divesting firm returns.

Large divestiture (>$500 million disclosed deal value)

Model 1 Model 2
PE acquirer —0.009 [0.006] (.088)
Direct PE acquirer —0.011 [0.006] (.096)
Indirect PE acquirer —0.007 [0.008] (.417)
Large divestiture (>$500 million) 0.038 [0.011] (.001) 0.038 [0.011] (.001)
Large div. x PE acq. —0.048 [0.017] (.005)
Large div. x Direct PE acq. —0.049 [0.018] (.007)
Large div. x Indirect PE acq. —0.031 [0.014] (.027)
N 1055 1055
R’ 0676 0679

Note: All controls, including selection adjustment, and year effects included in all models. Robust standard errors in brackets. p-
Values in parentheses.

4.3 | Arelower returns when divesting to PE acquirers linked to the
PE firms’ target selection strategies?

A divested business may attract specific acquirers due to its characteristics. For example, PE
acquirers may target noncore, mismanaged businesses (Kaul et al., 2018). Thus, the match
between the divested business and its acquirer may be nonrandom. This factor introduces
another potential source of sampling bias'’ if PE acquirers systematically target divested busi-
nesses that are different from those targeted by corporate acquirers and such differences then
affect the divesting firms' performance. To investigate whether this potentially nonrandom
selection may explain the divesting firms' performance, the study considers the differences
between 123 divestitures to PE acquirers and 932 divestitures to corporate acquirers (see
Table Al in Online Appendix A). On average, firms that divest businesses to PE firms are larger,
more diversified, with more accumulated goodwill and experience, and divestitures to PE firms
are more likely to be noncore businesses for the divesting firms—a finding in line with prior
work on PE firms' target selection (Kaul et al., 2018).

Do these differences'® influence the divesting firm's performance? To investigate this ques-
tion, an experimental design was used in which the treated group includes divestitures to PE
acquirers and the control group includes divestitures to corporate acquirers, and where the
treatment outcome is the divesting firm's shareholder returns. The treatment effects were then
explored by carefully matching the characteristics of the divesting firms and the divested busi-
nesses between the treatment and control groups. Two distinct matching methods were used
for robustness.

This source of sampling bias due to nonrandom acquirer-target (and divesting firm) match is distinct from the source
of sampling bias due to the decision to divest mentioned earlier. Moreover, using matching allows for incorporating the
characteristics of the divesting firm-divested business-acquirer triad, as suggested by prior work (Feldman, 2020, 2021).
8Note that I consider the characteristics of the divested business to include the characteristics of the divesting firm, as
these are important and inseparable in the context of a divestiture transaction (Feldman, 2020, 2021; Kaul et al., 2018).
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The first approach relies on the inverse probability-weighted regression adjustment
(IPWRA) method of estimating treatment effects, where selection into the PE “treatment” and
the effects of that treatment are co-estimated simultaneously (Imbens & Wooldridge, 2009). The
outcome of the treatment (CAR) is estimated with a separately specified set of covariates simul-
taneously with selection into the treatment group, using propensity score-based inverse weights
and control variables to address any additional imbalance when estimating treatment effects.
The IPWRA approach has a double-robust property, such that only one of the two simulta-
neously estimated models needs to be specified correctly to estimate an unbiased effect
(Imbens & Wooldridge, 2009; Stoczynski et al., 2022). To predict divesting to PE, I include a
subset of controls describing the ex-ante characteristics of the divesting firm and the divested
business. To estimate the treatment effects on the outcome, I use all other controls shown to be
relevant to transaction performance from the OLS analysis.'® I use teffects ipwra command in
Stata 17 to run this analysis.

A second method, coarsened exact matching (CEM), is also used given that the IPWRA
approach, while generally thought to be efficient and consistent, has its limitations, such as reli-
ance on observation overlap and using inverse weights to generate unobserved counterfactuals.
CEM takes a different approach to balancing control and treatment groups by matching existing
control and treatment cases exactly on coarsened data to create weights, which are then used
on matched, uncoarsened data (Blackwell et al., 2009). CEM performs better with a large num-
ber of observations, especially in cases where the inclusion of many characteristics results in a
large number of potential strata, as is the case here. Neither method is perfect, but using both
approaches for robustness may help better assess the magnitude and stability of treatment
effects of divesting to a PE acquirer. The CEM module for Stata was used to perform the second
part of the analysis (Blackwell et al., 2009). Summarized matching results are reported next; the
complete details of both IPWRA and CEM analyses and results, as well as complete balance
and overlap diagnostics, are shared in Online Appendix A. The results of the matching models
are summarized in Table 7.

As shown in Models 1 and 2 in Table 7, when accounting for potentially nonrandom selec-
tion of divested businesses by acquirers, and using the IPWRA specification, the divesting firms'
shareholder returns are still notably lower when divesting to PE rather than to corporate
acquirers. The treatment coefficient is negative (—0.011 or 1.1%, p = .044). The results are con-
sistent when using CEM matching (—0.015 or 1.6%, p = .011). The sum of this evidence suggests
that the lower divesting firm returns when divesting to a PE acquirer are not fully explained by
PE firms' target selection strategies or by differences in the businesses acquired by PE versus
corporate acquirers.

44 | Arelower returns when divesting to PE acquirers linked to the
PE firms' ownership strategies?

Having established that divestitures to PE acquirers may lead to lower overall returns for the
divesting firms even when accounting for nonrandom target selection, another question arises:
Can the lower returns be attributed to the likelihood that divestitures to PE acquirers will create
less total ownership value than the divestitures to corporate acquirers, which tend to target
synergy-based sources of value? As already shown, divestitures to unrelated corporate acquirers

See Online Appendix A for complete details of both matching analyses, including all variables and specifications.
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TABLE 7 Nonrandom target selection and matching results.
Model 1 Model 2
PE treatment effect IPWRA) —0.011 [0.006] (.044)
PE treatment effect (CEM) —0.015 [0.006] (.011)
Model IPWRA CEM
N 1055 301
Model 3 Model 4
Direct PE treatment effect (IPWRA) —0.015 [0.007] (.037)
Direct PE treatment effect (CEM) —0.014 [0.008] (.076)
Model IPWRA CEM
N 1055 308
Model 5 Model 6
Indirect PE treatment effect IPWRA) —0.006 [0.008] (.443)
Indirect PE treatment effect (CEM) —0.014 [0.008] (.076)
Model IPWRA CEM
N 1055 269

Note: All controls included. Robust standard errors in brackets. p-Values in parentheses. See Online Appendix A for details.

may underperform divestitures to related corporate acquirers. More synergy-based value may
be created in the latter case—suggesting that ownership value creation may matter in this con-
text. Yet the sources of ownership value creation in PE acquisitions of divested businesses may
also be heterogeneous, and not all PE acquisitions are alike. When a PE firm acquires a busi-
ness directly, it may be intending to rely on generic PE-specific ownership value creation capa-
bilities, and aiming to maximize the stand-alone value of the acquired business. However,
acquirer firms owned by PE firms (henceforth “PE-owned firms”) may target synergy-based
sources of value just like corporate acquirers, even planning to recombine the acquired business
with their own complementary resources (Hege et al., 2018; Nary & Kaul, 2023; Valkama
et al., 2013). Businesses acquired by PE-owned firms are more likely to be integrated perma-
nently with the new owners, and to remain so even when the PE owners exit their investments
in those firms. Thus, on average, more synergy-based value may be created in such add-on
acquisitions by PE-owned firms compared to direct PE acquisitions, and this distinction may
help elaborate the effects of PE ownership value creation mechanisms on divesting firms' per-
formance (Hege et al., 2018; Nary & Kaul, 2023; Valkama et al., 2013).

Returning to Table 5, Models 5-8 introduce two independent binary variables that substitute
for the PE acquirer variable: direct PE acquirer (DPE), which indicates a direct acquisition by a
PE firm, and indirect PE acquirer (IDPE), which indicates an add-on acquisition by a PE-owned
firm rather than a direct acquisition by a PE firm itself. Models 5 and 6 introduce these vari-
ables separately, while Models 7 and 8 include both direct and indirect PE acquirers, as well as
unrelated corporate acquirers in Model 8, allowing to compare the treatment effects for these
mutually exclusive treatments within the same OLS model. In Model 7, the CAR of divestitures
directly to PE acquirers is still lower, negative, and organizationally significant (—0.015, or
—1.5% impact to the CAR; p = .019), while the CAR of divestitures to PE-owned firms is —0.007
(p = .356). Notably, the CAR of divestitures to unrelated corporate acquirers is still negative
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(8 = —.006, p = .078) in Model 8. The strong negative effects of divesting to direct PE acquirers
are persistent, but no such effect is noted with acquisitions of divested businesses by PE-owned
firms. Thus, these results suggest one potential reason why divestitures to PE acquirers might
correlate with lower divesting firm returns. Direct acquisitions by PE acquirers, in which less
value may be created because of lack of synergies, may correlate with lower divesting firm
shareholder returns than acquisitions where synergy-based value is more likely to be created—
that is both add-on acquisitions by PE-owned firms and acquisitions by corporate acquirers.
Finally, my analysis also confirms that the negative effects are proportionally significant in both
direct and indirect larger divestitures to PE (Model 2, Table 6).

To confirm that these results are not subject to nonrandom target selection by PE firms, I
also estimate them using the IPWRA and CEM matching specifications for direct and indirect
PE acquirers in Table 7, Models 3-6. Again, the results are consistent with the main analysis,
with a direct PE coefficient of —0.015 (p = .037) in IPWRA Model 3 and a direct PE coefficient
of —0.014 (p =.076) in CEM Model 4. The coefficient on indirect PE-owned firms is —0.006
(p = .443) in IPWRA Model 7, and —0.004 (p = .698) in CEM Model 8, suggesting lack of any
effects.

These findings offer evidence that divesting firms' lower returns when divesting to a PE
may, at least in part, correlate with lower creation of ownership value in direct divestitures to
PE, but not in divestitures to PE-owned firms. These effects are also robust to nonrandom target
selection.

4.5 | Arelower returns when divesting to PE acquirers linked to the
PE firms’ transaction timing strategies?

A PE acquirer may be more likely than a corporate acquirer to create value by strategically
timing its transactions. An industry downturn, a weak financial position, or a strategic change
may force an owner to divest a business at a suboptimal time, creating a timing opportunity for
a PE acquirer (Adegbesan, 2009; Arikan & Stulz, 2016; Bradley et al., 1988; Feldman, 2014;
Feldman et al., 2016, 2019; Lee & Madhavan, 2010). To investigate the effects of PE transaction
timing strategies on divesting firms' returns when divesting to a PE acquirer rather than a cor-
porate acquirer, I explore the effects of the following factors that might prompt an owner to
divest a business in suboptimal conditions: the divesting firm's profitability, market value
change, underperforming acquisitions of its own, and change in its strategic direction.

First, to assess the effects of the divesting firm's overall financial standing, the sample of
divestitures was split based on the mean profitability of the divesting firm, into comparatively
higher- and lower-profitability divesting firms in Table 8 (Models 1a and 1b; Models 2a and 2b).
For more profitable divesting firms, there was no evidence of lower returns when divesting to a
PE acquirer generally, or to a direct or an indirect PE acquirer specifically (Models 1b and 2b in
Table 8). In contrast, for the less profitable divesting firms, there was a strong and notable nega-
tive effect of divesting to PE acquirers generally (—0.023 or 2.3%, p = .012) or to a direct PE
acquirer specifically (—0.029 or 2.9%, p = .007), as shown in Models 1a and 2a (Table 8). There
was no evidence of such negative effects when divesting indirectly, to a PE-owned firm
(-0.012, p = .354).

When the PE acquirer variables were interacted with the profitability of the divesting firm
in Table 9, Models 1a and 1b, there was a notable positive interaction effect associated with
divestitures in which a more profitable firm divested to a PE acquirer generally (0.096, p = .048)
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or directly (0.135, p = .000). Profitability is a ratio, so these effects must be interpreted accord-
ingly. There was no interaction effect on divesting indirectly to a PE-owned firm. However,
profitability itself does not correlate with divestiture performance in the interaction regression.
Thus, the results should be interpreted cautiously: Although there may not be a consistent lin-
ear relationship between divesting firms' profitability and returns from divesting to PE
acquirers, at some level the less profitable divesting firms divesting directly to PE acquirers may
represent an opportunity for PE firms to create value through transaction timing. This explana-
tion is consistent with the split-sample analyses.

Second, I study the effects of another source of pressure on the divesting firm to sell at a
suboptimal time: change in its market value, as represented by Tobin's Q. In this analysis, the
divesting firms were divided into those with an increased Tobin's Q value in the previous year
versus those with a decreased Tobin's Q, as shown in Models 3a, 3b, 4a, and 4b in Table 8.
There was no substantial evidence that a negative change in Tobin's Q presented a transaction
timing opportunity for PE firms in general, as the coefficient on PE acquirer was —0.018
(p = .111). In contrast, when the PE acquirers were divided into direct and indirect acquirers,
there was some evidence that direct divestitures to PE acquirers underperformed in the group
of divesting firms with decreased market value (—0.016, p = .069). Interaction analysis shows
limited additional support for this relationship (see Models 2a and 2b in Table 9). Although the
effect of divesting firms' market value change was not notable, the coefficients for the interac-
tions with PE acquirers in general (0.042, p = .001), direct PE acquirers (0.030, p = .042), and
PE-owned acquirer firms (0.067, p = .000) were all positive. This interaction analysis may be
carefully interpreted as implying that firms that divest businesses when their market value is
increasing are less likely to divest at a suboptimal time and less likely to offer transaction timing
opportunities for PE acquirers.

Third, I explore the effects of another source of pressure on the divesting firm to sell at a
suboptimal time. Drawing on the prior literature emphasizing the correlation between account-
ing goodwill write-offs and M&A performance (Rabier, 2017), a variable was created that mea-
sures the ratio of goodwill write-offs to the divesting firm's assets. According to generally
accepted accounting principles, goodwill a firm's balance sheet may increase because of acquisi-
tions undertaken by that firm in which the purchase price exceeds the book value of the
acquired business. Goodwill is written off or reduced when acquisitions underperform expecta-
tions. Thus, firms with a high ratio of goodwill write-offs to assets are underperforming, poten-
tially due to their own M&A activities. Thus, these firms may be pressured to divest. This
variable may also help separate firms divesting due to poorly performing acquisitions from
firms divesting redundant resources after successful acquisitions (Capron et al., 2001). This ratio
is introduced into the interaction analysis in Table 9, Models 3a and 3b. The effect of the
ratio is positive and notable in both models, suggesting that firms that have underperformed in
their own M&As may benefit from divesting businesses, consistent with prior work (Berger &
Ofek, 1999; Markides, 1992). Yet when that ratio is interacted with divesting to any PE acquirer
or a direct PE acquirer, the effect is notable, negative, and high in magnitude: —0.256, p = .000
and —0.260, p = .000, respectively. Goodwill write-off is a ratio, and its effects must be inter-
preted accordingly. In contrast, there is no evidence of a similarly strong negative effect for
divestitures made indirectly, to PE-owned firms (2.486, p = .315).

A split-sample analysis is presented in Table 8 (Models 5a and 5b; Models 6a and 6b), using
a binary measure of any goodwill write-offs by the divesting firm in a year preceding a divesti-
ture. The negative effects on divesting firm returns are largely confined to the scenarios of
divesting to PE firms generally (—0.027, p = .071) or to direct PE acquirers specifically (—0.038,
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p = .026) for divesting firms that have had any goodwill write-offs, but not for those in the sub-
sample with no goodwill write-offs. This suggests that divesting firms that face pressure to
divest following underperforming acquisitions of their own may realize lower returns when
divesting to PE acquirers.

The fourth and final set of factors related to transaction timing considers firms undergoing
strategic change. Such firms may divest at a suboptimal time, presenting a transaction timing
opportunity for PE firms. In this analysis, CEO change in the prior year is employed as an indi-
cator of strategic change, as it has been associated with a change in strategies and a higher like-
lihood of divestitures (Shimizu & Hitt, 2005; Weisbach, 1995). The sample of divesting firms
was divided into firms with a new CEO versus those with no CEO change (Models 7a, 7b, 8a,
and 8b in Table 8). The sample size was reduced to 970 after 85 observations were dropped due
to missing data. Both subsamples feature lower returns to firms divesting businesses to PE
acquirers, yet the magnitude of negative effects was greater for firms with a new CEO divesting
to PE acquirers generally (—0.035, p = .020 vs. —0.011, p = .054 for no CEO change) or directly
(—0.048, p = .068 vs. —0.011, p = .073 for no CEO change). No notable effects were observed
when divesting to PE-owned firms. However, an interaction analysis failed to confirm these
results (Models 6a and 6b, Table 9).

In summary, these analyses offer limited evidence that transaction timing strategies of PE
acquirers may lead to lower shareholder returns for the divesting firms when those firms are in
a poor financial position. However, divesting firms' returns are less likely to be affected by PE
acquirers' transaction timing strategies when they are in a strong financial position, or when
they are divesting a business to a PE-owned firm rather than to a PE acquirer directly.

5 | DISCUSSION AND CONCLUSION

This study answers the call to investigate the outcomes of divestiture buyouts by PE acquirers
and the counterparty effect on M&A returns to divesting firms (Feldman, 2020, 2021; Feldman
et al., 2019; Kaul et al., 2018). It offers novel empirical insights into an important and growing
phenomenon of PE, and elaborates on the heterogeneity of both divestitures and divestiture
outcomes. In addition, it expands academic understanding of the role and behavior of PE
acquirers in the market for divested businesses, as well as the dynamics of value creation in
M&A transactions that involve PE firms. The focus here is on differences in the performance of
divesting firms selling businesses to PE acquirers rather than to corporate acquirers. My general
findings suggest that divestitures to PE acquirers correlate with comparatively lower, even nega-
tive, and organizationally significant divesting firm returns. These negative shareholder returns
are robust and persistent when accounting for bias from sampling in regards to divesting. The
study examines whether these performance differences are due to PE acquirers’ target selection
strategies, differences in PE firms' ownership strategies, or differences in PE firms' transaction
timing strategies, all relative to those of corporate acquirers. I find no evidence that lower
returns from divesting to PE acquirers are correlated with differences in target selection strate-
gies. However, the evidence suggests that divesting firms' lower returns may correlate with
lower ownership value creation by direct PE acquirers. Moreover, limited evidence indicates
that PE acquirers may benefit from suboptimal timing of divestitures by financially pressured
divesting firms. Finally, these factors may interact, as divesting firms' returns from divestitures
to PE-owned acquirer firms, which may target value creation from synergies, tend to be higher
than those from divestitures directly to PE acquirers, even when the PE acquirers may have a
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timing advantage. Moreover, divesting firms in a strong financial position do not seem to realize
lower returns when divesting their businesses to any PE acquirers, suggesting that they either
have more bargaining power or are able to create more of their own value even when divesting
to PE firms, to compensate for their weaker position.

This study offers directions and raises many questions for future work. First, it contrib-
utes to work on corporate strategy, the market for corporate assets, and value creation and
division in M&A. It suggests that the dynamics of value creation in M&A transactions
broadly and divestitures specifically are nuanced, especially when considering the charac-
teristics of the divesting firm, the divested business, and the acquirer, and especially when
that acquirer is an idiosyncratic actor such as a PE firm, as opposed to the more commonly
considered corporation (Feldman, 2020, 2021; Kaul et al., 2018). Not only may businesses
divested to PE firms differ from those divested to corporate acquirers, but these divestitures
to PE acquirers may also have a distinct effect on the divesting firms' outcomes because they
may differ in terms of the value creation dynamics associated with the trilateral combina-
tion of divesting firm, divested business, and the PE acquirer (Feldman, 2020, 2021; Kaul
et al., 2018). When firms divest to PE acquirers, less value may be created relative to divesti-
tures to corporate acquirers, which are more likely to be motivated by synergy-based sources
of value. Thus, this study speaks to the corporate restructuring literature by elaborating
how some divestitures may lead to lower returns for the divesting firms, at least as reflected
in short-term shareholder returns, offering a contingency to prior work (Feldman, 2014,
2021; Lee & Madhavan, 2010; Maksimovic & Phillips, 2001; Singh, 1990; Smart &
Waldfogel, 1994).

Second, this work suggests a need for more scholarly work that considers PE as a distinct
form of governance and ownership, and PE firms as distinct actors in the market for corporate
assets. It provides new evidence that not only do PE firms behave in ways distinct from corpo-
rate acquirers and target different types of businesses, but also that outcomes for firms trans-
acting with PE firms may differ from those stemming from transactions with corporate
counterparties (Benner & Zenger, 2016; Berger & Ofek, 1996; Castellaneta & Gottschalg, 2016;
Kaul et al., 2018). Specifically, the value creation potential may differ both across PE value
creation strategies and among PE acquirers themselves, as add-on acquisitions by PE-owned
firms may be motivated by synergies similar to those targeted by corporate acquirers. Future
research can further explore the role that PE firms play in the market for corporate assets by
focusing on how PE firms create value and capture it at the transaction level through specific
strategies (Adegbesan, 2009; Laamanen et al., 2014). In addition, future work can study
returns from specific PE value creation strategies and similarities and explore differences in
how value is created and captured by PE-owned firms relative to both direct PE acquirers and
corporate acquirers.

Third, this work raises more questions about transactions between divesting firms and PE
acquirers. Does it make sense to divest businesses to PE firms? At a first glance, the answer
seems to be “no” because the short-term returns from these transactions may be comparatively
worse than those from transactions with corporate acquirers. Yet, as the mechanism analyses in
this study show, the dynamics of value creation when divesting to PE firms are nuanced. Some
of the mechanisms highlighted in prior literature, such as the overall strength of the divesting
firm's financial position and the likely lack of pressure to sell, may positively influence
divesting firms' performance and diminish the likelihood of lower returns. It may also be worth
considering why, how, and when firms choose to divest to PE acquirers, and whether transac-
tions with PE firms in general may negatively impact shareholder value in the short term or be
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undervalued by the markets, and preserve or create more value for the divesting firm in the
long term. For example, the divestiture of a less attractive business to a PE acquirer, even if it
leads to lower value creation relative to a hypothetical counterfactual transaction with a corpo-
rate acquirer, may still be an efficient way for a divesting firm to shed negative synergies, or to
free up capital and reallocate resources to achieve its long-term goals, especially if time is of the
essence. Thus, future work may consider the long-term effects of divesting to PE firms. It can
also explore whether PE firms may play a valuable role in the M&A ecosystem (Nary &
Kaul, 2023), helping create a more efficient market for divested assets by acquiring businesses
deemed unattractive by other potential buyers, even if at a discount.

Like all research, this study has its limitations. While its main results are stable and robust
across different specifications, they should be considered correlational due to the multifaceted
endogeneity in this context. This work lacks insights into specific matching mechanisms
between the acquirer and the divesting firm, and does not clarify whether certain acquirers
may systematically underpay or overpay for divested businesses, although I control for this fac-
tor where possible. The analysis of divesting firms' outcomes is limited to short-term share-
holder returns and does not distinguish whether the stock market reaction is correlated with
unobserved measures of firm-level performance, investor uncertainty, or stigma associated
with selling to a PE firm (Schijven & Hitt, 2012). Because the value division process is not
observed, the empirical analysis is unable to fully tease out value creation from value capture.
Even so, the differences in returns identified in this study are stable and consistent. Finally, the
sample only includes divestitures of publicly owned manufacturing firms based in the
United States, which may limit the generalizability of the findings. Nevertheless, these divesting
firms in the sample own and divest businesses outside of the United States, as well as outside of
the manufacturing industry, so industry diversity is higher among the divested businesses than
it would appear only among the divesting firms.
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