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I ntroduction

In 1989, Jensen predicted the “eclipse of the pubdirporation”. Although public
corporations did not disappear, one can observeigtheof LBO backed firms since the 80s.
Historically, the development of LBO is deeply letkto junk bonds and to the wave of
merger and acquisition due to the refocusing ore domusinesses in the United States
(Lazonick and O'Sullivan, 2000). Nonetheless, wauage that LBO was clearly seen as an
organisational innovation to discipline manageiBOLis a private equity investment based on
buying up a company by leverage effect, i.e by diebfact, it is not the presence of massive
debt (70% of the value of the firm involved in LB@hich gives managers strong incentives
to succeed but their personal and financial involest into the repurchase. To some extent,
LBO gives a relevant answer to the problem emphkddiy Berle and Means in 1932.

In line with the literaturglLowenstein, 1985; Fox and Marcus, 1992; Kaplan SnHoar,
2005), we define three main functions of LBOs. fitsBO is a solution for the capital
transfer of family-held firms when the entreprenbas difficulties to find a buyer. Second,
LBO funds aim at buyout firms with difficulties, ifact the ones having inefficient
management. Third, LBO can occur because of theehigrofitability of the investment for
shareholders due to leverage effect. We consideldast function as the main one and we
assume that a reduction of employment coupled wibietter return for shareholders should
be considered as a part of the financializatiorcgge (Chambost et al.,, 2008; Froud and
Williams, 2007).

As a consequence, the impact of LBO on targeted peoms has received
considerable attention recently (Bruton et al.,, 200Vright et al., 2006; Kaplan and
Stromberg, 2008; Froud and Williams, 2007; Watt,020 Cumming et al.,, 2007;
Nikoskelainen and Wright, 2007). The debate is bebpked to the impacts on firms that
undergo LBO.

Employees worry about LBO because it usually ingpliestructuring, lay offs and
changes in corporate governance and the manageoferdompanies. However, the
relationship between LBOs and employment is cortr&ial and rises a debate partly because
of a lack of robust data, the heterogeneity of agtlnvolved into the debate and the methods
followed.



The purpose of the paper is to contribute to thieatke on the impact of LBOs on
employment in repurchased firms with a discussibthe most recent quantitative methods
utilized.

First part of the paper analyzes the logic of teeetbpment of LBO and reviews the
major current approaches on LBO. We discuss albimitagency theory, “free cash flow”
theory and “tax shield” theory and we continue witie discussion of the relationship
between LBO and employment. In the second parjig@iss the main quantitative methods
and other “matching” methods used. In the thirdt,pae present the limits of “matching”
methods and the fourth part concludes our discassio

1. Literature review

In this part, we shed some light on the logic ofQ.Bnd its perception in literature.
Thus, we propose to review the specific literatabeut the relationship between LBO and
employment.

a. Definition, role and mechanisms of LBO.

Leveraged Buyout (LBO) is a private equity investtndbased on buying up a
company by leverage effect, i.e by debt. Accordmthe literature, debt plays different roles
in the case of LBO. In addition, one can argue tigdit is the main mechanism in buyouts.
First of all, control arising from debt allows tonit managerial discretion and to reduce
agency conflicts. Second, using debt increaseR®E (Return On Equity) through leverage
effect, especially when interest rates are lowadidition, some studies underline a second
leverage effect due to a reduction of'takhird, LBO could reduce information asymmetries.
In the case of listed companies, we observe a aofist increase in stock values of
companies just after the announcement of the buyout

Since (Berle et Means, 1932), an abundance of atadpapers in organisational
theory dealed with the problems induced by the regjom between ownership and control.
For Jensen and Meckling 1976, managers and owneraotl have the same interests.
Managers which are described as opportunistic weantaximise their own utility instead of
increase the shareholders value. The misalignmeinterest between managers and owners
is a source of costs for the owners due to the am@sims of control which is induced by the
conflict. Jensen and Meckling define the relatiopdbetween owners and managers as an
agency relationship where owners are principals matagers are agents. To resolve the
misalignment between the interests of managersttamselves, one can consider different
governance mechanisms: boards of directors forralting directly managers, pecuniary
incentives for managers (for example, stock optionsgolden parachutes), concentrated
ownership, etc. However, Jensen and Meckling (18n@)Jensen (1986; 1989) consider LBO
as a relevant mechanism to discipline managers.nEwe governance structure created by
LBO allows shareholders to control managers anmgdace agency costs and asymmetries of
information more efficiently. The pressure of delihe possibility for a more active
monitoring of management induced by the buyout tred increase of managerial equity
ownership are identified as efficient measures pezthby LBO.

! Indeed, the LBO fund creates a holding which bétome the owner of the targeted company. Thisifg!
does not have profit but only losses due to debicseg.



In incorporations controlled by managers with impot “free cash flow”, managers
have incentives to use cash flows in unprofitabl@stments to diversify risks and to limit the
risks of firing. “Free cash flow is cash flow ina@ss of that required to fund all projects that
have positive net present values when discountetiearelevant cost of capital” (Jensen,
1986). These corporations, because of their urtplidé investments and potential conflicts
on appropriation of “free cash flow”, may becomeytds of hostile takeovers, for example by
LBO funds. These funds then institutionalize a di@ntrol of managers by debt and by the
control of ownership. LBO solves several agencybjgms as Jensen (1989) predicted “the
eclipse of public corporation” and hegemony of REn$é. More precisely, Jensen concluded
that firms which undergo LBO have better perfornearo, for Jensen, we should observe a
strong development of PE; however, it may be marekly generalized in anglo-saxon
countries, as the property of public corporatiodiffused in these countries, it makes hostile
takeover easier. But, Jensen’s analyse (1986; 1i888)evant for public corporations (which
may be privatized by LBO), but not necessarily poivate companies, which are the most
important part of the LBO deals today.

Following Jensen, we find many papers which empgeashe role of LBO in
improving performance due to a reduction of agecmsts. Kaplan (1989b) finds that LBO
improves the performance of companies involved BOLthrough the improvement of
incentives. DeAngelo et al. (1984), Muscarella aretsuypens (1990), Liebeskind et al.
(1992) and Long and Ravenscraft (1993a; 1993b) $mue results consistent with Jensen’s
analysis. Indeed, governance structure of LBO firseems to be more efficient than
governance structure of public companies to contrahagers and to reduce the “free cash
flow” problems (Phan and Hill, 1995). Most of thapgers papers focused on the need for
large companies to reduce there overall size ardnio diversification. Opler and Titman
(1993) underline that firms which undergo LBO arerendiversified and have high cash flow.

One could observe a second wave of studies sirc2af0s. For Cotter and Peck (2001), the
monitoring of LBO funds is an efficient substitubé debt to discipline managers. They
consider “buyout specialists are professional aciiwestors”. Bruton et al. (2002) and
Nikoskeleinen and Wright (2007) also find some Itsspartly consistent with agency and
free cash flow theories. Bruton et al. considet #gency theory is particularly consistent to
analyse managerial auctions. In addition, the redinof agency costs seems to persist after
the exit in the case of a reverse buyout. Nikaskeh and Wright (2007) find some evidence
about the corporate mechanisms induced by LBO. Wewehe personal involvement of
managers and the size of the deals are the maerslof a successful LBO. In addition, they
point out the difference of return between LBO dnby insider managers (MBO) and LBO
driven by outsider managers (MBI). More precisety,the case of buyins, the source of
returns is based on divestment and downsizing.cBetra, returns in buyouts are driven by
acquisitions. The difference between MBI and MBG lheceived more attention recently.
(Amess and Wright, 2007b) find strong differencesngen MBI and MBO.

The use of debt leverage to increase the ROE dwsved large attention. In some
cases, especially when interest rates are lowgudibt has a direct and mechanical effect on
ROE and debt is less expensive than share isswesrding to free cash flow theory, the
level of free cash flow is related to the level ddbt. In fact, debt servicing reduces or
eliminates free cash flow. However, some firms Whimdergo LBO do not have free cash
flow. To some extent, LBOs are based on the optoagpltal structure theory as debt and its
servicing can reduce the tax level. More precistilg, holding created for the buyout is the
legal owner of the target and has only losses duebt serving. As a consequence, taxation



of profit of firms which undergo LBO decreases. @may consider that it is not the free cash
flow but fiscal leverage which explains returns.efiéfore the role of tax savings is widely
discussed in the literature. For Kaplan (1989ayl hehn and Poulsen (1989) tax savings
associated with LBO increase the operating perfaomaand returns for LBO fund.
Lowenstein (1985) also considers that the firstivation to utilize debt in a LBO is tax
savings. According to Benthabet (2009), one cammesan opposition among various studies
analysing the role of debt. More precisely, sheumss that studies which find results
consistent — at least partly consistent — with éfigash flow” theory (cf supra) does not
confirm “tax savings” theory. However, some studamsider mixed effects (Lehn and
Poulsen, 1989; Opler and Titman, 1993). They canmsildat the first role of the debt is to
reduce agency costs and the discretional use e¢ ‘tash flow” even if there are tax savings
due to the debt. Recent studies (De Jong and Vi 2007; Kaplan and Stdmberg, 2008;
Yousfi, 2009; Achleitner et al., 2009) provide somieresting results. For De Jong and Van
Dijk (2007), the relationship between debt and aggmroblems is not evident. In addition,
they find strong evidence about the impact of tgstean on the level of debt. Kaplan and
Stromberg (2008) assess the difficulty to evaluhte quantitative impact of tax system of
return even if the impact of tax savings on valweated is clear. Yousfi (2009) finds some
evidence about the link between high level of detat tax savings advantage due to the use of
debt. Finally, Achleitner et al. (2009) observehbust relationship between debt and free cash
flow. Using leverage can reduce opportunistic managbehaviour in the use of free cash
flow. Nevertheless, they assume that tax savingmanthe decisions of LBO funds for firms
with a high debt capacity.

For a company, use of debt can be perceived agnal sabout its quality. In fact,
following Ross (1977), “the values of firms willsg with leverage, since increasing leverage
increases the market's perception of value”. Jer{$889), and Harris and Raviv (1990)
emphasise the role of debt in reducing asymmetfarmation. The announcement of a LBO
for listed companies has a direct positive effecstock values (De Angelo et., 1984; Kaplan,
1989b). We assume that the announcement of a LBerniseived as a signal by target
shareholders that the value of the company is watieed on the market. Following
Grossman and Hart (1980) and Shleifer and Vish®86), in large firms with diffused
shareholding, the cost of monitoring is too highr femall shareholders due to the
opportunistic (free rider) behaviour of some mihorishareholders. More precisely,
shareholders accept to be involved in the contnal they keep a watch on management
unless the gains of monitoring (valuation of shpaee higher than the cost of the control.
According to Grossman and Hart (1980) and Shleifet Vishny (1986), some shareholders
perceive the attempt of other shareholders to ingtbe management and they try to obtain
some gains. In fact, because they know that this @ismonitoring need a minimum equity
share, opportunistic shareholders will accept tiotlseir shares unless they obtain a premium.
In their recent study, Achleitner et al. (2009)dfisome evidence that private equity firms
could be interested in buying companies with lasl@reholders (blockholders). More
precisely, diffused shareholding requires LBO firtws repurchase a majority of shares
directly from minority shareholders. In case of ublc bid, the announcement of delisting
through a LBO can increase the cost of the buyautife LBO firms due to the negotiation of
different premia with each shareholder. As we s#bdve, LBO could be understood as a
signal for the quality of the target or a signal better performance with an appropriate
management. Opportunistic minority shareholderddcatiempt to sell their shares at a higher
price. As a consequence, the buyout cost for LB@®diincrease and this affects the final
return at the exit. Wright et al. (2007), highlighat LBO firms attempt to obtain “irrevocable
commitments” which could be defined as a presaleshares. In fact, LBO firms try to



repurchase the maximum of shares before the anement of LBO. Wright et al. (2007)

find that the offer of irrevocable commitments iesfively linked to the value of the

premium, the reputation of firms and the board shaldings and negatively related to the
rumours of a repurchase. We assume that in the alaSerevocable commitments”, the

reduction of information asymmetries is only rediider the LBO firms. Indeed, one can
argue that targeted shareholders can suffer fromalnhazard due to the need for LBO firms
to keep secret of an eventual buyout in the futuieder to pay limited premium.

b. Literature review on LBO and employment.

The impact of LBO on employment is controversiaheQeason is the perception of
employees and unions on LBO deals, one could obseffear related such deals. LBO most
of the time, implies restructuring and change inpooate governance and sometimes refers
layoffs. In fact, even though media generally demmes LBO, we assume that the impact of
LBO on employment is confused. The European Ven@apital Association (EVCA) has
realized the need to a better understanding ofntipact of LBO on employment and shed
some light on the subject in a report publishe@008. Another reason of controversy is the
difficulties to find some overall results in theelature. Below we discuss the limits of the
methods used the most recent studies.

Lutz and Achleitner (2009) provide the most compredive survey on the issue.
Considering 49 academic papers published, theyotazonclude on the impact of LBO on
employment. In fact, there are many papers whiokige some consistent results on negative
impact of LBO on employment in targeted. To retback to the methodology developed by
Lutz and Achleitner (2009), in their review, we ebg that they find 120 articles dealing
with the issue. Using rigorous criteria of selegfithey excluded papers which do not deal
directly with LBO, like papers on merger & acquisits or papers which differentiate LBO
from others stages of private equity like ventuspital, and other theoretical and descriptive
papers, position papers and papers with uncleahadetogy. Although we agree with the
exclusion of papers supported by labour unionshaxe some doubt with the fact that they
include papers provided by private equity assamiati One can argue that these papers are
also position papers like papers supported by labaions even if their methodology seems
to be robust. Finally, they distinguish “archivased studies”, “survey based studies” and
“case study”. We consider that the first group apgrs is the most comprehensive one to
analyse the global trend in the impact of LBO onplyment. Nevertheless, we are
convinced that survey based studies” and “casey’stace particularly relevant to obtain
information about qualitative aspects like worksanditions.

According to the authors, one can argue that thihads used to analyse the effect of
LBO on employment affect the sense of the relatigngnegative or positive). Indeed, we
observe that the results are far affected by th¢haodks. In addition, we observe deep
difference between studies according to the sizén@fsample. In fact, the size of different
samples varies from 33 to 11 000 buyouts. The asittigtinguish three main methods.

The first one allows taking into account the endwmigy of the LBO decision. Firms
which undergo LBO can be in distress and in a t@ndy off. As a consequence, we face a
problem of inverse causality. There is no proof afsignificant impact of LBO on
employment in studies using this method (Amess afijht 2007a, 2007b). In addition,
Amess and Wright (2007a, 2007b) consider that tpkmo account LBO decisions as an



exogenous process gives some biased results t@avagdative impact of LBO on the level of
employment. Finally these studies provide somereésteng results about the need to
distinguish the different types of LBO. According them, LBO which involves outsider
managers (MBI) induces more negative effect on egmpént than the deals with insider
managers (MBO).

The second method is based on a comparison ofetre¢ bf employment between
firms which undergo LBO and a control sample (Bguet al., 2009; Amess et al., 2008;
Davis et al., 2008; Cressy et al., 2008; Liebeslandl., 1992; Marti Pellon et al., 2007). The
formation of the control sample suggests some rdiffees between studies while all the
studies still consider industrial sector and theesof firms. Meanwhile some studies
emphasize several other factors in the formationcaidinterfactual. Davis et al. (2008)
consider the age of the target and the number afitplthe target has. They conclude a
negative relationship between LBO and employmeaot. Lkebeskind et al. (1992), the level
of diversification need to be kept in mind. Usingliference in means method, they find a
negative impact of LBO on employment. Lastly, Amedsal. (2008) present the most
comprehensive analysis using counterfactual. Thaenallowance for the endogeneity of the
LBO decision through the consideration of employtrlenel before the LBO. In addition,
concerns about productivity and wages are alsolwvedoin LBO. They find no evidence of a
significant impact of LBO supported by private d@gudunds on employment and wages. One
can argue that a large majority of studies focuy om USA and UK. In fact, empirical
analysis of LBO effect on employment have receiViite attention in other countries.
Nevertheless, we still have several studies on @& countries. Boucly et al. (2009) for
France, Marti Pellon et al. (2007) for Spain pahs attention to the issue in Europe. All of
them conclude a positive effect of LBO on employmém others words, LBO backed firms
create more jobs than firms in the control sample.

The third method is based on a comparison betweerirms which are involved in
LBO and average of the whole sector in terms of leympent (Chaplinsky et al., 1998;
Kaplan, 1989b, Smith, 1990; Weir et al., 2008). Sehestudies conclude a negative
relationship between LBO financings and employment.

So far we assume the difficulty to find some unsatrresults about the impact of LBO
on employment. One can ask the necessity to extesgk studies to European countries
because of the recent development of LBO in Eurbbpaddition, the development of LBO in
Europe seems to be affected by different instingiconfigurations of these countries (Bédu
and Montalban, 2009). Finally, we need to consither differences between methods (Cf
infra).

2. “Matching” methods.

In the literature on the relationship between LB@ amployment, many papers use a
“matching” method; i.e. the building of a countetizal or a control sample for estimating the
impact of LBO on the level of employment. Accordilog_utz and Achleitner (2009), one can
argue that the methods used to analyse the effad8© on employment affect the sense of
the relationship (negative or positive).

a. “Matching” methods on classic variables.



Most of the papers which aim at explaining the iotpef LBO on the level of employment
use a counterfactual. Here “matching” methods &bnsiatching companies with similar
characteristics with companies observed. In oue,cé®e goal is to compare the level of
employment between firms which are involved in aCLBvith others which do not have
common observable characteristics. The most usedia are the sectoral affiliation and the
size (Boucly et al., 2009; Cressy et al., 2008¢&IDavis et al. (2008) consider the age of the
company. The sectoral affiliation allows to capttire global dynamic in the industry and the
size permits to compare similar companies givenhiterogeneity in terms of the size of
firms involved in LBO.

We present in detail three methods used in thentdi¢erature.

Cressy et al. (2008) use a log linear regressi@ngdloyment. The dependent variable
is the logarithm of employment in companies invdive a LBO before the buyout or not (2
years before LBO) an after (5 years) the buyoundittering the level of employment two
years before the buyout allows a comparison of eympént level between the two samples of
companies. One can argue that LBO could have lessaooimpact on employment if
companies lay off before the buyout. We assumethigafuthors are partly able to control this
problem. They find that levels of employment aré significantly different between the
buyout sample and the control sample prior to LBO.

In this method, there are two sets of variable® flist set is a dummy variable which
captures the LBO treatment. The second set contnsrol variables. Authors control
different effects: the size effect of the compartl@®ugh the initial level of employment or
the initial total value of assets; the macro effigebugh the growth of GDP and a dummy
which captures potential effect of the rise of ktatarkets due to the dot.com bubble during
the period of 1999-2000, the impact of the levetlelbt on employment, the industry and the
effect of the performance of targeted companiesdas the operating profit (EBIT) on total
assets. The motivations to use these control Vesabye:

- The size (in terms of employment) of the compameslved in a buyout: Authors
consider that the differences in employment lewsisong targeted companies
could be explained by the choice of LBO funds.

- Controlling with the growth of GDP gives some inf@ation about the
macroeconomic context and permits to observe if ldvel of employment is
driven by unfavourable context. Given a high catieh between the dummy
dot.com bubble and the growth of GDP, the authaop the last variable;

- Sectoral effects is controlled by dummies for twoters (ICT and life sciences)

For authors buyout sample is not randomly seleched to a lack of available data for
employment (dependant variable). They use a tep-Bleckman’s regression to control the
bias selection. More precisely, to estimate sonangé in the level of employment one need
to consider companies only with a positive probgbf change in employment. The two-
step Heckman’s regression is based on Probit m@uist step). After an OLS model is
estimated (second step):

- The Probit model is utilized in order to capturempanies with a positive
probability of change in employment.

- Then, the results of the Probit model are utilifedinverse Mills ratio which is
included in the OLS model.

The advantage of this model is to compare compafuader LBO or not) with some
similarities in terms of change in their level ahgloyment. One can argue that control
sample needs to contain only companies withousa in their level of employment. As we
said above, one has to deal with a problem of emuieity. By controlling the initial level of



employment and using the two-step Heckman’s metlodssy et al. (2008) provide a very
comprehensive study and give us some robust reshtist a negative impact of LBO on
employment.

Boucly et al. (2009) provide an analysis of tlierf€h case based on the study
of 830 LBOs. The authors used classical charatitxim building the control group: Sectoral
affiliation (2-digit sector code), size of compaieased on their number of employees one
year prior to LBO, and a criteria of performanceickhis the ROA again one year prior to
LBO. According to Cressy et al., (2008) we assuimat ROA capture concurrently the
operating performance and the impact of finanaiglireering.

The impact of LBO on employment is estimated thtowgdummy which is one if the

company is involved in a LBO in an OLS model antbzetherwise. The authors find a strong
positive relationship between LBO and employmemt. dthers words, they find that

companies which have undergo LBO present a growttB8% in employment compared to
the companies in control group. As a consequerarae ontrol variables are introduced in
order to test the robustness of the result:

- The growth of sales prior to LBO can affect thergase of employees. Indeed,
good performances can induce an increase of thpaoyrsize.

- The simplification of corporate structure in casheve target companies have
subsidiaries can increase mechanically the levehgsloyment.

- The bias selection due to the difficulties to td&sures into account. One can
argue that bankruptcy has a deep impact on emplayi&00%). The authors
provide some results about the rate of failure Wwhi significantly indifferent
from control companies.

- In the French case, the rigidity of the market labcan partly explain the growth
of employment.

- To control time stability, estimations are carr@dtwo periods in order to observe
the impact of dot.com bubble. More precisely, tlsgume that the favourable
context before the crisis could impact positivélg growth of employment.

- Finally, they make difference between multi-divisadd firms and private
companies.

Finally, they find a strong positive relationshiptiveen LBO and employment for the French
case. However, they note that the French privaigtyegnarket is less mature than its
counterparts in the USA and the UK. In additiorg tnedit constraints are tighter. According
to Jensen (1989) and Harris and Raviv (1990) whpharsise the role of debt in reducing
asymmetric information, Boucly et al. (2009) undexlthe relevant role of LBO funds in

increasing the credibility of target companies. &ntrolling the growth of sales one year
prior to LBO, the authors deal with the problemesfdogeneity. Nevertheless, the study
highlights the difficulties to consider the failuoé companies to observe the impact of LBO
on employment.

Davis et al. (2008) deal with the impact of LBO employment through a very large
sample of 11.000 buyouts for the American case aveeriod between 1980 and 2005. The
authors use classic criteria to build the contaohgle:

- Control companies are in the same industry (twdt-dimple)

- Size of the companies must be similar. Given therbgeneity of the firm size by

industry, the authors provide a specific classifaaof companies in three groups
(small, medium and large) with respect to an eglistribution of employment
between the groups.



- Age of the firm could affect the employment growtite. One can argue some
differences in the level of employment and the n$Kailure between mature and
young firms.

- Finally, the authors take into account the numiidirms’ plants. More precisely,

a multi-plant situation induces some problems &timeating the impact of LBO on
employment because divesture and acquisition areted as net employment loss
or net creation of employment even if there is range in the level of
employment for the plant involved in the deal.
The method used by Davis et al. (2008) is partitplmteresting because the authors deal
with the problem induced by firm level analysis agide some evidence about the relevance
of a plant-level analysis. In accordance with tiherature, we assume that mature firms are
overrepresented in the sample. The authors congideplant-level method allows, to some
extent, reducing the survivor bias. It seems todmaplicated to estimate net job destruction at
a firm-level analysis because some plants cansiter the exit of the firm. By contrast,
firm level method which is the most well known nmdhallows considering corporate
structure. For example, this method seems to levagt to observe mergers between some
plants or to control the effect of acquisition ohew establishment on employment. For the
last case, one can argue that acquisition is nebwace of job creation if the level of
employment does not change after the deal.

Amess and Wright (2007a, 2007b) give some evidérua the UK case about the
impact of LBO on employment. With respect to endugey issues, the authors conclude on
an insignificant impact of LBO on employment. Theldem of endogeneity can occur when
distressed companies undergo LBO.

We note that control sample is built on classicaldes (size and sectoral affiliation).
A logit model is used to estimate the probability & firm to have a LBO governance
structure. The model is based on the followingakdg$ (Amess and Wright, 2007b):

- The level of employment

- The turnover of employees to capture the changeployment.

- The cost of labour per employee

- The profit per employee

- A ratio (employee/fixed assets) to estimate if ghreduction is labour/capital

intensive. The authors argue that firms under LB&®l@ss labour intensive.

Amess and Wright (2007b) give some evidence abontesdifferent impact of MBO and
MBI on employment. More precisely, while insider magers tend to increase employment,
there is no growth in employment when external mgara are involved into the corporate
governance. Amess and Wright (2007a) provide a cengmsive method about the treatment
of endogeneity through instrumental variaBl&¥ith respect to their findings, LBO treated as
exogenous and it has an impact on employment mieffect disappears when endogeneity is
controlled. Finally, the authors are not able taatode on a positive/negative effect of LBO
on employment.

b. “Propensity score matching” methods

“Propensity score matching” is a relevant methm#huild a counterfactual. One can
argue that the occurrence of an event may not bhdoraly distributed but along some
characteristics of statistical individuals. The weence of the event is conditioned by some
observables characteristics (conditional indepecel@ssumption). In the case of a LBO, one

2 All variables are expressed in natural logarithm.
? Instrumental variables are endogenous variabi&ior in t-5



can argue that the probability of the buyout isditoned by some characteristics. The impact
of LBO on dependant variable (employment, produtstivoperating performance) could be
underestimated or overestimated and it captureg thiel heterogeneity between the buyout
sample and the control sample.

This method is a two step-method:

- Firstly, one needs to identify the characteristidgch have a relevant impact of
the probability for a firm to be targeted by a LB&ough a Probit model. The
Probit model allows controlling the effects of ohsble variables on the
probability for firm to undergo a LBO and distinghes the net effect of LBO on
dependant variable.

- Secondly, by using the propensity score obtainedutih the Probit model, the
impact of LBO on dependant variable could be edwohshrough a difference-in-
differences regression. We note that the propessityé is not always used in the
second step of the method (Cf infra).

We present in detail two studies on propensityecoatching to analyse the impact of
LBO on employment.

The method used by Amess et al. (2008) is basetitecomparison of employment
level between a sample of firms involved in a LBOaa acquisition and a control sample.
More precisely, they aim at estimating the impdarmownership change due to a LBO or an
acquisition. They consider three cases: (i) fimisch are not affected by restructuring, (ii)
firms which undergo LBO and (iii) firms which aravolved in an acquisition. They use a
difference-in-differences approach to observe sohamge in employment or wages between,
for example, firms which are not affected by restuang and firms which are involved in
LBO.

They authors face with a selection bias due toedbfices between firms which are
involved in a LBO or an acquisition and firms whigte not affected by restructuring. Using a
propensity score matching algorithm, they distisguiive observable variables that explain
the selection bias:

- The initial level of employment prior to the LBOfpagsition.

- The wages prior to the LBO/acquisition.

- The productivity prior to the LBO/acquisition.

- The age of the company prior to the LBO/acquisition

- The time trend prior to the LBO/acquisition.

One can observe some control variables here antigdein the studies presented above. The
authors do not care about industry effect. Inigahployment, wages and the age of the
companies have a significant effect on the progldr a firm to undergo a LBO. Using a
balancing test, the authors valid the propensityesenatching, i.e. the quality of the Probit
model to explain the probability of buyout. Thetaars use the propensity score instead of the
set of observable characteristics in the differanedifferences regression and they do not
find any significant effect of LBO on employmentilween one to four years after the LBO.

In their French case, Boucly et al. (2008) provete empirical study based on
propensity score matching and difference-in-diffiees regression. Controls variables which
are estimated one year prior the LBO include:

* According to Rosenbaum and Rubin (1983) the sebeérvables characteristics could be replacetiéy t
propensity score.



- The log of wage employment

- The log of total assets

- ROA

- ROE

- The growth rate of turnover

- A dummy variable equal to one if the ROE is positiv

- The sectoral affiliation

- The geographic origin of the headquarters (Frewchigistrative division).

The authors do not consider the size of compamieontrast with most other papers using
control sample. The set of observable variablesised in the difference-in-differences
regression instead of the propensity score matciihgh is a summary variable of the
criteria used in the matching method. The authamg & positive impact of LBO on
employment for the French case. According to thbas, the buyout sample is biased due to
large target firms which are overrepresented. Tmesextent, we assume that the positive
impact of LBO on employment is overrepresented tdusorporate restructuring which affect
more often large companies (more complex corposaigcture) than SME (less complex
corporate structure). In addition, the authors db give evidence about the ability of the
sample to take into account the corporate structireompanies. By controlling initial
employment and growth of sales one year prior t®©LBie authors deal with the problem of
endogeneity.

3. Discussion about “matching methods”

We assume that building control sample is partityllaomplicated. We propose a
discussion about the limits of the methods preskmteove and give some proposal to
improve the estimation of the impact of LBO on eoyphent.

a. A robust counterfactual?

One can propose the limits of matching method beedle buildings of the control
sample could impact final results. More precisely assume the difficulty to capture all
relevant variables:

- There is a great heterogeneity of ownership stiiugirms involved in a LBO:
listed companies, SME, subsidiaries, family busshestc. This heterogeneity
involves paying attention to the different charastes used to build the
counterfactual. While the size of the company gatlows controlling this effect,
some characteristics used in propensity score nmgtcfhBO is the dependant
variable) or a two-step Heckman regression (empémtmis the dependent
variable) vary along the ownership status and tbeparate structure. As
mentioned by Davis et al. (2008), plant-level asalyis suffered from survivor
bias less than firm-level analysis. However, fiendl allows capturing some
change in corporate structure like divesture ougitpn.

- Databases (Capital 1Q, Thomson Reuters, and Zephgraffected by a survivor
bias and mostly, do not provide enough informaabout relevant characteristics
to build a control sample.

- Given the specific ownership status, we have toemaldifference between the
holding which has the property rights and the tacgenpany.

- Most of the studies focus on the private equitykets in the UK or in the USA.
We assume that the studies of other countries cedlyeEuropean countries need



to pay attention to national specificities in terafgigidity of employment, depth
of financial markets, size of firms and ownershatss. Boucly et al. (2008, 2009)
find that the rigidity of employment does not affdéfte positive impact of LBO on
employment in the French case. One can arguehbatdidity of labour market is
more relevant in the case of layoffs due to a LBCaddition, the development of
the national industry of private equity could imp#te relationship between LBO
and employment. A more mature market like in theAUSr the UK is
characterized probably by less profitable investnmoases than a young market.
Finally, the global tendency of the national prevaquity market could impact
final results. If LBO funds target mature and praifie companies, the effect of
LBO on employment could be reduceéd.contrariq if targeted companies are in
distress, the impact of LBO on employment couldberestimated, especially if a
control variable of initial level of employment isot used for building the
counterfactual.

- The decision of the buyout could be explained tghonon observable variables.
In the case of a public company, the delisting sdadds to obtain a minimum of
share and the announcement of public bid can iseré@e cost of the buyout for
the LBO firms due to the negotiation of differememia for each shareholder.
Bidder may forsake buyout if the growth of the cdge to free rider behaviour is
too high. Achleitner et al. (2009) find that LBOrmfis could be particularly
interested in catching “irrevocable commitments” time case of companies
controlled by blockholders. On can argue that Yioeable commitments” affect
the probability to be delisted through a LBO fostéidd companies. Literature
emphasizes the role of LBO funds for family bussesvners who face with
difficulties to find an acquirer. However, we assuthe difficulties to deal with
different reasons explaining a cession to a priegtdty fund.

Given the link between the econometric model (OlLSdiference-in-differences
model) used to deem the impact of LBO on employnagiat the counterfactual; we assume
the need to build the most comprehensive counteidhc

b. How to analyse bankruptcy?

The impact of LBO on failure is an important deb@&ecording to Strémberg (2008),
firms which undergo a LBO are more affected byuialthan listed companies. Failures of
firms involved in LBO need to be counted as neslokjobs. Still we have some problems.
First of all, the limited availability of data abotailures is an issue in the main databases
mentioned above. The survivor bias can be explaittredugh the difficulties to find
information about failure. In addition, one canwedhat private equity funds are reluctant to
disclose information about failures.

The formation of control sample needs to take imtgount the companies with a
similar risk of failure as buyouts sample becaus¢he strong impact of bankruptcy on
employment. Boucly et al. (2009) give some evidealbeut a similar rate of failure in the
French case between buyout sample and control satdpliertheless, one can argue that the
French private equity market is less mature tharBritish and American counterparts. The
author give some evidence about the role of priegtgty firms in reducing credit constraints
for targets. Private Equity funds would tend todstvin companies with a growth potential.
As a consequence, the sample is biased towardsatoespwith a low probability of failure.
To some extent, the negative impact of LBO on eymknt could be underestimated.



According to Davis et al. (2008), the firm-leveladysis introduces a survivor bias and
it is complicated to control the corporate restudcig between entity and plants. They limit
their study to a short period in order to obtaie thost transparent information. In addition,
they control the bias implied by firm-level anaky/$inrough the plant-level analysis.

Finally, taking into account the net effect of fmé is particularly complicated.
Nevertheless, we assume that analyses based onitgtien data are more relevant to
measure the effect on level of employment so asolieerve a global trend in job
destruction/creation.

c. How to measure the impact of LBO on employment?

As mentioned above, estimating the net impact dDLdh employment is susceptible.
In this paper, we deal only with quantitative as@éybased on “matching” methods. While
the criteria used to estimate the impact of LBOearployment are quite similar, findings are
mixed. According to the mentioned advantages anddiabout “matching methods”, we give
some proposal of a comprehensive “matching” method:

- Using a propensity score matching is relevant olepoto avoid some bias in the
estimation of the impact of LBO on employment. Wegug that companies which
undergo a LBO present some specific characteristics

- According to Boucly et al. (2009), we have to cohtihe probability of failure
which must be similar between target and control.

- A complex corporate structure could induce a biasahse of restructuring like
mergers between establishments. As mentioned byisDetv al. (2008), the
estimation of the impact of LBO on employment neddsdistinguish the
regressions at firm-level and plant-level.

- Macroeconomic effect has to be controlled. We asstim relevance of cyclical
effect in the LBO industry. For example, one caguar that returns, risks of
failures, layoff trends were quite different befdiee financial crisis of 2007,
especially for the LBO market which was in a bulyinier to the crisis.

- One can argue that buyout sample are quite differet studies focus on different
countries: the USA, the UK and France. Most of #hedies on the UK give
evidence about an insignificant role of LBO in d fia employment. Davis et al.
(2008) find that LBO has a negative impact on #nel of employment for the
USA. On the contrary, Boucly et al. (2008; 2009gHhhight that LBO plays a
significant role in job creation. Different findiagmply to consider some national
specificities for explaining the role of LBO on elmygment.

- Given the great heterogeneity of ownership stafusompanies prior to LBO,
control samples must be built without any bias talsaa specific category of
ownership status. In fact, it would be easier ttawbinformation for companies
which are listed, but, buyouts involve more ofterivate companies.

- Control sample has to deal with the maturity ofiova! private equity industry.
We assume that there are potentially more highdfitable deals in a less mature
private equity market.

- According to Amess and Wright (2007b), the impdacboyout could vary if the
deal implies internal managers (MBO) or externahaggers (MBI).

- Given the debates about the role of LBO funds #red heterogeneity of the
operating performance between targets, we prophseneed to distinguish
companies along their economic and financial heditre relationship between



LBO and employment could be rather different if deal with distressed firms or
“cash cows”.

4. Conclusion

Considering the most recent papers which aim anathg the net impact of LBO on
employment, we observe that results are mixed an@ne aware of the awkwardness of the
work even though actual methods used are quitetamdaiig. The actual debates on the
impact of LBO on employment underline the needusfifer analysis which deals with larger
samples and different countries.

Given the limits of analysis using counterfactuale suggest the relevance of
gualitative methods to capture the effects of LBBiolh are unobservable in database like
changes in working conditions or in worker repreéaton. Nevertheless, such a method still
suffers from a large survivor bias and is not geptissible to reach representative findings.

We provide some proposal to improve the qualitcafinterfactual in respect to the
specificities of LBO funds, LBO deals type, firm$iwh undergo LBO and national private
equity market. We argue that the interest on thmeposals for the study of the impact of
LBO on employment for European countries presentmesospecific institutional
configurations, unequal development of nationalustdes of private equity, and varying
distribution of companies along their ownershigugacorporate structure and size.

Finally, we highlight the need to treat the endaggnproblem in future empirical
analysis in order to estimate the net effect of L&®employment. Given the effect of the
recent crisis on debt market, it seems that thateeb still open.

References

Achleitner, Ann-Kristin, André Betzer, and Bastiatinterramskogler. 2009. “Private Equity Investors a
Corporate Governance Mechanism in Continental EIf@SRN eLibrary
http://papers.ssrn.com/sol3/papers.cfm?abstract 3itie836.

Amess, Kevin, Sourafel Girma, and Mike Wright. 2008hat are the Wage and Employment Consequences of
Leveraged Buyouts, Private Equity and Acquisitionghe UK?.”SSRN eLibrary
http://papers.ssrn.com/sol3/papers.cfm?abstract 2i60581.

Amess, Kevin, and Mike Wright. 2007a. “Barbariahsh@ Gate? Leveraged Buyouts, Private Equity atd.J
SSRN eLibraryhttp://papers.ssrn.com/sol3/papers.cfm?abstet 034178.

Amess, Kevin, and Mike Wright. 2007b. “The Wage &mdployment Effects of Leveraged Buyouts in the UK
PB - Routledge.International Journal of the Economics of Busin#4s179.

Bédu, Nicolas, and Matthieu Montalban. 2009. “Umalgse de la diversité géographique des opératiens
private equity en Europe : le role des configuraimstitutionnelles.” dan&éographies de la finance
mondialiséein Dupuy C., Lavigne S., La documentation frapeai

Benthabet, Safa. 2009. “Performance et privaterighfe equity : une analyse approfondie des opnatide
rachat avec effet de levier (LBO).” thése de daaités Sciences de gestion, Reims.

Berle, Adolf Augustus, and Gardiner Coit Means. 298he modern corporation and private property
Transaction Publishers.

Boucly, Quentin, David Sraer, and David Thesmar.020“Job Creating LBOs.”SSRN eLibrary
http://papers.ssrn.com/sol3/papers.cfm?abstract 364087.

Boucly, Quentin, David Sraer, and David ThesmaiO&0'Les effets réels des LBO : une étude du marché
francais entre 1994 et 2004.” daPsvate equity et capitalisme francai® Glachant J., Lorenzi JH.,
Trainar P., La documentation francaise.

Bruton, Garry D., J. Kay Keels, and Elton L. Safr002. “Corporate restructuring and performanke:
agency perspective on the complete buyout cydleuinal of Business Researbh:709-724.



Chambost, lIsabelle, Christian Hoarau, Pascal P®&wrick Roturier, and Emmanuel Tarriere. 2008.
“Financiarisation des entreprises et dialogue $6cia

Chaplinsky, Susan, Greg Niehaus, et Linda Van dehGu998. “Employee buyouts: causes, structurd, an
consequencesJournal of Financial Economic$8:283-332.

Cotter, James F., and Sarah W. Peck. 2001. “Thetste of debt and active equity investors: Thee aafsthe
buyout specialist.Journal of Financial Economics9:101-147.

Cressy, Robert Clive, Federico Munari, and Alessardalipiero. 2008. “Creative Destruction? UK Evighe
that Buyouts Cut Jobs to Raise Returi@SRN eLibrary
http://papers.ssrn.com/sol3/papers.cfm?abstract 086830.

Cumming, Douglas, Donald S. Siegel, and Mike Wrigh007. “Private equity, leveraged buyouts and
governance.Journal of Corporate Financ&3:439-460.

Davis, Steven J., John Haltiwanger, Ron S. Jardush Lerner, and Javier Miranda. 2008. “Privateifgcand
Employment."SSRN eLibrary
http://papers.ssrn.com/sol3/papers.cfm?abstract 1id#175.

De Jong, Abe, and Ronald Van Dijk. 2007. “Determisaof Leverage and Agency Problems: A Regression
Approach with Survey DataEuropean Journal of FinancE3:565-593.

DeAngelo, Harry, Linda DeAngelo, and Edward M Rid®84. “Going Private: Minority Freezeouts and
Stockholder Wealth.Journal of Law & Economicg7:367-401.

Fox, Isaac, and Alfred Marcus. 1992. “The Causes@onsequences of Leveraged Management BuyoLie'’
Academy of Management Revigw62-85.

Froud, Julie, and Karel Williams. 2007. “Privateuty and the Culture of Value ExtractionNew Political
Economy12:405-420.

Grossman, Sanford J., and Oliver D. Hart. 1980kebaer Bids, The Free-Rider Problem, and the Thebthe
Corporation."The Bell Journal of Economiddl:42-64.

Harris, Milton, and Artur Raviv. 1990. “Capital 8tture and the Informational Role of Debthe Journal of
Finance45:321-349.

Jensen, Michael C. 1986. “Agency Costs of Free Gy, Corporate Finance, and Takeovelidie American
Economic Review6:323-329.

Jensen, Michael C. 1989. “Eclipse of the Publicgdoation.”Harvard Business Revie®7:61-74.

Jensen, Michael C., and William H. Meckling. 197Bheory of the firm: Managerial behavior, agencyisoand
ownership structure Journal of Financial Economic3:305-360.

Kaplan, Steven. 1989a. “Management Buyouts: Evideoic Taxes as a Source of Valu@lie Journal of
Finance44:611-632.

Kaplan, Steven. 1989b. “The effects of managemegbibts on operating performance and valdetrnal of
Financial Economic24:217-254.

Kaplan, Steven N., and Antoinette Schoar. 2005véee Equity Performance: Returns, Persistence Capital
Flows.” The Journal of Financé0:1791-1823.

Kaplan, Steven N., and Per Stromberg. 2008. “LegemtaBuyouts and Private EquitySSRN eLibrary
http://papers.ssrn.com/sol3/papers.cfm?abstract 1i@4962.

Lazonick, William, and Mary O'Sullivan. 2000. “Mamizing shareholder value: a new ideology for cogper
governance.Economy and Socief0:13.

Lehn, Kenneth, and Annette Poulsen. 1989. “FreenCasw and Stockholder Gains in Going Private
Transactions.The Journal of Financé4:771-787.

Liebeskind, Julia, Margarethe Wiersema, and Garmsda. 1992. “LBOs, Corporate Restructuring, and the
Incentive-Intensity HypothesisFinancial Managemeri21:73-88.

Long, William F., and David J. Ravenscraft. 199380s, Debt and R&D Intensity.'Strategic Management
Journal14:119-135.

Long, William F., and David J. Ravenscraft. 1993he Financial Performance of Whole Company LBOs



Center for Economic Studies, U.S. Census Bureau/fiteas.repec.org/p/cen/wpaper/93-16.html.
Lowenstein, Louis. 1985. “Management BuyoutSdlumbia Law Revie\85:730-784.

Lutz, Eva, and Ann-Kristin Achleitner. 2009. “Angebr Demons? Evidence on the Impact of Private tiqui
Firms on Employment.3SRN eLibrary
http://papers.ssrn.com/sol3/papers.cfm?abstract 4286 38.

Marti Pellon, José, Luisa Alemany Gil, Nina Zieljrgnd Marcos Salas de la Hera. 2007. “Impact of &C
Private Equity in Spain: Period 1991-20023CRI Research paper

Muscarella, Chris J., and Michael R. Vetsuypenf019Efficiency and Organizational Structure: A &yuof
Reverse LBOs.The Journal of Financé5:1389-1413.

Nikoskelainen, Erkki, and Mike Wright. 2007. “Thenpact of corporate governance mechanisms on value
increase in leveraged buyoutddurnal of Corporate Financ&3:511-537.

Opler, Tim, and Sheridan Titman. 1993. “The Detaants of Leveraged Buyout Activity: Free Cash Fhmy
Financial Distress CostsThe Journal of Financé8:1985-1999.

Phan, Phillip H., and Charles W. L. Hill. 1995. ‘anizational Restructuring and Economic Performance
Leveraged Buyouts: An Ex Post Studylie Academy of Management Jour8&1704-739.

Rosenbaum, Paul R., and Donald B. Rubin. 1983. “Gdmwral role of the propensity score in observetio
studies for causal effect8Biometrika70:41-55.

Ross, Stephen A. 1977. “The Determination of FirenStructure: The Incentive-Signalling Approacihe
Bell Journal of Economic8:23-40.

Shleifer, Andrei, and Robert W. Vishny. 1986. “Lar§hareholders and Corporate Contrdlie Journal of
Political Economy94:461-488.

Smith, Abbie J. 1990. “Corporate ownership struetand performance: The case of management buyouts.”
Journal of Financial Economic37:143-164.

Watt, Andrew. 2008. “The impact of private equity &uropean companies and workers: key issues and a
review of the evidencelhdustrial Relations Journe39:548-568.

Weir, Charlie, Pete Jones, and Mike Wright. 200Bublic to Private Transactions, Private Equity and
Performance in the UK: An Empirical Analysis of timepact of Going Private. SSRN eLibrary
http://papers.ssrn.com/sol3/papers.cfm?abstract 1i88616.

Wright, M., L.D.R. Renneboog, T. Simons, and L. &eb. 2006.Leveraged Buyouts in the U.K. and
Continental Europe: Retrospect and ProspeEtiiburg University, Center for Economic Research
http://ideas.repec.org/p/dgr/kubcen/200670.html.

Wright, Mike, Charlie Weir, and Andrew Burrows. 200Irrevocable Commitments, Going Private and &ev
Equity.” European Financial Managemeh8:757-775.

Yousfi, Ouidad. 2009. “Leveraged Buy Out and TaxiSg Advantage: A Double-Sided Moral Hazard Model.”
SSRN eLibraryhttp://papers.ssrn.com/sol3/papers.cfm?abstidei 361469.



