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Abstract

Private equity investing (PE) has experienced a rapid growth on a global scale over the
past several decades and has become a significant industry. But while scholars have
devoted considerable effort to studying the area of risk capital investing into
businesses, research about private equity as an asset class is surprisingly scarce. The
aim of the dissertation is to address this gap by enhancing the understanding of PE
fund investing in general, and specifically about how heterogeneity in investor-specific
characteristics and entry order strategies may impact performance.

Outside of the PE literature, the major theoretical framework for the dissertation
has been derived from the entry order streams of research. By cross-fertilizing theories
about first mover advantages (FMA) with ideas stemming from the imitation literature,
a developed research model and thereby a richer set of tools to theoretically explain
entry order behaviors and outcomes in environments less prevalent for existing FMA
research has been developed.

The strategy pursued to achieve the dissertation’s objectives was to apply both
inductive and deductive research approaches. In order to provide a rich and
comprehensive understanding of private equity as an asset class, a qualitative study was
undertaken based on in-depth interviews with institutional PE fund investors. In
addition, in order to facilitate a thorough investigation of the links between
organizational characteristics, entry order and performance, a quantitative study was
also carried out. Hypotheses were tested through the statistical analysis of unique data
covering all PE funds raised in Sweden between 1983 and 2003, collected within the
frame for this dissertation.

Based on a comprehensive set of interviews with PE fund investors, in-depth
insights about variances in motives for investing in the asset class, ways of working,
and investment strategies were acquired. One of the more interesting findings from
this study is that there seem to be two significantly divergent investment strategies that
lead to satisfactory performances when investing in PE funds: (i) to be a devoted,
highly skilled and independent investor, or (i) to copy the behaviors and decisions of
other investors who are perceived as having high skills and thus have attained
prominence in the market. This, in turn, suggests that organization-specific
characteristics determine which strategy will be the optimal choice for a certain
investot.

Amongst several novel results, the hypothesis-testing study indicated that the level
of environmental uncertainty has a clear impact on which organization-specific factors
explain entry order, as well as which factors impact the ability of an organization to
take advantage of a chosen entry order. Furthermore, the study pointed at
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organizational reputation as an especially valuable asset in situations of uncertainty.
While a good reputation does not directly lead to superior performance, it may be used
in exchange for favorable entry order positions.
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CHAPTER 1

Infroduction

This first chapter describes the empirical setting of the dissertation, introduces the theories which will be drawn
upon, and presents the principal research aims and areas. Furthermore, brief descriptions of the methods used and
the intended contributions of the research are presented. Finally, the overall organization of the dissertation is
outlined.

1.1 Private equity investing

Over the last several decades, private equity (PE) investing has evolved extensively to
become a significant industry compared to the small niche market it used to be. Today,
it is considered to play a crucial role in the economy, by boosting innovation and
growth in promising startups or expanding firms, as well as by fostering the restructur-
ing of mature companies (e.g., Davila ez a/., 2003; Cressy et al., 2007).

Private equity can somewhat simplified Allocation to PE
be defined as any type of equity investment fund investments
into a business not quoted on a stock mar-
ket!. The investment may be used to devel-

op new products and technologies, to Private equity (PE) /I
expand working capital, to make acquisi-

Unit of
ELEISS

Institutional investor

tions, to strengthen a company’s balance Venture Buyout (BO)
sheet, or to buy out other shareholders. The capital (VC) capital

formal PE market is usually split into two i i i i i I
main sub—segments: buyout (BO) csitp1ta'1 and B —
venture capltal (V C), as deplcted n F1gure company company

1.12. A buyout is a transaction in which a

business, business unit or company is Figure 1.1. Schematic overview of the PE invest-
acquired from other shareholders, typically ment market

applied to mature companies. A company that carries out buyout deals, manages and
develops the entity after a buyout transaction has been made, and finally exits the
investment is referred to as a buyout firm. In contrast, venture capital firms invest

1 See Chapter 2 for a more detailed and comprehensive definition of ‘private equity’.

2 Informal PE investing made by so-called ‘business angels’ are outside of the scope of this dissertation. See
footnote in Section 2.1.1 for a more detailed discussion about these types of investors.
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capital into early-stage companies with large growth potential or in firms that are in the
expansion phase. Both types of PE investors are active owners, suggesting that they
will not only bring capital but also relevant knowledge, business networks and certifica-
tion to their investments. Other similarities between VC and BO investors are that
they primarily invest third-party capital and have formal organizational structures for
their investment activities. There are several types of PE firms, but the vast majority of
them invest capital through fixed-life funds where portfolios of companies are built,
developed and finally exited. Once one such fund has been closed, these PE firms
need to raise new funds in order to stay in business.

Providing risk capital for business development is, however, just one side of the
private equity coin. On the other side, this activity constitutes an investment class for
professional institutional investors as a component of the alternative investment
universe. By investing in funds managed by PE firms, institutional investors bring
capital to the industry without taking any responsibility for the operations of funds or
their portfolio companies (Sahlman, 1990). Examples of such PE fund investors are
investment companies, banks, families and foundations, endowments, insurance
companies, private and public pension funds, government agencies, and corporate
investors. The majority of institutional investors allocate most of their capital to tradi-
tional assets such as publicly traded stocks, bonds, short-term money market instru-
ments, and similar securities. Over time, however, many financial organizations have
increased the proportion of PE funds in their portfolios; in this manner, institutional
investing has become the single largest source of capital to the PE industry
(EVCA/PWC/Thompson Financial). But while scholars have devoted significant
efforts to studying the area of risk capital investing into businesses, private equity as an
asset class is probably one of the least understood segments of today’s financial mar-
kets.

The theoretical rationale for investing in an alternative asset class such as private
equity is to improve the risk and reward characteristics of an investment portfolio, with
the expectation that the asset will offer a higher absolute return whilst improving
portfolio diversification (Markowitz, 1952; Bodie ¢ a/, 2005). In comparison with
investing in more traditional securities such as public stocks or bonds, however, invest-
ing in PE funds is considered a complex task. This is due to their long-term and illiquid
nature, as well as the noticeable lack of transparent and publically available information
pertaining to PE funds (Tuck, 2003). Moreover, there are material variations in pet-
formance across PE funds, implying that while PE investing may generate excellent
returns, investors could also face large losses (KKaplan and Schoar, 2005; Phalippou and
Gottschalg, 2009). Hence, a PE fund investor needs to have the ability (or luck) to
select funds with the potential to deliver attractive returns. However, deeper insights
about which investment strategies have proven successful, and, more specifically,
about how these strategies may differ across various investor types, seem to be missing
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from the literature. This is somewhat surprising given the large amounts of capital that
private as well as public institutions devote to this particular asset class each year, as a
broader understanding about performance determinants could improve investor
returns.

In the development of strategies for PE fund investing, there are obviously a
number of areas to consider, including geographical focus, industrial focus, phase
focus, allocation levels, as well as governance and control of investments. Another,
more general, strategic question of central importance within the strategy literature
concerns the time of entry into a new market or context (Porter, 1980). First movers
may enjoy significant advantages — or disadvantages — depending on organization-
specific features, as well as on the macro-environmental situation (Lieberman and
Montgomery, 1988). Being the first to enter a hitherto unexplored area is in general
associated with greater risks, and especially in the case of high uncertainty (Lieberman
and Montgomery, 1988; Lieberman and Asaba, 20006). In such situations, organizations
(and individuals) may be inclined to await resolution of uncertainty, and thereafter to
make decisions based on knowledge that has been gleaned from observations of
others’ behaviors and performances (DiMaggio and Powell, 1983; Bikhchandani ez 4/,
1992). On the other hand, failing to make an early move can also be risky, not least
when this course of action results in missed opportunities. Moreover, a favorable entry
order strategy for one organization may not be the optimal choice for another, depend-
ing on firm-specific capabilities and resources (Lieberman and Montgomery, 1998).

The vital importance of entry order also within the PE fund investment sector
may be illustrated by the following quote from an employee working at a Swedish
financial institution, explaining his organization’s willingness to invest in the first fund
set up by a newly established PE firm:

“We conld do first-time fund investments but only if the team members have considerable
previous private equity experience and have worked together before. The advantage of a
[first-time fund is that the incentive to succeed is so high — they need to be successful or oth-
erwise they will never get a second chance. In addition, if the |PE firm| does achieve supe-
rior returns, other |PE ftund investors| run the risk of not getting a seat in the next

Sfund.”

(Investor in private equity funds, spring 2008)

This dissertation seeks to enhance the understanding of PE fund investing in general
and performance determinants specifically, with a particular focus on entry order
strategies. Given this specific focus, it is fitting to look for theoretical explanations and
guidelines in the streams of research that have focused on entry order.
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1.2  Eniry order theories

Entry order has received a significant amount of interest from scholars working in a
broad range of disciplines, including economics, marketing, strategic management,
institutional sociology, and population ecology, to mention but a few. Two streams of
research, however, tend to dominate the field: the first mover advantage (FMA) litera-
ture rooted in strategic management and economics, and the imitation literature stem-
ming primarily from institutional theory and from economic research about herding
behaviors.

Lieberman and Montgomery (1988) present the most frequently cited desctiption
of how first mover advantages may appear and evolve. According to these researchers,
an environmental change creates an opportunity for a first mover advantage to emerge.
Organizations will assess the various forms of uncertainty associated with a new mar-
ket and weigh potential advantages against the risks of early entry. If the firm considers
that substantial pioneering benefits exist, it has an incentive to attempt to entet eatly.
These advantages can, however, only be materialized if the organization possesses the
capabilities needed to make a first move and to capitalize on this opportunity. Fueled
largely by the resource-based view of the firm (Wernerfelt, 1984; Barney, 1991), a
significant amount of FMA research is oriented around which, and how, firm-specific
assets capture benefits from early entry. Subsequent research within this stream does
also, to some extent, investigate possible second mover advantages (Lieberman and
Montgomery, 1998; Finney e al, 2008; Yoo et al., 2009). But despite the fact that the
empirical FMA literature is voluminous, no conclusive evidence for either first or late
mover advantages exists. Instead, researchers have presented conflicting results, where
some identify pioneering as the superior entry strategy (Makadok, 1998; Robinson and
Min, 2002), while others argue that later entrants in general are more successful
(Golder and Tellis, 1993; Suarez and Landzolla, 2005).

One common explanation for these contradictory results refers to environmental
differences, stressing that not only organizational capabilities but also the contextual
setting will affect whether or not first, or for that matter second, mover advantages will
emerge (Lieberman and Montgomery, 1988; Kerin et al, 1992; Schoenecker and
Cooper, 1998; Suarez and Lanzolla, 2007). That is, firms possessing the capabilities and
skills needed to build first mover advantages in one particular segment may not have
the attributes needed to develop similar pioneering benefits in another market and
hence may be better off as second movers in those contexts.

A vast majority of the FMA research has been focused on product introductions
within mature industrial and consumer packaged goods markets. In other words,
borrowing from the terminology presented by Lieberman and Asaba (20006), in rather
stable environments where high levels of rivalry is expected (for exceptions, see e.g.,
Carow ¢t al., 2004; McNamara e al., 2008; Barnes ¢ al., 2009). This has led some to
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question whether conventional theoretical explanations behind first and second mover
advantages are fully applicable to radically different types of contexts, such as service
industries and environments characterized by high uncertainty and low rivalry. A
suggested route for expanding the FMA theory further is to cross-fertilize it with ideas
arriving from other entry order research streams, where the imitation literature appears
as the primary choice (Lieberman and Asaba, 2006; Ethiraj and Zhu, 2008).

Although having widely disparate theoretical roots, institutional theory and the
economic herding literature have at least one major area of interest in common: that of
imitators and imitative behaviors. Imitating clearly is also a form of entry order deci-
sion-making, although the body of imitation literature typically adopts other perspec-
tives on the phenomenon compared with the case for FMA-based research?. First, the
imitation literature naturally orients around the imitator, i.e., the entity following others
into new areas. Second, while FMA scholars primarily have been engaged in analyzing
the outcomes from pioneering, the imitation literature is typically preoccupied with
investigating factors that influence organizations to follow others (e.g., DiMaggio and
Powell, 1983; Banerjee, 1992; Haunschild and Miner, 1997). Third, contrary to the
FMA literature the imitation research has first and foremost analyzed entry order
occurring in contexts characterized by high levels of uncertainty (Lieberman and
Asaba, 20006). In such environments, organizations are found to be particularly prone
to follow the decisions and behaviors of prominent parties in a social group. The line
of thinking holds that when the quality of something or someone is difficult to assess
due to ambiguity and uncertainty, evaluations are influenced by the social standing and
trustworthiness of the entities associated with it (Podolny, 1994). Thereby, the imita-
tion literature has advanced so-called ‘social approval assets’ as especially important in
situations of high uncertainty (Barney, 1991; Suchman, 1995; Fombrun, 1996;
Deephouse, 2000; Jensen, 2008). Of these, reputation holds a salient position.

The concept of reputation involves external expectations placed on an organiza-
tion’s capabilities to deliver value along some key performance dimensions, as deter-
mined by the general perceptions of previous efforts (Fombrun, 1996; Rindova ez 4/,
2005; King and Whetten, 2008). This suggests that an organization that acts supetior,
or achieves superior performance, in relation to its peers is likely, as it becomes known
to a wider audience, to be considered a high-reputation entity. Furthermore, an organi-
zation with a favorable reputation is expected to be in a position where it can capitalize
on its prominence and thereby enjoy various advantages (Rao, 1994; Fombrun, 1996).
Hence, a strong reputation is viewed as an important asset, one that is further en-

3 A late entrant may be defined differently from an imitator, where institutional theoty typically emphasizes the
mimicking behavior of imitators. In this thesis, though, the concept of imitation is used more broadly to
describe the action of following others into new markets or contexts. For more detailed definitions of pio-
neers and followers, see Section 3.2.
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hanced by its socially complex and difficult to imitate nature. Given that an organiza-
tion possessing a good reputation has strong incentives not to damage its prominent
position, affiliations with such organizations also send positive signals about the reci-
pient firm or entity (Stuart ¢ al, 1999). In other words, reputation is a demonstrably
important asset that may be used directly or indirectly for various favors, especially in
situations of uncertainty. Thereby, the organizational capabilities and resources that are
used in traditional FMA research to identify successful first or second moves, e.g.,
expetience and large pools of financial and human capital (Mitchell, 1989; Schoenecker
and Cooper, 1998), may need to be complemented with a social approval type of asset,
such as reputation, in order to better explain how a specific entry order advantage may
appear and develop within contextual settings characterized by rather high levels of
uncertainty.

This introduction to the two major research streams concerned with entry order
shows that although both focus on the same basic phenomenon, the streams have
developed in parallel and have largely been devoted to different research topics (see
Table 1.1).

Table 1.1. Overview of general focus within the FMA vs. the imitation literature

Theoretical background

Predominant entity in focus
Predominant research question

Predominant industrial setting
for empirical studies

Predominant contextual setting
for empirical studies

Mainly empirically or theoretical-

FMA LITERATURE

Strategic management,
economics

First movers/Pioneers
Consequences of pioneering

Industrial and consumer pack-
aged goods

Stable, mature, high rivalry

Empirically

IMITATION LITERATURE

Institutional theory, economic
theory of herd behavior

Imitators/Late movers
Factors influencing imitation

Various industries and contexts

Uncertain, ambiguous, low
rivalry

Theoretically

ly driven research

The FMA literature has primarily been focused on first movers and the consequences
of pioneering. The empirical body of research is large, but it has a clear focus on
mature packaged goods industries, i.e., rather stable and competitive segments. In
contrast, the imitation research has been otiented around followers and has concen-
trated on investigating the causes behind imitation in situations of high uncertainty.
And while the imitation literature is considered rich in terms of theory but short on
evidence, the opposite is true for the FMA literature (Ethiraj and Zhu, 2008).

To summarize, neither of the two major entry order theory streams seems to be
sufficient to alone explain entry order and subsequent performance effects in a finan-
cial services industry such as private equity fund investing. Instead, cross-fertilization
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between the two and further development of theory are needed. Hence, another goal
for this dissertation is to contribute to the continuous development of the entry order
theories with additional theoretical insights and novel empirical tests.

1.3 Research aim and research areas

Based on the conclusions arrived at in the previous sections, the overall aim for this
dissertation may be formulated as:

To enhance the understanding of PE fund investing in general, and, more specifically, to
explore how heterogeneity in organization-specific characteristics and entry order strategies
may impact investment performance.

This aim can be divided into four major PE fund investing

research areas. The overall research area
Performance

concerns the asset class of private equity, with .
determinants

the purpose of providing a broader under-
standing of PE fund investing in general. Investment
Within this area, the dissertation is particularly strategies
concerned with performance determinants
where various factors that may affect returns Entryorder
from PE fund investing are analyzed. Fur- strategies
thermore, out of these investigated perfor-
mance determinants, investment strategies in . . .

. ‘ Figure 1.2. Overview of researchareasin focus
general and entry order strategies specifically,  for the dissertation
are of central importance. Figure 1.2 provides
an illustration of these research areas.

Given the specific aim of investigating entry order strategies and subsequent per-
formance related to PE fund investing, it is expected that the dissertation will contri-
bute to the continuing extension of theories about entry order in three major ways.
First, the dissertation will seek to combine ideas from two major research streams
focusing on entry order, i.e., the FMA and the imitation literatures, as suggested by
Lieberman and Asaba (2006). As such, the expectation is to develop a richer set of
tools with which to theoretically explain causes behind entry order behaviors and
outcomes that also apply in environments less commonly addressed in current FMA
research (in this case, a financial services industry setting characterized by varying
degrees of uncertainty). Second, since reputation has been put forward as a key organi-
zational asset, especially in situations of uncertainty, this specific construct will be
included and tested within the framework of the current research. Third, in order to
stretch the theories even further, novel definitions of first and second movers are
advanced. That is, investors who are willing to invest in first-time funds set up by
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recently founded PE firms are in this research referred to as ‘first movers,” while
investors who primarily invest in more mature funds are categorized into ‘second
movers.’

1.4 Research approach and methods

Given the limited understanding of private equity as an asset class, an explorative
research approach appeared to be a natural choice. Hence, a qualitative study was
carried out. The study is based on in-depth interviews with investment professionals
responsible for PE fund investing activities at 36 institutional organizations in Sweden
and in the UK. The purpose for this study was to: (i) in general, provide a rich and
encompassing understanding about PE fund investing, and (ii) more specifically, to
investigate heterogeneity across institutional investors in terms of perceptions of this
particular asset class, with a special focus on investment strategies. In addition, the
results emerging from the qualitative study served as a source for the hypothesis
development and interpretation of results in the quantitative study discussed next.

Since the dissertation specifically seeks to investigate order of entry behaviors and
performance consequences, a deductive research approach was deemed to be appro-
priate. Hence, a quantitative study was also conducted within the framework of this
dissertation. In this study, conceptual structures and hypotheses were developed on the
basis of an extensive review of entry order theories and empirical studies. In addition,
existing PE research and results emerging from the qualitative study were incorporated
in the hypothesis constructions. In total, 16 hypotheses were developed. Thereafter,
research steps including the operationalization of key constructs, the collection of data
and, finally, empirical testing, were carried out.

Gaining access to comprehensive and reliable data about PE fund investing in
general, and to information about returns on a more specific level, are considered to be
some of the more challenging tasks when testing hypotheses involving performance
measurements for this particular industry (see e.g., Kaplan and Strémberg, 2009;
Cumming and Walz, 2010). Hence, the decision was made not to use existing second-
ary sources, but instead to utilize my personal network in the Swedish PE industry to
get data. The information was collected from 28 personal, highly structured, interviews
with senior managers in Swedish PE firms. These primary data were thereafter com-
plemented with information from several secondary sources, such as the Preqin,
Capital 1Q, and Orbis databases. All data were stored in a Microsoft Access database.
In total, the database contains unique and comprehensive information about 334
institutional investors that have invested in 72 Sweden-based PE funds in the period
1983 to 2003. The hypotheses were tested using logistic and multiple linear regressions
in the STATA software.
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This collected data were also used for three other analyses: (i) to describe the rise
and development of the Swedish PE market, (i) to achieve a high-level overview of
performance heterogeneity across PE fund investor types, and (iii) for testing PE fund
performance determinants. These studies contributed to the overall aim for the disser-
tation to provide a broader understanding of PE equity as an asset class.

All in all, this dissertation builds on one qualitative study, one major quantitative
hypothesis-testing study and three minor quantitative studies as described above.

1.5 Intended contributions

This dissertation is expected to contribute to both theory and practice in the field. The
research adds to the existing knowledge in three ways. First, it contributes to the strand
of PE research by providing a deeper understanding of the major capital providers to
the industry, namely, institutional PE fund investors. Particularly, it increases the
understanding of performance determinants for PE fund investing, with a special focus
on entry order strategies. By utilizing my personal network, I managed to collect and
build a unique database of PE fund investments and attributed performance data.
Hence, the dissertation also responds to the call to test PE performance-related hypo-
theses using a dataset other than those available from public sources (which are consi-
dered to possess serious shortcomings). Second, by integrating ideas from two central
research streams about entry order, each of which has fundamentally different theoret-
ical roots, the expectation is that the theoretical explanations accounting for hetero-
geneity in entry behaviors and performance will be richer and applicable to broader
contexts. In addition, by applying and testing developed theoties about entry order in a
novel way, the theories are expanded further. Third, the dissertation has implications
for practitioners, as well. Most significantly, it is expected that these findings will
provide asset managers with an enhanced understanding of performance determinants
for PE fund investing, and, more specifically, of the connections between organiza-
tional characteristics and entry order behaviors on the one hand and expected returns
on the other. For more details on the expected contributions of the dissertation, see
Chapter 10.

1.6 Central concepts and terminology

This dissertation contains four theoretical constructs that are of special importance in
the processes of theory development, hypothesis testing, and the analysis of results, as
well as for the final conclusions and discussions. They are: (i) first movers or pioneers,
(i) late movers, followers or imitators, (iii) uncertainty, and (iv) reputation. Chapter 3
provides detailed definitions of these theoretical concepts, while they are operationa-
lized to facilitate empitical research in Chapter 7.



CHAPTER 1

As with most industries, the PE market makes use of a number of context-
specific terms. Before a deeper understanding of the industry in focus may be devel-
oped, these terms need to be outlined and defined. A discussion of some of the more
important PE concepts and terms used in the present research is provided in Chap-

ter 2. A glossary of common private equity terminology is available in Appendix 1.

1.7

Organization of the dissertation

Table 1.2 provides a specific outline of the contents of each chapter in this disserta-
tion. The overall structure for the thesis is illustrated in Figure 1.3, where the arrows
indicate how the chapters are linked to each other.

Table 1.2. Specification of dissertation contents

CHAPTER

Chapter 1: Introduction

Chapter 2: Private equity:
Empirical and theoretical
frameworks

Chapter 3: Entry order
theories and a developed
theoretical model

Chapter 4: Research
strategy

Chapter 5: Analyses of
the Swedish PE market,
performance heterogene-
ity across investors and
fund performance
determinants

Chapter 6: Analysis of PE
fund investors and their
investment strategies

CONTENTS

Describes the empirical setting for the dissertation, introduces the theories
that will be drawn upon, and presents research aims and areas. Furthermore,
brief descriptions about methods used and intended contributions are
presented.

Contains two major parts. First, it provides an overview of the PE investment
field from a general but especially from a fund investor perspective. The
fundamentals of PE are outlined, including terminology, historical background,
key players and special characteristics. Second, the chapter presents a PE
literature review with a special focus on studies about fund investing, perfor-
mance determinants and investor heterogeneity.

Reviews and develops theory that is central for a deeper understanding of
entry order behaviors and effects. Relevant theoretical perspectives are
presented, whereof the most important arrive from the FMA and the imitation
literatures. A developed theoretical model of factors influencing entry order
patterns and outcomes is presented.

Presents the research strategy including research approach, chosen research
methods and overall design. Describes how data collection and analysis
processes have been carried out for the empirical studies. Considerations of
research quality are discussed.

Provides three distinct analyses of PE fund investing: first, an overview of the
types of institutional organizations that have invested in Swedish PE funds over
the years, and how the activity levels among investor types have varied over
time; second, a high-level presentation of performance heterogeneity across
PE fund investor types; and third, PE fund performance determinants are
elaborated upon. All three analyses make use of the data collected within the
framework of the hypothesis-testing study.

Presents results and analyses derived from the 36 in-depth interviews with PE
fund investors. The analysis seeks to provide a deep understanding of how
differences in organizational characteristics may affect institutional investors’
motives for investing in private equity, ways of working, satisfaction with
investment performance, and respective choices of investment strategies.

10
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Table 1.2. Specification of dissertation contents, continued

CHAPTER CONTENTS

Chapter 7: Specification The theoretical model presented in Chapter 3 is operationalized based on

of the research model existing research and from new insights acquired from the studies presented

concerning entry order in chapters 5 and 6. Hence, this chapter may be seen as a bridge between

and performance theory and new insights on the one hand, and the hypothesis-testing study on
the other.

Chapter 8: Hypothesis Based on the research model outlined in the previous chapter, 16 hypotheses

development are developed and presented. The hypotheses deal with organizational

characteristics, entry order and performance.

Chapter 9: Prediction of Presents results and analyses from testing the 16 hypotheses formulated in
entry order and perfor- Chapter 8.

mance

Chapter 10: Conclusions Conclusions from the empirical studies are discussed and linked to entry
and implications order theory and to existing PE research. Interpretations of general patterns

and their theoretical meanings are offered. Other insights acquired through-
out the development of this dissertation are presented to further the
discussion. Thereafter, research contributions are elaborated upon. Finally,
limitations of the studies and suggestions for future research are discussed.
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Figure 1.3. Structure of the dissertation (empirical studies in shaded boxes)
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CHAPTER 2

Private equity:
Empirical and theoretical frameworks

This chapter provides a presentation of the private equity (PE) field from both a general perspective and an
institutional investor perspective, i.e., viewing private equity as a financial asset class. First, the fundamentals of
this empirical field are ontlined, including the terminology, key players, and special characteristics. This is
Sfollowed by a general overview of how the PE market arose and has evolved over time. Thereafter, a more detailed
discussion of PE as a financial asset class is provided, including descriptions of: (i) the financial motives bebind
investing in this type of asset, (ii) the investors in PE funds, (iii) historical allocation levels to PE, (iv) how PE
partnerships are structured, and (v) the unique characteristics of PE fund investments. The chapter ends with a
literature review of extant PE research, with a special focus on studies closely related to this dissertation, i.e.,
those that are oriented around PE fund performance, associated performance determinants, and studies about
institutional PE fund investors.

2.1 Fundamentals of private equity4

2.1.1 Definitions

Given the broad nature of the field, providing a comprehensive and univocal definition
of the term private equity is no easy task. One of the more commonly used definitions
arrives from the European Private Equity and Venture Capital Association (EVCA),
which refers to private equity as “equity capital to enterprises not quoted on a stock market”.
However, this rather simplistic description needs to be adjusted to more fully incorpo-
rate the investment activities occurring within the PE industry. First, while the majority
of PE investments ate made into unlisted companies, such investments may also target
publicly traded firms (Fraser-Sampson, 2007). Second, private equity investments may
include securities that have ‘equity features’ but actually are debt instruments, e.g.,
convertible preferred stocks or subordinated debts that include conversion privileges
(Fenn et al., 1997). Third, and most importantly, while other alternative assets such as
hedge or real estate funds have some similarities to private equity, the transformational,
value-added, active investment strategy with an apparent exit objective which is asso-
ciated with this particular asset class cleatly sets it apart from most other types of
investments (Gilligan and Wright, 2010).

4 A glossaty of private equity terms defined, or referred to, in this chapter and used throughout the dissertation
is provided in Appendix 1.

13
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Based on the development stage of the target firms, private equity is often split in-
to two major sub-segments: venture capital (VC) focused on eatlier company stages,
and buyout (BO) capital for more mature businesses>.

Venture capital targets firms in their seed, startup or expansion phases. A common-
ly used definition of institutional, or formal, venture capital is “/ndependent, professionally
managed, dedicated pools of capital that focus on equity or equity linked investments in privately held,
high-growth companies” (Gompers and Lerner, 2001, p. 146)%. As this quote indicates, the
target businesses of interest to eatly-stage VC firms primarily belong to high-growth
industries, such as IT, telecom or biotech (Hellmann and Puri, 2000). Few of these
investee firms are profitable at the time of the first venture capital investment. Howev-
er, venture capital can also be used in expansion phases (so-called expansion or growth
capital), where investments are made into more mature companies. Such target firms
may enjoy steady growth and profitability, but are seeking to expand their operations at
a more rapid pace. Furthermore, venture capital is also provided to distressed compa-
nies, i.e., turnaround capital. Hence, venture capital includes, among other things, the
capitalization of firms for developing new products and technologies, expanding
operations, commercialization activities, internationalization, making acquisitions, or
turning around unprofitable businesses. Although convertible debts may be used in
venture capital transactions, the primary investment instrument is equity. A venture
capitalist would typically seek minority stakes in the firms she invests in, leaving the
majority ownership (at least initially) to the investee firm’s management (Fraser-
Sampson, 2007). Despite a minority ownership, however, a venture capitalist will
through comprehensive contractual restrictions ensure decisive influence on strategi-
cally important decisions and thereby keep close control of her investee firms (Kaplan
and Strémberg, 2003; Cumming, 2008). Another characteristic of VC firms is the
propensity for syndicated investments, i.e., investing alongside other venture capitalists
and thereby sharing financial and operational risks (Sorenson and Stuart, 2001).

5 There are many types and styles of private equity that are difficult to categorize using a simple classification
matrix. Common investment strategies include management buyouts, leverage buyouts, venture capital, ex-
pansion/growth capital, distressed investments, mezzanine capital, private investments in public equity
(PIPE), and secondary investments. In order to simplify and shorten the presentation, however, this overview
will divide private equity investments into the two classical areas venture capital and buyout capital.

¢ VC investments can also be independent, or informal, when referring to so-called business angel investments.
Angel investors ate typically defined as high net worth individuals investing a proportion of their assets direct-
ly into unquoted companies to which they have no family connections (Harrison and Mason, 2000;
Avdeitchikova e al., 2008). To some extent, business angels function in a manner that is rather similar to
formal early-stage venture capitalists in their focus on start-up firms as well as by offering guidance and assis-
tance in addition to capital infusions. The major distinction between the two, however, is that while business
angels operate with their own money, formal VCs make investments primarily on behalf of others. Hence,
given the scope of this thesis with its focus on institutional investors, the definition of venture capital, and
consequently private equity, in the current work excludes business angel investments.
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Buyout capital comprises investments in established private, or publicly listed, com-
panies that are expected to undergo a fundamental change in strategy and operations.
In a buyout transaction, the business, or business unit, is fully or partly acquired from
other shareholders. The segment can broadly be divided into insider driven deals
whereby the BO firm invests alongside the existing management team, i.e., manage-
ment buyouts, or outsider-driven deals when a new management team enters the
company, i.e., management buyins (Wood and Wright, 2009). Capital invested in
buyout processes can, for example, be channeled to business acquisitions or mergers,
spinouts of divisions or subsidiaries, or to resolve ownership and management issues.
Contrary to venture capitalists, a BO firm would typically target majority control of
investee companies that will entail significant ownership and a majority of voting rights
(Kaplan and Strémberg, 2009). Most buyouts are financed with a substantial level of
leverage, where the target company’s assets are used to secure loans and its operational
cash flow is used for future repayments. Hence, an important criterion when selecting
investments is that the target firm shows strong cash flows at the time of the invest-
ment. Normally, a combination of various debt instruments from banks and other debt
providers are used in buyout transactions. As a result, the term ‘leveraged buyouts’ is
commonly used when referring to these types of transactions.

While the descriptions above identify a number of differences between venture
capital on the one hand and buyout capital on the other hand, they do share a number
of fundamental commonalities. One of the unique traits of private equity investing is
the active ownership style, so-called ‘value-added investing’, where the investors are ex-
pected not only to bring capital but also to provide non-financial services in terms of
relevant knowledge and experience, business contacts, and certification (e.g., Wright
and Robbie, 1998; Gompers and Lerner, 2001; Fraser-Sampson, 2007; Kaplan and
Stromberg, 2009). Hence, in contrast to most shareholders in public companies, pri-
vate equity investors put a great deal of effort into monitoring, managing and restruc-
turing their investee companies to create value (Gilligan and Wright, 2010). Such
operations require specific skills and practices, whereby a private equity management
team consists of specialist professionals working closely with their investee companies
while maintaining significant influence and control of strategic decisions and opera-
tional activities.

An important differentiator between PE firms is their respective source of capital.
Although most PE firms invest funds primarily on behalf of third parties, the capital
origin affects the organizational as well as the legal structure of the receiving PE firm.
Some PE companies are listed on public stock exchanges, whereby the capital naturally
arrives from a broad range of larger and smaller investors. Private equity businesses
may also be affiliates or subsidiaries of banks, insurance companies or industrial corpo-
rations, and may make investments on behalf of their parent firms. For example, large
technology companies occasionally set up special organizations that are responsible for
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investing in technologies of interest to the parent company. Alternately, banks might
prefer to centralize their private equity activities in a separate subsidiary, distinct from
the organization’s role as a commercial bank. These firms are referred to as corporate
or captive PE firms. Other private equity entities are government-affiliated investment
programs that support eatly-stage companies either directly through state or regional
funding, or channeled through governmentally funded VC firms. Such PE firms tend
to put developmental objectives related to national innovation and growth above
commercial success. The most common organizational structure in the PE industry,
however, is the lmited partnership structure that is an investment vehicle in the form of
independent and fixed-life funds (Sahlman, 1990; Gompers and Lerner, 2001). In such
structures the PE firm serves as the general partner (GP) and is fully responsible for
the management of the fund, while institutional investors provide the bulk of the
capital in passive roles as limited partners (LPs). A more detailed description of the
limited partnership structure will be presented in Section 2.2.4.

Given these closed-end fund structures, another common feature of most PE
firms is that they build portfolios of investee firms. The number of portfolio companies per
fund depends on the size of, and the strategic directions for, the fund (Sahlman, 1990).
When one fund is closed for further investments, the PE firm needs to raise new funds
in order to stay in business. Yet another special feature of private equity investing is
the #ime horizon, which tends to be longer than for many other investments. The hold-
ing periods for later stage investments are expected to be around three to five years,
while the holding periods for earlier investments often are extended to five to seven
years (European Commission, 2006)".

A final distinguishing characteristic of private equity is that paybacks and rewards
to investors, to the PE management team and to the investee firm’s management will
be released first when an investee firm has been exited. Investments may be exited in
several ways, whereof initial public offerings (IPOs) or trade sales, where the entire
firm is bought by a third party, are considered the most advantageous (Gompers and
Lerner, 2001). Thus, a crucial task for PE firms is to successfully exit their investments.

7 Many PE firms, howevet, have duting economic downturns been forced to keep their investment companies
for significantly longer periods than these presented averages.
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Table 2.1. Characteristics of PE investments. Inspired by Fraser-Sampson (2007, p. 9) and the European
Commission (2006, p. 10 ff)

Formal
VENTURE CAPITAL BUYOUT CAPITAL
e Target firms in their early phases e Target mature established firms
e Investee firms are rarely profit-making e  Profit levels of investee firms crucial
e Invest mainly in high-growth industries e Invest in various sectors
e Primarily use equity or equity-like instruments e Large proportion of leverage used
e Typically seek minority ownership e  Typically seek majority ownership

e Involve active ownership to drive value creation

e Invest (primarily) third-party capital on a professional basis,
often structured as limited partnerships

e  Build portfolios of investee firms

e  Medium- to long-term holding periods

e Seek to exit the investments through IPOs or trade sales

Table 2.1 provides an overview of general similarities and differences between the two
sub-segments as discussed in this section. Based on these characteristics, in this disset-
tation the following definition of private equity will be used, which is in line with the
definition set forth by Sahlman (1990) and the formulation of the European Commis-
sion (20006, p. 9): “Private equity, consisting of venture capital and buyout capital, is the professional
provision of capital and management expertise to companies in order to create value, and subsequently,
with a clear view to an exit, generate capital gains after a medium to long holding period. Private
equity firms act as financial intermediaries between businesses and, primarily, institutional investors.”

Before providing a more thorough overview of private equity as an asset class, a
short historical discussion of the rise and development of the private equity industry is
offered.

2.1.2 Rise and development of the PE industry?

The development of the private equity industry has occurred through a series of boom
and bust cycles that have been ongoing since the middle of the twentieth century.
While the two sub-segments of private equity, i.e., venture and buyout capital, have
developed in parallel, they have followed interrelated tracks.

8 The terms ‘venture capital’, *formal venture capital’ and VC will in this thesis be used interchangeably.
Similarly, the terms ‘buyout capital’ or ‘BO capital’ will be used synonymously. When referring to the manag-
ers of private equity funds, for simplicity reasons and given the thesis’ focus, the terms ‘private equity firms’,
‘PE firms’, ‘PE fund managers’, ‘general partners’, or ‘GPs’, will all be used to describe the same actors. When
discussing investors in PE funds, the terms ‘PE fund investors’, ‘institutional PE fund investors’, ‘limited
partners’, and ‘LPs’, will all be assumed to have the same meaning. Finally, the company or entity into which a
PE firm invests will be referred to either as a portfolio company/firm or an investee company/firm.

9 An overview of the evolution of the Swedish private equity market is provided in Chapter 5.
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The international roots of private equity investing are traced back to the estab-
lishment of the venture capital firm American Research and Development Corporate
(ARDC) in 1946 as an effort to commercialize innovative technologies developed
during the Second World War (Bygrave and Timmons, 1992). Also the passage of the
Small Business Investment Act of 1958 and the establishment of the Small Business
Administration (SBA) to provide financial and managerial support to small entrepre-
neurial businesses in the US, are considered important starting points for the modern
private equity industry. During the 1960s and 1970s, private equity was primarily
targeting startup firms within high-tech areas, and as a result, the term came to be
almost synonymous with technology financing. The emergence of a larger buyout
market first took off in the late 1970s (although the first leveraged buyout dates back
to the 1950s). At this point, the public for the first time became aware of how private
equity could actually affect public companies, through business dealing often asso-
ciated with so-called ‘corporate raiders’ and ‘hostile takeovers’. The typical targets for
buyout firms were public companies whose stock prices were depressed due to poor
management ot misreading of their true potential (Friedman, 2009).

Until the late 1970s, capital provisions to the private equity markets were made in
a rather unstructured and fragmented way. Investments were undertaken predominant-
ly by wealthy families, industrial corporations or financial institutions, which invested
directly into issuing firms (Fenn e al., 1997), or originated from governmental initia-
tives. Up to this point, private equity was primarily a US-specific phenomenon. How-
ever, towards the end of this decade and during the beginning of the next, an
international private equity market emerged. At the same time, the institutional capital
flows to the industry increased dramatically. The main catalysts behind this develop-
ment stem from regulatory and structural shifts in both Europe and the US (Bance,
2004). In the US, clarifications of the Employee Retitement Income Security Act
(ERISA) in 1978, the so-called ‘prudent man rule’, relaxed many of the limitations of
pension fund investments policies, including investments in private equity and other
alternative strategies (Gompers and Lerner, 1999b). In the UK, the move towards the
Competition and Credit Control policy in the beginning of the 1970s provided banks
with greater investment flexibility (Bance, 2004). Similar structural and legal changes
occurred throughout the rest of Europe, including changes in pension fund and insur-
ance company regulations, which expanded the investment universe for institutional
investors. In addition, a few tax reforms in Europe, e.g., more attractive gains from
capital investments, positively affected financial institutions’ propensity to invest in this
particular asset class. At the beginning of the 1970s, the structure of limited partner-
ships arose as the dominant organizational form for PE fund investing. As such, the
institutional investors’ liabilities were limited to the committed capital at the same time
that they avoided labor-intensive direct investment activities (Fenn e a/, 1997). This in
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turn enabled higher allocations to the asset class. Taken together, these catalyst factors
promoted a rapid increase in the amount of capital used for private equity investing,

The steady growth of capital into the VC industry in the late 1970s and early
1980s caused a virtual explosion of new VC firms in the US market. This resulted in an
overcrowded market with large numbers of inexperienced venture capitalists, intense
competition for promising investment opportunities, and over-investments (Gompers
and Lerner, 1999b). However, these commitments came to a sudden halt in the late
1980s due to declining returns, a collapsing stock market and the withdrawal of inter-
national capital from the US market. After a thorough shakeout and consolidation of
the industry in the beginning of the 1990s, only the more successful firms survived.
Eventually, the returns became attractive again, after which the industry once again
expanded, constituting the basis for a new, this time worldwide, VC boom, i.e., the
‘dot-com bubble’ era (Metrick, 2007). The boom occurtred in the late 1990s, when
many high-tech startups benefited from massive public interest in nascent Internet
technologies and when initial public offerings of technology stocks were frequent
occurrences. However, this unsustainable way of investing in largely unproven con-
cepts eventually gave way to reality, leading to the NASDAQ crash in March 2000 and
thereby to a massive valuation drop of startup technology firms. In practical terms, this
turn of events paralyzed the entire global VC industry. Over the years to come, VC
firms were forced to write off large proportions of their investments. A significant
number of venture capital firms were swept away from the market since fund investors
to a large extent abandoned the industry. By mid-2003, the industry had decteased in
size to less than half its 2001 capacity (Kedrosky, 2009). A decade after the ‘dot-com’
collapse, little recovery has been seen in the VC industry on a general basis.

The buyout market also flourished in the 1980s. Besides the changed regulations
and their positive effects on capital flows into the industry discussed above, the boom
was also driven by the availability of high-yield debt, so-called ‘unk bonds’. The
changes in the ERISA act had enabled pension funds to invest in this type of riskier
debt securities, which opened up a new financing source to buyout investments
(Friedman, 2009). The buyout firms during this period were particularly focused on
taking public companies private, and larger and larger deals were carried out as more
capital flowed into the industry. As a result of the high leverage levels of most transac-
tions, failed deals occurred regularly. However, the promise of significant returns on
successful investments continued to attract more capital. During this time period,
private equity was a controversial topic, commonly associated with hostile takeovers,
i.e., the stripping of assets, widespread layoffs and job losses, and wind-downs (ibid.).
As a response, some corporations adopted techniques to avoid unwelcome takeovers,
such as so-called ‘poison pills’. As a result, hostile takeovers became difficult to carry
out which, together with the collapse of the junk bond market, caused the industry to
face a number of bankruptcies of large buyout firms in the late 1980s. Consequently,
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the prevailing way of conducting buyouts by taking public firms private declined
significantly (Kaplan and Strdmberg, 2009). Instead, by the early 1990s, the reemerging
buyout market tended to favor midsized entities of non-publically traded firms. In
order to earn legitimacy and respectability, buyout firms now typically made attractive
propositions to existing management and shareholders of identified target companies,
and also accepted slightly longer investment horizons. Hence, surviving BO funds
found new routes for conducting their business and eventually the returns from buyout
investing turned positive again. Thus, the buyout industry once again took off and
experienced steady growth in the period from 1995 to 2007, except for a dip around
the millennium shift on the back of the ‘dot-com’ crash (ibid.). The combination of
historically low interest rates and thereby widespread access to cheap debt, regulatory
changes for publicly traded companies (especially the Sarbanes-Oxley legislation from
2002), rising profitability in most industries and the allocation of significant invest-
ments from institutional investors to this particular asset class, caused an extreme
development of the BO industry during the end of this period. Once again, the deals
grew larger due to the significant inflow of capital. However, this flourishing market
characterized by extraordinary growth and returns came to an abrupt halt in 2008 with
the collapse of the world’s debt markets and a deepening economic crisis that impacted
countries around the world. After that, deal activity decreased substantially and has still
not fully recovered (Kaplan and Strémberg, 2009).

After this general introduction to the PE field, the next section will take another
view of private equity, i.c., the capital providers’ perspective. This is the key perspec-
tive for this dissertation, which regards private equity as a financial asset class amongst
other assets into which institutional investors, and others, make allocations and invest
capital.

2.2 Private equity as an asset class

2.2.1 Asset allocation and financial asset classes

Two crucial questions that face all professional investors are: what financial asset
classes should be invested in, and what would be an optimal mix of these. A widely
used practice in the financial industry, when outlining asset allocation strategies, is
derived from the ideas behind modern portfolio theory (Markowitz, 1952). The theory
attempts to maximize expected portfolio returns from investments given a certain risk
— or to minimize risk for a given level of expected return — by choosing an optimal mix
of various assets. This is based on the fundamental principle of diversification, which is
considered to help improve portfolio returns while reducing risk. However, what
constitutes an optimal asset mix for one investor might not be the same for another.
Instead, organizational characteristics and individual preferences will steer the selection
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of the risk levels and return requirements that will be appropriate for a specific inves-
tor. These factors constitute the guiding stars when deciding upon investment strate-
gies (Bodie e# al., 2005).

To many investors, liquidity, i.c., the ease and speed with which an asset can be
sold at a fair price, will be an important factor in this decision-making process. A
related concern is the investment horizon, which is the planned liquidation date for the
investment. Other restricting factors arise from legal regulations or organization-
specific constraints. While all professional investors managing third-party capital
naturally are subject to prevailing laws and fiduciary responsibilities, there might be
additional regulations that apply only to certain groups of investors (Davis and Steil,
2004). For example, asset allocation may be constrained by so-called ‘denominator
effects’. Institutional investors typically set guidelines for themselves in terms of the
capital proportions that can be put into each of the various asset classes. As a result, a
decrease in, for example, the value of public equity holdings may force investors to
reduce their investments in private equity, since this share may come to account for a
disproportionately large part of the overall portfolio. Other investors are subject to
special restrictions. For example socially or ethically responsible funds may avoid
investments within industries such as alcohol, tobacco, pornography, gambling or
weapons. Moreover, some institutional investors must take additional steps to account
for their clients’ unique features. For example, pension funds typically differ in invest-
ment policies depending on the average age profile of participants (Bodie e /., 2005).
Or, such endowments that are only allowed to invest surplus funds may show a prefe-
rence for investing in high-dividend yielding assets. Also, personal preferences at the
individual-investor level are likely to impact investment strategies as well. All in all,
legal and moral constraints, organization-specific regulations and personal preferences
may prevent asset managers from achieving the most efficient frontier, as stipulated in
Markowitz’ (1952) theory of modern portfolios.

For decades, investors broadly built their portfolios using three traditional finan-
cial assets: (i) money market instruments, i.e.,, cash or cash equivalent securities,
(i) fixed income securities, i.e., bonds, and (iii) publicly traded stocks. These instru-
ments have well-understood characteristics (Bodie e a/, 2005). For example, money
market instruments are the most liquid securities, bonds are expected to deliver rela-
tively low returns at low risk, and stocks to deliver higher returns at a higher risk. Over
time, however, institutional investors started to look for supplementary assets to add to
their investment portfolios. A broad dissatisfaction with falling equity markets and
generally low interest rates, together with eased restrictions and changes in regulations,
all contributed to an increasing interest in new types of financial instruments (IMF,
2005). Many of the new assets presented to the market were classified as so-called
‘alternative assets’. The financial rationale to invest in such assets has two components
(ibid.). First, while alternative assets are considered more risky than traditional instru-
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ments, their returns are expected to outweigh the additional risks. In other words, they
are expected to provide a better risk-return payoff than traditional investments.
Second, alternative assets are assumed to have low correlation with traditional securi-
ties, and hence are assumed to contribute positively to portfolio diversification. Conse-
quently, the number of alternative asset classes has increased. Today this category
includes real estate, infrastructure, commodities, hedge funds and private equity.
Furthermore, the level of capital allotted to these types of investments has grown
rapidly over the last two decades, as will be discussed in a subsequent section. Before
that, however, an overview of various types of institutional investors will be provided.

2.2.2 Institutional investors

Institutional investors are a heterogeneous group of organizations that populate the
global capital markets. Davis and Steil (2004) define these organizations as “specialized
[financial institutions that manage savings collectively of small investors towards a specific objective in
terms of acceptable risk, return maximization, and maturity of clain?’ (p. 12). The authors
identify three main types of institutional investors: pension funds, life insurance com-
panies and mutual funds. Other definitions have a broader scope and in addition
include banks (e.g., Ryan and Schneider, 2002) and endowments (e.g., Lerner ef al.,
2007) into the group of institutional investors. However, many organizations choose to
manage their capital in-house by setting up internal investment organizations without
passing through intermediaries. Such organizations function largely in a manner similar
to those that are managing third-party capital, except that they are responsible for asset
management of their parent companies. Following this, a broader definition of an
institutional investor as “an organization whose primary purpose is to invest its own assets or those
it holds in trust for others” is provided by Griffin (2009, p. 216). Based on this definition,
institutional investors may include pension funds, insurance companies, banks, invest-
ment companies, endowments, large family offices, corporate investors and govern-
ment organizations, which is in line with the definition set by EVCA. Given the
dissertation’s aim of providing a comprehensive understanding of institutional invest-
ing into private equity funds, this broader definition of institutional investors will be
applied in the current work.

The major differentiating factor between institutional investors and other inves-
tors, i.e., individuals or smaller organizations, is obviously size, which has a number of
implications. First, by collecting and managing large sums of capital, institutional
investors provide a form of risk pooling and thus are expected to offer a better trade-
off between risk and return than is generally possible via direct holdings for smaller
investors (Davis and Steil, 2004). Second, larger size will typically allow for more
resources, enabling recruitment of qualified and dedicated investment teams. This in
turn suggests that institutional investors develop investment skills, which are especially
important when investing in some of the more complex asset classes. Third, larger size

22



PRIVATE EQUITY: EMPIRICAL & THEORETICAL FRAMEWORKS

is also expected to lead to economies of scale and thereby to lower costs (ibid.). This
may arise from the ability to transact in large volumes leading to lower commission
charges, or from a more efficient use of internal resources. Fourth, larger size may
provide access to investments that are not broadly available to small investors.

While larger size is a common characteristic for most institutional investors, al-
though with major variances, they do not belong to a homogeneous group but rather
possess significant differences that, as discussed in the previous section, depend not
only on their respective risk tolerances and return requirements but also on their
individual objectives and preferences. In the following section, various types of institu-
tional investors are presented and discussed.

Types of institutional investors

A pension fund is an asset pool of savings for future retirement expenses (Davis and
Steil, 2004). These funds manage the investments of employees’ pension schemes, and
are mainly sponsored by employers, although the use of personal savings (typically
through contracts between individuals and life insurance companies) is common as
well. There are two types of pension plans: private (or corporate) plans for employees
in the private sector, and public pension plans, which are retirement vehicles for public
sector employees, i.e., state and local government employees. With respect to pension
funds, areas of importance when deciding asset allocation strategies include the age
profile of members and the maturity of the funds. That is, if a fund’s members are
mostly retired individuals the duration needs to be shorter to guarantee liquidity, and
vice versa (Bodie ef a4/, 2005). The management of pension funds may be handled
internally or externally.

Another group of financial investors consists of zusurance companies, which can be
split into two distinct types: the first category includes companies selling life insur-
ances, annuities and pension products; the second category includes property/causality
insurance companies offering other kinds of insurance. Both types of insurers collect
premiums that are invested with the objective of meeting eventual contractual obliga-
tions occurring in the future (Herrero, 2007). In addition, life insurance companies are
also active investors of retirement savings. Life insurance companies typically have
long investment horizons, while property/causality insurers tend to cover significantly
shorter periods. All insurance companies are subject to regulatory regimes and restric-
tive tax and accounting rules, which may vary between various types of insurers or
between countries (Davis and Steil, 2004). Pension funds, together with insurance
companies, are among the largest investors in the world, where most of them origi-
nates from the Anglo-Saxon countries (Hobohm, 2009).

Commercial banks are financial institutions that, simply put, obtain capital depo-
sits and lend money, and where profits are earned based on the spread between the
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lending and the borrowing rates (Davis and Steil, 2004). Banking is a highly regulated
market, adhering to standards such as Basel I and Basel II. These rules stipulate,
among other things, that banks need to hold capital in accordance with perceived risk
in order to safeguard overall solvency and economic stability (VanHoose, 2007).
Therefore, commercial banks typically represent a relatively small percentage of the
total institutional equity investments, including private equity (Ryan and Schneider,
2002). On the other hand, investment banks, i.e., institutions that assist corporations
and governments in raising capital amongst other things, are often appointed as rela-
tively large investors in PE funds.

One large set of institutional investors are the nvestment companies, also referred to
as asset managers, a category that includes a broad variety of businesses. However, a
common denominator for these organizations is that they provide professional man-
agement of financial assets on behalf of their clients (which may be other institutions
or private investors). One way of investing such pools of capital is through so-called
mutual funds. These funds are typically open-ended, where capital is raised by issuing
shates of the fund to the public (Ryan and Schneider, 2002). There are many different
types of mutual funds, including equity funds, bond funds, hedge funds, and fund of
funds. One group of investment companies that have become sizeable and important
capital providers to PE funds are private equity fund of funds. These institutions prolife-
rated in the 1990s as smaller organizations and individuals began to demand access to
private equity. Many of these latter entities were too small to gain direct access to
better funds, and few had the organizational knowledge that would enable them to
invest in such a complex asset class (Shanahan and Marshall, 2010). Hence, a large
number of organizations and individuals began to choose to invest in private equity
through these intermediaries despite higher costs in the form of an extra layer of fees.

Some of the first institutions to invest in private equity partnerships were endow-
ments. These are organizations managing donated money or property, where the returns
are used for purposes stipulated by the donor. Endowments are often made to univer-
sities and to other non-profit organizations. As opposed to most other investors,
endowments typically have long investment horizons and relatively loose mandates
(Fenn et al., 1997). Hence, endowments are often found to be more willing to invest in
high-risk and illiquid types of asset classes such as private equity. A similar type of
investor in terms of size and method of working is family offices, investing capital on
behalf of high net worth families. However, unlike the more altruistic endowments,
these institutions are created to manage the wealth of individuals, and thus, to maxim-
ize profits (Hobohm, 2009).

Corporate investors are yet another type of institutional investor. Besides the fact that
some corporate organizations manage pension schemes for their employees internally,
as discussed above, most companies have a need for ongoing management of financial
assets. Companies may use the proceeds to fund vatious activities such as acquisitions,
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reinvestments into the existing organization, the establishment of new businesses, or to
distribute it to owners through dividends. Meanwhile, existing funds are invested
accordingly to the needs of the specific corporation. Similatly, governmental organizations
manage financial assets on behalf of one specific stakeholder, i.e., the state or a local
government. In addition to the pension funds for employees in the public sector, as
previously mentioned, some of the most common vehicles for managing state-owned
assets and reserves held by central banks and monetary authorities are so-called sove-
reign wealth funds (SWF). While most other institutional investors discussed above are
largely located in developed geographical ateas, the governments of many emerging
countries have come to control large SWF funds (Hobohm, 2009). In addition, gov-
ernment agencies, i.e., state-controlled organizations that are responsible for the im-
plementation and oversight of policies stipulated by the government, may have
continuous needs for managing smaller amounts of financial assets (ibid.).

All of the above categories of institutional investors discussed in this section in-
vest in private equity'?. The next section will discuss the extent to which these invest-
ment activities are undertaken.

2.2.3 Allocations to alternative assets including private equity

In the past decades, invest-
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Figure 2.1. Institutional investors' allocations to alternative assets.
Average values for large institutional investors as percentages of
totalassets. Source: Goldman Sachs/Rusell (2001, 2006, 2009)

10 For a more thorough presentation of different types of institutional investors investing in private equity funds,
see Hobohm (2009).
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ity, improved corporate control, deregulations and technology advancements. While
most of the institutional investments remain dedicated to traditional stock and bond
assets, an increasing proportion is invested in various forms of alternative investment
vehicles, including private equity. Figure 2.1 illustrates how large institutions’ alloca-
tions to alternative assets, as percentages of total capital, changed between 1996 and
2007. Institutional investors in the US allocated about six percent to alternative in-
vestments in 1996, while they set aside more than 20 percent in 2007. European inves-
tors increased their allocations to alternative assets even more dramatically, from two
percent in 1996 to 20 petcent at the end of that petiod. As a result, US institutions and
their Buropean peers allocated approximately the same percentages to alternative
instruments by 2007. Concerning private equity fund investments, however, US-based
institutions have consistently allocated more capital to this asset class compared to
their European counterparts, although the gap is closing. In 2007, European institu-
tional investors on average allocated close to five percent to private equity fund in-
vestments, while US investors set aside seven percent.

As a result, the inflow of capital ¢ pjjion
to private equity investments has 120 ;
increased dramatically during the last
100 A

20 years. Figure 2.2 shows how the

total capital committed to European 80 |
ptivate equity funds has changed over
the yeats. The ‘dot-com bust’ effect is 60 1

obvious, with a clear decrease in total
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result of the global financial crisis. The
average annual growth rate of total
assets committed to European PE Figure 2.2. PE funds raised in Europe 1991-2008.
funds between 1991 and 2008 was 31 Source: EVCA/PWC/Thompson Financial

percent. The percentage of capital set

aside to PE fund investing tends to fluctuate between various types of investors,
geographies and, not least, over time. As outlined, internal diversification strategies,
regulations and restrictions, along with the current market conditions, determine the
proportion of capital that an institution will allocate to private equity investments (in
addition to more irrational decision factors, as will be discussed in Section 2.3.6).
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Figure 2.3 depicts, in descend order, the largest to the smallest institutional inves-
tors in European PE funds over the years 1998 to 2008, measured in total committed
capital. Figure 2.4 illustrates how the proportion of capital from each type of investor
has changed over the years. The largest group of investors in European PE funds
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throughout the period is pension funds, where the proportion of capital arriving from
these institutions has been approximately on the same level, i.e., around 20 to 25
percent. But while US pension funds set aside on average five to eight percent for
investments in PE funds between 1995 and 2005, their European counterparts only
allocated one to three percent to the asset class during the same time period (Russell
Research, 20006; 2009; 2010).
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Figure 2.3. Types of European PE fund investors 1998-2008.
Source: EVCA/PWC/Thompson Financial
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Figure 2.4. Contributions to European PE funds by type of investor 1998-2008.
Source: EVCA/PWC/Thompson Financial

The second largest capital providers to European PE funds during the period 1998 to
2008 were banks. Their share of the total committed capital, however, has quite radi-
cally decreased over the years. While banks represented more than 30 percent of the
capital provided to European PE funds at the end of the 1990s, these investors only
accounted for 10 to 15 percent towards the end of the period.
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The third largest capital providers to European PE funds in the period 1998 to
2008 were private equity fund of funds, a group that was not even identified as a
distinct class of investors in the beginning of the period, but which accounted for
almost 15 percent of the capital provided by 2008. Finally, the fourth largest group of
investors in BEuropean PE funds from 1998 to 2008 was insurance companies. While
US insurers have been rather consistent in their allocations to private equity by setting
aside a steady three to six percent, European insurance companies have over the years
increased their allocation levels significantly. In 1995, European insurers allocated
about two percent to private equity, while this figure had increased to more than ten
percent by 200511,

2.2.4 Structure of limited partnerships

As mentioned previously, the prevailing structure for private equity fund investments
in the US and in many European countries, including Sweden, is the limited partner-
ship, in which the private equity firm serves as the general partner (GP) and the investors
serve as Jmited partners (LPs). The limited partnership is a legally defined structure and
is considered an attractive vehicle to investors mostly due to liability and tax reasons
(Sahlman, 1990). In order for LPs to qualify for specific benefits, however, the partner-
ship must meet some fundamental conditions of which one of the more important is
that LPs are not allowed to participate in the active management of a fund. This means
that the LP’s liability is limited to the committed capital while the GP is fully responsi-
ble for all investment activities and assumes unlimited responsibility for the conse-
quences of management and investment decisions (ibid.)!2. Unlike corporations, these
partnerships are set up as closed-end funds with finite life spans. Typically, a private
equity fund has a duration of ten years, often with a possible two-year extension
(Gilligan and Wright, 2010).

The mechanisms behind private equity investing through a limited partnership
structure are fairly standardized!? (see also Section 2.3.6). Each fund will have a group
of investors, ie., the limited partners, which is typically dominated by institutional
investors and, to some extent, wealthy individuals. When signing up to a fund, LPs
commit to provide a certain amount of capital to the fund during its lifetime, so-called

11 The Swedish institutional investors’ allocations to private equity will be touched upon briefly when presenting
results from the qualitative study in Chapter 6.

12 Typically, though, LPs are almost always permitted to vote on certain key issues such as amendments of
partnership agreements, extension of a fund’s lifetime, removal of a GP, or portfolio valuation (Lerner and
Schoar, 2004).

13 For case of reading, this description is to some extent simplified. Typically, the GP, the ptivate equity firm,
and the investment manager are three separate legal entities. Here, however, all three entities will be treated as
one in the same. For a more detailed description of these entities and their legal setup, see Gilligan and Wright
(2010).
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committed capital (Sahlman, 1990). The LPs generally also require management to invest
a meaningful portion of their net worth in the fund on the same terms as the LPs, in
order to ensure alignment of interests between the LPs and the GP. Once the fund is
established, the GP has a pre-agreed time frame within which to identify and make
investments (i.e., the investment period), often around five years (Kaplan and Schoar,
2005). When the GP has decided to make an investment, it calls, or draws down, the
required amount of capital from its LPs on a pro rata basis. Over time, the GP will
build a portfolio of investments. The number of portfolio companies vary depending
on strategy; they often number between five and twenty (Sahlman, 1990). Thereafter,
the GP will use the remaining time of the fund’s life to manage and exit the portfolio
(.e., the divestment period). As investments are realized, proceeds are distributed
according to a pre-agreed formula (see below). Finally, the GP will liquidate the in-
vestments and divide the proceeds between the limited and the general partners
(Gompers and Lerner, 1999b). When a fund is reaching the end of the investment
period, the GP needs to raise a new fund in order to stay in business.

Limited partners
Investors

Capital repayment
Hurdle rate (~8-10%)
Return on inv. capital (~80%)

Capital
(~99%)

Capital (~1%,
General pital(“1%)

partner
PE firm

Private equity fund

Capital repayment
Management fee (~1-3%) l T
Carried interest (~20%)

4 )

Investments/Divestment proceeds
Vi vl vl

PF | PF I PF 11l PP o

Figure 2.5. Generic structure of payment streams in a limited partnership

The structure of the payments to the general and limited partners in a limited partner-
ship also tends to be fairly standardized (see Figure 2.5). GPs’ compensation consists
of both fixed and variable components. First, the GP earns a management fee for the
operating costs of managing the fund, which is usually set as a percentage of the
committed capital'4. This fee is fixed in the sense that it does not depend on the per-
formance of the fund. The prevailing size of the fee is between one and three percent;
the higher percentages typically apply to smaller funds and the lower to larger funds

14 Some GPs may also charge additional fees, such as transaction and monitoring fees, to the companies in
which they invest.
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(Sahlman, 1990; Cumming and Johan, 2007). As the GP divests an investment, the
proceeds will, insofar as possible, first be used to return invested capital to the LPs
together with a predefined burdle rate (or preferred return). That is the level of return
that must be achieved before the GP has the right to any profit sharing. A common
range for the hurdle rate is between eight and ten percent of the invested capital
(EVCA). Once the investors have achieved their pre-agreed rate of proceeds, the GP
will share the excess. This second part of the compensation to GPs is referred to as a
carried interest, and depends on the success of the fund. The level of carried interest is
fairly standardized at 20 percent of the proceeds (Conroy and Harris, 2007; Metrick
and Yasuda, 2010).

2.2.5 Characteristics of PE fund investments

All alternative assets share some common features that set them apart from more
traditional investments. On top of that, private equity has a few distinctive characteris-
tics that make the asset class even more unique. Hence, these peculiarities need to be
taken into consideration before deciding to invest in this asset. Some are results of the
characteristics of the asset itself, while others are due to the limited partnership struc-
ture.

As discussed, PE equity fund investing, similar to all types of alternative invest-
ments, is expected to generate better risk-return payoffs than traditional assets. Such
investments are also expected to have /low correlations with traditional instruments. In
addition, private equity funds tend to have long investment horizons (Leitner et al,
2007), and thus are considered long-term and illiquid investments. As outlined, the lifetime
of a private equity fund is normally set to ten years, and a LP cannot easily break from
its obligations prematurely. Although a secondary market for limited patrtnership stakes
is under development (see Fraser-Sampson, 2007, and the footnote in Section 2.3.4), a
quick sell at a fair market value is still difficult to achieve and in some instances is not
even permitted. Hence, one of the principal characteristics of this asset class is the
liquidity risk (Bance, 2004). One challenge of selling partnership stakes during their
lifetime is the zssue of determining interim values. Since PE funds are not traded on a daily
basis on a transparent market, interim valuations ate typically subject to estimates made
by GPs, which introduces noise and biases (see Section 2.3.4).

Furthermore, the asset class is considered to suffer from a general Jack of informa-
tion, because fund managers tend to be unwilling to disclose performance or any other
information publicly. This makes it difficult to learn from best practices and to identify
benchmarks among PE fund investors (Muller, 2008). Moreover, given that LPs have
no right to interfere in the daily operations of a fund, the actual reviews and invest-
ment decisions are left to the general partner. Hence, private equity fund investing is
also referred to as blind pool investing, implying that there are no concrete assets to
evaluate at the time of a fund investment (Bance, 2004). Therefore, the ability to select
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talented fund managers is often put forward as a success factor (Lerner ez al, 2007).
That is, as a result of the high levels of confidentiality and long lead times that charac-
terize this asset class, the task of identifying promising general partners is more com-
plex than that of benchmarking publicly listed asset managers (Bance, 2004). As such,
investing in private equity funds is considered to require specialized investment skills at the
LP side (Leitner ez al, 2007). Also, post-investment monitoring of fund performance
requires more resources than other investments. Consequently, PE investing turns out
to be a more resource-intensive activity than investing in traditional assets. Finally, due to
this high demand of resources in addition to the relatively high costs for remuneration
of GPs, private equity fund investing is considered an expensive asset class (Bance, 2004).
A summary of the unique characteristics of private equity fund investing discussed is
provided in Table 2.2.

Table 2.2. Characteristics of PE fund investments. Inspired by Mdller (2008, p. 25)

Characteristics of PE fund investments due to the Characteristics of PE fund investments due to the
UNDERLYING INVESTMENTS LIMITED PARTNERSHIP STRUCTURE
e Expected higher risk-adjusted returns e Lack of information
e Expected low correlation with traditional e Blind pool investing
investments e Requires specialized investment skills
e Long-term and illiquid investments e Increased resource requirements
e Difficult to assess interim value e Expensive asset class

After this overview of the private equity field in general, and, more specifically, as a
unique asset class, the next section will outline and discuss results from an extensive
literature review of private equity studies, which was carried out with a clear focus on
existing research about PE fund investing.

2.3 Private equity literature review

In this section, a short summary of the private equity literature that has evolved over
the past 30 years and the topics that have received special attention from scholars will
be provided. Then, the research streams of special relevance to this dissertation will be
elaborated upon in more depth.

2.3.1 Anoverview of PE research streams

Research about private equity does not to belong solely to any one single discipline.
Studies about private equity have been published in journals in the areas of financing
(Journal of Finance, Journal of Financial Economics, Journal of Corporate Finance),
economics (American Economic Review, Quarterly Journal of Economics), manage-
ment (Academy of Management Journal, Management Science), entrepreneurship
(Journal of Business Venturing), and sociology (American Journal of Sociology),
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amongst others. Having said that, a majority of the theoretical work and empirical
studies have come from the finance and economic disciplines, as around 60% of PE
studies ate published in financial or economic journals (Cotnelius and Persson, 2000).
Among the most cited researchers in the field, finance scholars seem to dominate.
Hence, a large number of studies use theoretical perspectives based on neo-classical
economics such as agency theory, capital market theory, game theory, and signaling, as
well as more classical supply and demand theories. Another stream of research, how-
ever, arrives from the entrepreneurship and management disciplines, typically focusing
on the venture capitalists and/or their portfolio companies. While eatlier studies in this
stream tended to be of a descriptive and exploratory nature without any strong theoret-
ically foundations, more recent research increasingly applies a variety of theoretical
perspectives to the field, including resource-based theory, learning theory, social capital
theory, social network analysis, population ecology theory, and institutional theory.
Thereby, the theoretical foundations of PE research have evolved and deepened since
the 1970s when the first studies in the field were published. Likewise, the sophistica-
tion of the methods has increased significantly over the years. While early studies were
often based on data collected through rather simplistic mail questionnaires, collection
and analysis methods used later on include, for example, conjoint analyses, social
network analysis, and advanced multivariate data analysis. Though financial scholars
tend to follow quantitative trajectories, other researchers are more heterogeneous in
their choices of methods, including the use of qualitative data.

The empirical focus has changed to a slight degree, as well. From a situation
where most research was US-centric, the proportion of international studies has in-
creased significantly over the years. During the 1990s, only 29% of PE research was
undertaken outside of North America. However, by the early 2000s, 58% of the stu-
dies conducted in the field arrived from the rest of the world, predominately from the
EU (Cornelius and Persson, 2006). Today, PE research is a multifaceted discipline with
topics ranging from the relationships between private equity firms and either their
investors or their portfolio companies, through governance and control on several
levels, to valuation and performance of portfolio firms and private equity funds, as well
as the performance of the industry as a whole.

Over the years, a number of literature reviews of this empirical field have been
published. Timmons and Bygrave (1986) presented one of the first overviews of
venture capital investing and of existing research in the field, providing a holistic
overview of the professional entrepreneurial financing industry. Following that, Sahl-
man (1990) published a widely cited paper on the structure and governance of US-
based VC organizations. In the early 1990s, Bygrave and Timmons (1992) released a
popular book, Venture Capital at the Crossroads, which summarized the key characteristics
of venture capital investing. One of the more comprehensive books about private
equity was written by Gompers and Lerner (1999b). The book was supplemented in
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2001 with a more practitioner-oriented volume (Gompers and Lerner, 2001). A some-
what different type of review was put together by Cornelius and Persson (2006), which
offered an extensive bibliometric analysis of studies in venture capital research. More
contemporary overviews of studies focusing solely on buyout capital have been pre-
sented by Wright ¢f a/. (2009) and by Wood and Wright (2009).

The following literature review is based on more than 300 published peet-
reviewed papers, books and recent unpublished studies, whereof only a selected num-
ber will be covered here. The purpose of the review is to present overarching themes
occurring in the PE streams of research with a special focus on topics of particular
importance to this thesis, i.e., studies about: (i) PE fund petformance, (ii) associated
performance determinants, and (iii) institutional PE fund investors. The structure of
the review is based on the unit of analysis used in the individual studies (see Figure
2.6). First, research focusing on the
private equity firm, or a combination of
the PE firm and its portfolio companies,
is presented. The vast majority of extant
PE studies belong to this group. Second,
research concerning how macro condi-
tions may impact PE investing is briefly
outlined. Finally, the limited but growing
body of studies oriented around institu- Portfolio
tional investors as the major capital companies
providers to this asset class is discussed
in more details. This category aligns with
the unit of analysis for this dissertation.

Institutional Unit of analysis for
investors this dissertation

Private equity

Macro level

Figure 2.6. Levels of private equity research

Each group of studies tends to be oriented around a common set of questions:

Studies about PE firms and/or their portfolio firms

e  PE firm’s working processes: What do private equity firms do, and how are investments
selected, governed and exited?

e Private equity firms’ added value: Do private equity firms add any non-financial value to
their portfolio firms, and if so, what types of value?

e  Portfolio firm performance: How do private equity-backed firms perform in relation to
non-private equity financed firms?

33



CHAPTER 2

Studies about macro factors and private equity

Studies about PE fund investing

e Fund performance: How do private equity funds perform in relation to other financial asset
classes?

e Performance determinants: What factors determine PE fund performance?

e Institutional investors: What do institutional investors do, why do they invest in this asset
class, and what excplains heterogeneity among investors?

In the following subsections, an overview of existing PE research will be presented
based on the respective unit of analysis that applies to each category. The first two
groups, which are large but of limited importance to the present study, are briefly
discussed. The remaining group, consisting of studies related to PE fund investing, will
be covered in greater detail. A list of the studies discussed in this literature review is
presented in Appendix 2.

23.2 studies about PE firms and/or their porifolio companies

The focus of the earliest private equity studies was to a large extent placed on under-
standing more about this new type of investing. The research questions were typically
oriented around how PE firms make selections, take decisions, work with their inves-
tee firms, and finally exit them. One of the more cited papers in this stream was writ-
ten by Sahlman (1990), in which the author documents the organization of venture
capital investing, the deal-making process, deal structuring, etc. The investment
processes and selection criteria of VC firms, first modeled by Tyebee and Bruno
(1984), garnered significant interest from scholars in the eatlier PE research
(MacMillan e al, 1985; Fried and Hisrich, 1994; Steier and Greenwood, 1995;
Zacharakis and Shepherd, 2001; Dimov e# 4/, 2007). In addition, investors’ abilities to
manage and control their investee companies is a common theme in this stream, with a
focus on evaluating venture capitalists’ as well as buyout firms’ governance processes.
Special interest is devoted to control mechanisms outlined in contractual agreements
between PE firms and their investees, including staged financing, liquidation, and other
control rights. The agency perspective on contracting is particularly popular in finance-
oriented papers, typically assuming that entrepreneurs (or executives in investee com-
panies) are agents of the PE firm whereby conflicts of interest may occur (Sahlman,
1990; Admati and Pfleiderer, 1994; Sapienza and Gupta, 1994; Gompers, 1995;
Hellmann, 1998; Kaplan and Strémberg, 2004).

Another popular topic within this stream of research relates to how PE firms in-
teract with other investors. This issue was tested in the empirical context of investment
syndication networks, a trend initiated by Bygrave (1987; 1988). Examples of research
questions in these studies are: why do PE firms syndicate (Lockett and Wright, 2001),
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who syndicates with whom (Lerner, 1994a; Podolny, 2001; Sorenson and Stuart, 2001;
Seppd, 2003), how does a PE firm’s position in a network affect performances or
behaviors (Sorenson and Stuart, 2001; Shane and Cable, 2002), and what costs are
associated with investment syndications (Meuleman e# a/., 2009).

An area that has attained great interest from scholars is determining the extent to
which PE firms add any value over and above the infusion of capital. The first studies
within this stream simply described how PE firms, in contrast to most other investors,
take on rather active roles in the development of their investee firms by providing non-
financial services. Identified value-added areas included: acting as sounding boards,
assisting in additional financing rounds, recruiting management and boards of direc-
tors, monitoring financial and operating performances, and providing access to net-
works and contacts (Gorman and Sahlman, 1989; Rosenstein e# @/, 1993; Barney ef al,
1996; Cressy et al., 2007). Or, shorter, non-financial contributions in terms of know-
ledge, networks and certification. Eatlier studies tend to be somewhat overenthusiastic
about private equity managers’ ability to bring substantial value in addition to pure
capital (Gorman and Sahlman, 1989; Muscarella and Vetsuypens, 1990; Sapienza ef al,
1996; Fried ez al., 1998; Hellmann and Puri, 2002; Arthurs ez a/., 2008). Following these
studies, though, a more nuanced view began to emerge wherein differences between
various PE firms’ capabilities to add value were identified. To what extent an investor
could contribute with anything more than money was found to be related to the indi-
vidual investot’s expetience (Serensen, 2007; Bottazzi et al., 2008; Zarutskie, 2010),
prominence (Gompers, 1996; Stuart ez al, 1999; Podolny, 2001; Hsu, 2004), ability to
create open environments (Sapienza, 1992), or her learning capability (Barney ez 4/,
1996). A few studies have even questioned whether PE investors actually add value in
addition to the capital infusions, especially within the VC stream of research (Busenitz
et al., 2004). Berg-Utby ef al. (2007), for example, argue that there is a significant gap
between entrepreneurs’ expectations and the perceived contributions from venture
capitalists. Along the same lines, a recent review on this topic finds little consensus in
the literature about value added outcomes, i.e., whether venture capitalists contribute
to the success of their investee firms tends to be unclear (Large and Muegge, 2008).

Related to the stream of research about PE firms’ abilities to add value is whether
private equity-backed firms perform better than others, a question that has been a
central focus for many studies. This literature focuses on the financial as well as non-
financial outcomes of private equity-backed firms, typically matched with a control
group of similar types of private companies that have not received PE capital. Mea-
surements that have been used for evaluating the performance of portfolio companies
include exits through initial public offerings, stock price development, employment
growth, patent intensity, or company survival rates. Within the VC research stream, a
change in opinion has been noticeable. Earlier studies provided a relatively unified
consensus that venture capital-backed companies develop better than do non-VC
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backed companies (Barry ef al, 1990; Brav and Gompers, 1997; Jain and Kini, 2000;
Kortum and Lerner, 2000; Hellmann and Puri, 2002; Davila ef a/., 2003). Later studies,
in line with the previous discussion, suggest that the successes of VC-backed firms to a
large extent depend on the respective VC firm’s capabilities to add non-financial value.
The issue of causality seems, however, often to be bypassed; is better, or worse, per-
formance merely an effect of a superior ability to pick winners (ct. Cressy ez al., 2007,
Diller and Kaserer, 2008)? A few VC studies indicate that VC-backed firms do not
generally perform better in terms of growth or financial returns than other companies
(Bottazzi and Da Rin, 2002; Florin, 2005). Research on buyout investments seems to
follow the same path as the VC studies, although it has lapsed a few years behind the
other field. Until recently, the overall finding put forward in this stream of research
was rather univocally that BO firms add significant value to their portfolio firms by
improving operational efficiency, which in turn leads to superior performance
(Muscarella and Vetsuypens, 1990; Harris ef al, 2005). More recent research, however,
suggests that portfolio firm performance depends to a significant extent on the backing
BO firm’s skills and charactetistics (Cressy e# al., 2007).

2.3.3 Studies about macro factors and private equity

Taking on a macro perspective, a number of studies have been concerned with the
overall supply and demand for private equity on a societal level. The drivers for a
‘private equity demand’ include areas such as overall new venture growth and thereby
the size of a possible investment market for PE firms, the competitiveness in the
national science base, how technical innovations may be transferred from universities
to industry, and the ability of entrepreneurs to capture the fruits of their inventiveness.
The drivers for ‘private equity supply’ include the presence of well-functioning stock
markets, the overall tax climate for entrepreneurs and investors, as well as other legisla-
tures and overall structural issues. Examples of factors that are considered to increase
the supply of private equity are GDP growth, deep and liquid stock markets, lower
labor market rigidities, decreases in capital gains tax rates, and regulatory changes.

Some scholars who have investigated factors that may affect the overall supply
and demand of private equity include; Manigart (1994), Gompers and Lerner (2000),
Black and Gilson (1998), Jeng and Wells (2000), Leleux and Surlemont (2003), Romain
van Pottelsberghe de la Potterie (2004a; 2004b), and Zacharakis ez a/ (2007). The
majority of these studies make comparisons on a cross-country basis.

As indicated previously, the lion’s share of extant private equity studies concern
PE firms and their portfolio companies. This dissertation aims to add to the currently
narrow stream of research about institutional investors investing in private equity
funds. Hence, in the following subsections, more in-depth presentations of existing
research within this particular area will be provided.
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2.3.4 Studies about PE fund investing I: Fund performance

As discussed previously in this chapter, private equity is an asset class with rather
unique characteristics, and hence, evaluating PE fund performance is not a simple task.
A number of studies, though they are still rare due to a seemingly constant lack of data,
have sought to measure private equity returns while correcting for a number of biases.
An overview of the studies discussed in this subsection is presented in Appendix 3.

How to evaluate private equity returns

As private equity investments are rarely traded on secondary markets'>, or at least the
pricing of such transactions is not disclosed, scholars as well as practitioners usually
rely on the cash flow history of fund investments and divestments when determining
returns. For that purpose, the internal rate of return (IRR) or a public market equiva-
lent (PME) is typically used (Diller and Kaserer, 2008). IRR is calculated as an annual-
ized effective compounded rate of return, using monthly cash flows, which can be
calculated in net (i.e., including fees to the managing PE firm), or in gross terms.
During a fund’s life-time, it is common to refer to the ‘interim’ IRR, which is a theoret-
ical exercise to estimate the current status and future potential of an unrealized PE
fund portfolio, whereby realized and unrealized IRRs are calculated, the latter at fair
market value using different assumptions. The PME is usually defined as the ratio of
the present value of all cash distributions over the present value of all take-downs from
PE fund investors (Diller and Kaserer, 2008). This measurement is usually referred to
as the ‘investment multiple’.

Analyses of the profitability of investments in private equity face a number of
problems. First and foremost, since information within the private equity industry by
definition is ‘private’, compared to public markets, transparency requirements are
limited. To the extent that public data are available, primarily from vendors such as
Thomson Venture Economics or Dow Jones, they are largely collected from PE firms
on a voluntary basis and thus subject to selection bias. For example, only roughly half
of all private equity funds are estimated to be sampled in Thomson Venture Econom-
ics’ VentureXpert database (Kaplan and Strémberg, 2009). Second, PE firms’ unclear
and inconsistent reporting of net or gross returns, i.e., whether the reported results
include or exclude fees to the PE firms, makes comparisons problematic. Third, re-
ported data are based on unrealized as well as realized investments, which introduces
noise and potentially biases due to subjective accounting treatment (Ljungqvist and

15 Diller and Kaserer (2008) point out that secondary markets for PE investments, though still small, have grown
rapidly over the last several years. This is supported by Fraser-Sampson (2007) and Gilligan and Wright
(2010). AltAssets estimates that, currently, three to five percent of yearly PE investments are traded in sec-
ondary deals. Hence, the degree of illiquidity for private equity might decrease, but is still considered to be
high in comparison with other assets.
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Richardson, 2003). External valuations of portfolio companies only exist in the events
of: (i) initial public offerings, (ii) trade sales based on tradable securities or cash,
(iii) additional financing rounds with new investors, or (iv) if the company files for
bankruptcy. Therefore, according to Ljungqvist and Richardson (ibid.), the calculations
of interim IRRs that are computed before a fund reaches maturity are not very infor-
mative. In a similar vein, Cumming and Walz (2010) claim that there are systematic
biases in the reporting of interim IRRs. The authors argue that experienced PE firms
tend to report significantly lower valuations than their younger, especially eatly-stage
and high-technology focused, counterparts. Fourth, there is a limited history on private
equity, as compared to other asset classes (Conroy and Harris, 2007). Hence, useful
and comparable data are lacking. Fifth, evaluating performance returns alone provides
an incomplete picture if the process of analysis does not incorporate the risks asso-
ciated with an investment. Investing in private equity is considered to be associated
with especially high risks in several dimensions (e.g., Phalippou and Gottschalg, 2009.
See also Section 7.2.2). Hence, given the increased risk in addition to long investment
periods, illiquidity and large investment sizes, a higher return compared to other asset
classes is required @ priori when investing in PE funds.

To summarize, studies using data from existing secondary sources when analyzing
returns generated from PE fund investing run the risk of presenting somewhat biased
and skewed results if these potentially problematic issues are not corrected. This is a
fact that should be kept in mind when reading and evaluating research about PE fund
performance.

Studies evaluating private equity performance

The literature on private equity performance can be divided into two groups. The first
set of studies focuses on performance at the PE firm level, evaluating returns from
individual portfolio company investments and then calculating their aggregate perfor-
mance. Cochrane (2005) measured performance on a portfolio company level for US-
based venture capital financed firms during the period 1987 through 2000. He provides
evidence of a positive risk adjusted return gross of fees with an average fund alpha
estimated to 32 percent per year. Comparing the result with corresponding returns of
the S&P 500 Index and NASDAQ indices, Cochrane (ibid.) found an over-
performance of the aggregated VC portfolios. Another study on a portfolio-firm level
was carried out by Hwang e 2/ (2005). They used the same dataset as Cochrane, also
including only VC-financed firms in the US, but during a longer period, 1987-2003,
and with fewer missing financing rounds. They found that the average performance
was lower, but close, to that of the S&P 500. Gro and Gottschalg (2008) analyzed a
unique dataset from a sample of 133 US buyout-based investments from 1984 to 2004.
They compared the buyout returns with a control portfolio including equally leveraged

38



PRIVATE EQUITY: EMPIRICAL & THEORETICAL FRAMEWORKS

investments in the S&P 500 index. The authors found a positive and significant alpha
for buyouts, i.e., buyout investments outperformed the S&P 500 during the period.

The second group of performance studies document cash flow streams to PE
fund investors, including fee payments and carried interests. Chen ez a/. (2002) ex-
amined 148 venture capital funds that had been liquidated between 1969 and 2000.
They found an average annual return of 9.99%, with the highest annual IRR of 74%
and the lowest of -72%. Ljungqvist and Richardson (2003) analyzed the cash flow data
of a single large US private equity investor during the period 1981 to 2001; 85% of the
firm’s holdings were BO funds. They concluded that private equity fund investments
outperform the S&P 500 by six to eight percent and the NASDAQ Composite Index
by roughly three to six percent. The authors suggest that the over-performance was
driven by a potential bias since the sample consisted primarily of mature buyout funds,
which generally tend to outperform VC funds.

Jones and Rhodes-Kropf (2003) evaluated the performance of 1245 US-based
funds, 70% VC and 30% BO, in the period 1980 to 1999. They did not find any excess
return even though the average fund alpha was positive (but small). In a sample almost
identical to that used by Jones and Rhodes-Kropf (2003), Kaplan and Schoar (2005)
analyzed 746 US-based private equity funds, whereof 78% where VC-based, over the
years 1980 through 2001. They found that average fund returns net of fees were
slightly less than the S&P 500 index and that fund returns are relatively persistent over
time. Using a sample similar to the one employed by Kaplan and Schoar (2005) but
adjusted for sample selection and writing off the residual value of living dead’ funds,
Phalippou and Gottschalg (2009) found a significant underperformance of private
equity funds. The authors show that their sample, consisting of 852 VC and BO funds
whereof 64% US-based, lagged behind the S&P 500 return by as much as 3% per
annum. Similarly, Driessen ez a/. (2008), studying a mix of US VC and BO funds, found
that venture capital funds are associated with a high market beta and significant under-
performance, while buyout funds show a low beta but no abnormal performance.
Finally, Conroy and Harris (2007) analyzed the performance from 1700 US private
equity funds. They showed that private equity’s attractiveness as an asset class is over-
stated, and that net returns to investors have not been as desirable on a risk-adjusted
basis as many have assumed.

However, private equity performance is found to include a great deal of hetero-
geneity and skewness, ie., there are large differences between the best and worst
performing funds (Kaplan and Schoar, 2005; Conroy and Harris, 2007; Phalippou and
Gottschalg, 2009). For example, Gottschalg (2010) showed that buyout funds on
average underperform broad public market indices but that top-quartile funds signifi-
cantly outperform equally risky public market investments. Conroy and Harris (2007)
also underline the large dispersion and skewness in PE fund returns.
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Taken together, the overall finding from these studies is that PE funds, in general
and after adjusting for risk, have generated lower returns than comparable public
indices. At the same time, it has been found that these performance measures conceal
a significant amount of heterogeneity. In other words, PE firms vary in their ability to
generate excess returns. The key question is what causes these differences in returns, a
topic that will be discussed next.

2.3.5 Studies about PE fund investing Il: Performance determinants

Scholars have identified factors affecting PE fund performance in all possible areas,
ranging from broad macro determinants to rather narrow portfolio firm related factors
(see Soderblom and Wiklund, 2005, for a review of VC fund determinants). The
performance factors presented below are structured into three categories: (i) PE funds’
focuses and characteristics, (ii) PE managers’ skills and governance of investments, and
(i) macro factors. The factors related to the first two categories have more or less
direct impacts on PE fund returns, while the factors presented in the third category
have somewhat more indirect effects. The studies presented below are listed in Ap-

pendix 3.

PE funds’ focuses and characteristics

As already indicated in the previous section, the performance of a PE fund seems to be
highly related to whether it focuses on venture capital or buyont investments. Although
there exist wide variations across management teams and also across geographical
areas, the overall finding tends to be that buyout funds in general outperform venture
capital funds (Ljungqvist and Richardson, 2003; Driessen e af., 2008; Phalippou and
Gottschalg, 2009). Having said that, a few extremely well performing VC funds have
generated significantly better returns than all other PE funds (Schmidt, 2006). That is,
BO fund investments show less variations in returns compared with VC fund invest-
ments, and thus are associated with lower risks (ibid.). Related to this discussion, it has
been found that the phase focus of VC funds, i.e., the development stage of targeted
porttfolio firms, is considered to have a strong impact on performance. Manigart ef al.
(2002) show that early-stage VC firms require a significantly higher return for an
investment than companies focusing on later phases. Das ¢# /. (2003), in a similar vein,
argue that a high rate of early-stage investments has a negative impact on the propot-
tion of successful exits.

In addition, the geographical origin and focus of a fund seem to impact returns. Euro-
pean PE funds are considered to generate lower returns than US-based funds, where
Hege et al. (2008) found that US VC firms on average exhibit significantly higher
performances in terms of IRR than their European counterparts. This result is sup-
ported by Phalippou and Gottschalg (2009), who tested data including both VC and
BO funds. A breakdown of European private equity returns also revealed strong
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variations in performances across funds in Burope (Megginson, 2004; EVCA, 2007).
The geographical scope itself may influence performance as well; Manigart e al. (1994)
found that European VC firms with a local focus generate lower returns on average
than VCs with broader geographical focuses.

Furthermore, the degree of specialization of a PE fund is considered to be related to
subsequent performance. Gompers ¢f 4/ (2009) found, when studying a set of 122 VC
firms, that generalist PE firms tend to underperform relative to specialist firms. Cressy
(2007) arrived at similar results when analyzing a sample of UK buyouts. Whether this
superior performance is due to a better ability to select investments or to add value is
unclear. In a similar vein, Das e a/ (2003) showed that there is a high cross-sectional
variation in the probability of an exit across industries. Thus, not only is industry
specialization per se important, but similarly significant is the ability to focus on the
‘right’ industries.

Finally, the characteristics of the PE funds themselves may matter as well, where
especially large find sizes have been attributed to better outcomes. Size captures several
performance-related dimensions such as prominence, learning and economies of scale
(Gompers and Lerner, 1999b). For example, Laine and Torstila (2004) found that
larger venture capital funds have significantly higher rates of successful exits compared
to smaller funds, a conclusion supported by Hochberg (2007). Studies on buyouts have
arrived at similar results; larger BO funds perform better and provide higher investor
returns (Nikoskelainen and Wright, 2007). Likewise, Phalippou and Gottschalg (2009)
found that one of the main drivers for private equity fund underperformance is small
fund size. Also Metrick and Yasuda (2010) argue that one reason why BO funds tend
to perform better than VC funds is that the former are more scalable, leading to signif-
icantly higher revenue per investment professional. However, there are also contradic-
tory views about optimal PE fund sizes, indicating that too large funds may
underperform relative to their smaller peers (Fraser-Sampson, 2007). Kaplan and
Schoar (2005) found evidence that PE firms’ returns decline when their funds grow
abnormally fast, and that top-performing firms’ funds grow less than proportionally.
The diminishing returns for larger funds are typically attributed to the challenges of
finding sizable and potentially lucrative deals (e.g., Gompers and Lerner, 1999b).
Another disadvantage of larger funds, according to Phalippou and Gottschalg (2009),
is the risk of opportunistic behavior. For example, large US VC funds are more likely
to invest in overseas buyout deals to obtain a track record of participating in these
types of investments, which bring both diversification and additional income to the VC
firm at the cost of their fund investors. In a similar vein, it is suggested that overly
large funds may affect the incentive structure negatively and eventually erode the
alignment of interest between the general and limited partners. That is, the model of
billing managerial compensation as a fee for committed capital may have adverse
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consequences when the GP has a strong incentive to grow fund sizes at the expense of
achieving higher returns for investors (ct. Chen ez a/., 2004, for hedge funds).

Related to fund size is the issue of the mumber of investments in a portfolio, where
Schmidt (2006) shows that there is a high marginal diversifiable risk reduction of about
80% when the portfolio size is increased to include 15 investments, and that an ideal
PE portfolio contains between 20 and 28 investments. Jdidskeldinen ef a/. (2006) argue
that the number of portfolio companies a venture capitalist manages and the total
returns of the VC fund will exhibit an inverted U-shaped cutrve. Their data suggest that
venture capitalists reach their respective optimum level with slightly over 12 portfolio
companies per partner of a VC firm.

PE managers’ skills and governance of investments

Two factors that are considered to have a significant impact on PE firms’ abilities to
generate excess teturns are: (i) the skills of, and (ii) the governance and control me-
chanisms set up by, the private equity firm. Both areas have received substantial atten-
tion in the PE literature.

Several scholars argue that one of the most important determinants of excess re-
turns from private equity investing is related to the management teams’ skz/ls in several
dimensions, including their ability to identify beneficial investments, to provide profes-
sional support to portfolio companies, or simply to make better deals (Kaplan and
Schoar, 2005). For example, Phalippou and Gottschalg (2009) found that more expe-
rienced and skilled PE firms offer higher returns and have higher survival rates com-
pared with their less experienced peers. Also, Diller and Kaserer (2008) showed that
fund returns are positively correlated with the managing PE firm’s skills, not least their
selection capabilities. Similarly, Hege e a/ (2008) argue that an important explanation
for the outperformance of US VC funds relative to their European counterparts is that
US GPs possess supetior screening capabilities. Furthermore, Hochberg e al. (2007)
suggest that cross-sectional differences in returns are closely related to PE firms’
abilities to nurture investments, i.e., to add value to portfolio companies. In a similar
vein, Walske and Zacharakis (2009) showed that nascent VC firms founded by manag-
ers having prior venture capital or senior management experience were more likely to
raise subsequent funds.

Following the reasoning that experience has a strong impact on performance,
there is an expectation that the returns from a subsequent fund will be in line with, or
better than, the previous fund’s return. This so-called ‘persistence phenomenon’ has been
documented by several researchers (Kaplan and Schoar, 2005; Diller and Kaserer,
2008; Phalippou and Gottschalg, 2009). In other words, it is widely believed that a PE
investment team that outperformed the industry benchmark with one fund is likely to
outperform the industry with the next, as well. According to Kaplan and Schoar
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(2005), as well as Diller and Kaserer (2008), this effect is more pronounced for VC
than for BO funds. Consequently, first-time funds, i.e., the first funds raised by newly
established PE firms, are found to generate lower returns compared with follow-on
funds (Hochberg e¢# al., 2007; Phalippou and Gottschalg, 2009). Similarly, sole funds,
i.e., those not followed by a subsequent fund, have lower proportions of successful
exits than others (Laine and Torstila, 2004). Therefore, a fund sequence number has
been suggested as a valid predictor of fund performance (Kaplan and Schoar, 2005;
Phalippou and Gottschalg, 2009)

In addition, the extent to which PE firms’ exercise of governance and control of their
portfolio companies can affect returns has garnered substantial interest from scholars.
For example, Kaplan ez 2/ (2003) analyzed venture capitalists’ use of financial contracts
in the US and in non-US, primarily European, countries. They found that VCs using
US-style contracts fail significantly less often. Hege ¢z a/. (2008) indicate that greater
monitoring intensity with shorter time intervals between financing rounds increase the
ratio of successful returns, which supports the idea of using staged capital infusions
(i.e., payments in steps that are linked to the fulfillment of negotiated mile-stones).
Also, Nikoskelainen and Wright (2007) found, when studying a set of buyouts, that
returns are connected to the management firm’s corporate governance skills.

Macro factors

Macro-oriented factors are considered to have significant effects on private equity fund
performance. Scholars seem unified in their view that market entries in private equity
are cyclical; in other wotds, funds raised in boom times are less likely to be followed by a
subsequent fund compared with funds raised in other economic situations. This im-
plies that ‘boom-time’ funds in general yield poor results (KKaplan and Schoar, 2005; Diller
and Kaserer, 2008).

One of the main drivers of an overheated market is the increased level of capital
allocated to private equity. Gompers and Lerner (2000) show that portfolio firm
valuation in a financing round is increased when more money is poured into the pri-
vate equity industry in the year before the deal was closed. They argue that there is a
limited number of favorable investments in the private equity industry, giving way to
the so-called ‘money chasing deals’ phenomenon, which has been supported by several
researchers (Ljungqvist and Richardson, 2003; Hochberg ¢ al, 2007; Diller and
Kaserer, 2008). Kaplan and Schoar (2005) suggest that established PE firms are less
sensitive to business cycles than are new entrants. Along the same lines, Gompers ¢7 a/.
(2008) found that the level of variation in success between the most experienced and
the least experienced private equity groups increases in ‘hot” markets. Diller and Kaser-
er (2008) found this to be especially true for VC funds, as they are more affected by
illiquidity and volatility than are buyout funds.
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The next section will address the limited, but growing, stream of research focus-
ing on institutional investors that invest in private equity funds, i.e., studies having the
same unit of analysis as this dissertation.

2.3.6 Studies about PE fund investing lll: Institutional investors

There is a small but growing body of research that secks to enhance the understanding
of financial institutional investing into private equity funds, a category to which this
thesis belongs. In this section, the literatute is divided into three major research areas:
studies about (i) institutional investors’ exercise of governance and control, (i) deter-
minants for PE fund investing and investment criteria, and (iii) heterogeneity across
institutional PE fund investors. Appendix 4 contains an overview of the studies dis-
cussed in these sections.

Governance and control

One of the eatliest topics of interest to scholars studying institutional PE fund inves-
tors was the investors’ working processes, especially their exercise of governance and
control. Sahlman (1990) pioneered the field, providing detailed descriptions about
limited partners’ decision-making procedures and interactions with their GPs. His
research has been followed by a few similar studies. For example, Barnes and Menzies
(2005) found that institutional investors typically follow comprehensive and structured
procedures when identifying and selecting which private equity funds to invest in. Also
after an investment into a fund has been made, LPs continue to pursue well-defined
processes and decision paths when interacting with fund managers. Having said that,
the authors also found that LPs develop strong informal relationships with the manag-
ing GP that fall outside the formal terms of the LP agreement. According to the
limited partnership agreement, fund investors are supposed to be rather passive (see
Section 2.2.4). In line with this, Lerner and Schoar (2004) showed that LPs hardly ever
interfere in the operation of a fund, even in cases where they are granted the right to
do so (for example by voting to dissolve a fund). On the other hand, the authors put
forward the finding that LPs require wide-ranging information rights, allowing them to
monitor the performance of funds. The role of information flow between PE fund
managers and their fund investors after the investors have invested in the fund has also
been studied by Miller (2008). He noticed three main functions of these information
flows: decision support, governance enabling and relationship building.

An adjacent area that has also received considerable attention in the literature is
the contractual relation between PE fund investors on the one hand and the fund manag-
ers on the other. Barnes and Menzies (2005) argue that institutional investors tend to
pursue agreements and terms that adhere to standard market terms, and that they are
rarely prepared to negotiate terms considered ‘out of market’. That is, contracts are
expected to be fairly standardized. However, other studies have, to some extent,
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contradicted this finding when pointing at variations in negotiated terms. Gompers and
Lerner (1996), for example, showed that US-based VC firms reduce the number of
restrictive covenants in yeats characterized by high supply of capital to private equity.
Similarly, Schmidt and Wahrenburg (2004) found that European VC firms receive less
fixed but higher variable, i.e., performance-related, compensations in years of strong
capital inflow into the industry. But variations in terms may also occur on a micro
level, i.e., due to factors based on the managing firm’s characteristics. For example,
Gompers and Lerner (1999a) argue that investor prominence is an important factor for
determining compensation terms. In the US, older and larger private equity organiza-
tions are especially sensitive to performance-related compensation factors and thus
may demand greater shares of the capital gains than their younger peers. Litvak (2004)
supports this notion when showing that compensation levels may vary across PE
funds depending on the managing firm’s prominence. Taken together, eatlier research
showed that the economic relation between LPs and GPs is faitly standardized. How-
ever, in times of high demand, or for a few outstanding GPs, the compensation terms
to fund managers may deviate from industry standards.

Determinants for PE fund investing and investment criteria

Two common questions in studies about PE fund investors are: why do they allocate a
part of their capital to this asset class, and what criteria are used when selecting which
funds to invest in.

Several potential motivations for PE fund investing have been proposed. As out-
lined in Section 2.2.1, the ‘financially rational’ reason to invest in alternative assets,
including private equity, is to dzwersify investment portfolios with securities providing high
risk-adjusted returns and low correlation with other assets (Markowitz, 1952). Given
the risks associated with PE fund investing, the ‘fair’ rate of return needs to be higher
than for traditional asset classes. As discussed in Section 2.3.4, however, returns from
PE investments have on average been lower compared with other financial assets
(Kaplan and Schoar, 2005; Conroy and Harris, 2007). In addition, private equity turns
out not to have an especially attractive hedging property in relation to traditional
instruments (Diller and Kaserer, 2008). Thus, PE fund investing in general yields a
relatively poor risk-reward distribution. However, given that this asset class shows such
significant performance heterogeneity, investors that gain access to the best performing
Sfunds will likely be highly satisfied. That is, despite unsatisfactory average performances,
especially when risk-adjusted, top-quartile funds have delivered excellent returns
(Hochberg ¢t al., 2007; Phalippou and Gottschalg, 2009). Still, only a limited number of
institutional investors gain access to the few top-performing funds; this forces non-
privileged market participants without invitation to A-funds to invest in B-funds
(Schmidt, 2006). Hence, another suggested explanation for investors’ willingness to
invest in an asset class with such modest overall returns is the possibility that LPs have
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mispriced the asset class (Phalippou and Gottschalg, 2009). Low market transparency
combined with high levels of uncertainty and complexity make performance compari-
sons between funds extremely difficult, as discussed previously (see Section 2.3.4).
Phalippou and Gottschalg (2009) argue that even sophisticated investors are prone to
over-optimism or evaluation mistakes.

Furthermore, although most fund providers invest in private equity in expectation
of good returns, some institutional investors also have additional goals for their in-
vestments and may accept lower proceeds. Several non-financial reasons for PE fund
investing have been offered. First, certain LPs invest in private equity to stimulate the
local economy (Letner et al., 2007; Phalippou and Gottschalg, 2009). This behavior is
witnessed among pension fund managers and government agencies, both in the US
and in Burope. Lerner ¢ a/. (2007) argue that public pension funds face political pres-
sures or constraints, which often negatively affect financial performance. According to
Phalippou and Gottschalg (2009), the issue is more pronounced in Europe than in the
US. Another reason to invest in private equity may be to establish commercial relationships
with GPs, for example, for banks or consultants. Hellmann ef a/ (2004) argue that
banks might diverge from maximizing returns on PE investments in order to maximize
future banking income from the companies in which the GPs invest. Scholars have
also discussed that /Jearning might be a reason for some LPs to invest in PE funds
(Phalippou and Gottschalg, 2009). As outlined previously, extant research indicates
that running a PE fund requires skill, where funds managed by inexperienced teams in
general tend to generate lower returns (Diller and Kaserer, 2008; Phalippou and
Gottschalg, 2009). It is possible, then, that by participating in inexperienced and hence
poorly performing funds, investors obtain tacit knowledge for future investments — in
PE funds or directly in portfolio companies. Yet other institutional investors, such as
non-financial corporations, make PE fund investments in order to keep an eye on new
technological developments (Maula, 2001).

Given that institutional investors do invest in private equity funds, a related area
of interest is what eferia institutional investors use for selecting PE funds. Fried and
Hisrich (1989) detected five areas considered to be of special interest in PE fund
evaluation processes: people, teamwork, discipline, strategy, and past performance.
Similatly, Groh and Von Liechtenstein (2011), in a world-wide survey of institutional
investors, analyzed determinants for VC fund investing. They found that proprietary
deal flow and access to promising transactions, local market experience, the team’s
reputation, mechanisms proposed to align interest between LPs and GPs, and histori-
cal track record were the top criteria for investors when evaluating PE funds. Also,
Gompers and Lerner (1998) argue that successful past performance is a key determi-
nant for a management team’s ability to raise new funds. Similarly, Barnes and Menzies
(2005) suggest that LPs examine broad, and often intangible, indicators of VC firms’
performance reputations in attempts to predict future fund returns. And finally, along
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the same line, Kaplan and Schoar (2005) showed that previous returns affect not only
the likelihood of raising new funds but also the sizes of the funds that are raised.

The next subsection, finally, outlines the small stream of PE research of special
relevance to this dissertation, i.e., differences across institutional PE fund investors in
terms of organizational characteristics and investment preferences on the one hand,
and subsequent performance on the other.

Heterogeneity across PE fund investors
While little is still known about the heterogeneity across PE fund investors, a small but
growing stream of research has started to address this research gap.

Some studies have investigated differences in investment preferences across various
types of institutional PE fund investors. Lerner ¢ a/ (2007) examined investment
heterogeneity across a set of US-based institutional investors. They found that en-
dowments generally allocate more to smaller BO funds and have a greater share of VC
funds in their portfolios compared with other PE fund investors. The authors also
noticed that insurance companies often invest in smaller and earlier funds, i.e., those
with lower sequence numbers, across all types of fund categories. Also, banks seem to
prefer investments into first-time or second-time funds, regardless if they are BO- or
VC-focused. On the other hand, public and corporate pension funds tend to invest in
larger funds. Mayer e al. (2005) compared the investment activities and soutces of
finance to VC funds in four countties. They found that academic institutions are mote
prone to invest in early stages, which supported Lerner ez 2/’s (2007) finding. In addi-
tion, Mayer ¢ a/. (2005) showed that pension- and insurance-backed PE funds often
focus on later stage investments in low technology sectors on a global basis, while
bank-sponsored funds prefer domestic VC investments in later phases. The study also
suggests that corporate-backed VC firms invest in eatly stages, preferably in high-
technology ventures globally rather than domestically, and that governmental investors
more often invest in national VC funds. Schertler (2005) used panel data for investigat-
ing VC investments in various Buropean countries. Schertler also found that banks
prefer investments in later stages, while LPs having additional goals besides direct
return driven for their investment activities primarily target investments in young
technology firms. In conflict with the findings presented by Mayer e al. (2005), Schert-
ler argues that pension funds and insurance companies show especially high interest in
early-stage investments. In a recent study, Hobohm (2009) analyzed differences in PE
fund investment preferences across a large set of international institutional investors.
The author found that investment companies, insurance corporations, PE fund of
funds, banks and private pension funds invest more often in BO funds than the aver-
age LP. On the other hand, endowments, family offices, public pension funds and (US)
government agencies do not overweigh BO investments. Furthermore, Hobohm (ibid.)
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put forward the assertion that institutional investors differ in their degree of home
bias. Public pension funds, endowments, and especially banks tend to prefer ‘Tlocal’
funds, while PE fund of funds are more likely to invest abroad. The home bias was
found to be most significant for VC funds.

The extent to which rezurms from PE fund investing vary across investor types has
only been analyzed in a few studies. According to Lerner ¢z al. (2007), the proceeds that
investors realize from their PE fund investments differ considerably between institu-
tions. The authors suggest that PE funds in which endowments have invested by far
over-perform relative to investments made by other financial institutions. On the other
hand, funds capitalized by banks tend to lag shatply. Public and private pension funds
have reached returns somewhere in the middle of these extremes. Hobohm (2009) also
investigated differences in returns achieved by different PE fund investors. He found
that insurance firms were the best performers. But contrary to the findings presented
by Lerner et al. (2007), Hobohm suggests that banks on an overall level have been
successful PE fund investors. The author attributes the difference in results to vatia-
tions in data, where Hobohm’s study includes investments after 1999 as well as non-
US data, which is not the case for Lerner ef a/’s dataset. Hence, although banks in
general earned poor returns from venture capital, this was compensated over time by
investments in superior performing buyout funds. Furthermore, Hobohm showed that
endowments did outperform average investors, in patticular because of their superior
VC fund investments during the 1990s. However, their outperformance was not as
strong as in the study by Lerner ¢ a/. (2007), which can also be explained by the differ-
ences in the datasets that were used. Furthermore, investment companies and private
pension funds enjoyed industry-average returns, which was also the case for PE fund
of funds. According to Hobohm, public pension funds were among the LPs with the
lowest returns; US government agencies also underperformed all other LPs. Finally,
non-Western government agencies were among the very best performers, likely due to
their high percentages of BO fund investments.

A few alternative explanations for the observed heterogeneity in performance
across PE fund investors have been discussed. There is strong support for the notion
that LP returns to a large extent depend on the specific fund types included in the invest-
ment portfolio, where some LPs achieve above-average returns in one fund type, e.g.,
eatly-stage VC, but not in others, e.g., mid-sized buyouts (Hobohm, 2009). Fund
investors’ experience and skills are considered to be important when explaining differenc-
es in investment performance. Lerner ef a/. (2007) put forward the notion that “LPs
differ in their ability to evaluate the quality of funds and to invest based on this information, that is, in
their level of sophistication” (p. 733). For example, since endowments and universities were
among the first organizations to invest in this asset class, they are assumed to have
built up a deep understanding of PE investing and to better predict the performance of
follow-on funds. Hence, older LPs tend to enjoy better performance than their young-
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er peers (ibid.). Hobohm (2009), however, suggests that such comparative advantages
may change over time. For example, during the 1990s, small LPs with significant
expetience outperformed other LPs, especially in the VC fund investment area. But in
a later phase, less experienced but larger LPs with a BO fund focus achieved better
returns. Hence, the author suggests that LPs’ overall returns also depend on #ming.
Having access to funds managed by top PE firms, is another suggested determinant for
successful PE fund investing. This is a factor that to some extent is related to expe-
rience according to Lerner ef a/. (2007), suggesting that some performance differences
found for endowments may be due to eatly access to superior funds. The size of the
institutional investors, in terms of managed capital, has also been appointed as a de-
terminant for performance heterogeneity. Da Rin and Phalippou (2010) argue that
large investors are more popular and thus attain advantageous terms and conditions in
negotiations with GPs. Yet another explanation for identified variations in returns is
LPs’ differing objectives, as discussed above. For example, banks, corporate investors and
governmental investors may pursue non-financial goals for their PE fund investment
activities, and thus are expected to receive lower returns.

An adjacent explanation to performance variations relates to the importance of
PE investments in a financial investors’ overall portfolio. In cases where PE investments
account for only a fraction of an entire investment portfolio, it is likely that minimal
efforts are put forth to govern these investments (Muller, 2008). Incentive structures have
also been pointed out as important. In cases where remuneration is not tied to the
individual investor’s performance, monitoring may be neglected. Compared to the
standards in the private financial industry, public pension funds, for example, are
found to offer rather modest compensation levels. Consequently, such organizations
may face high turnover among investment professionals and, therefore, a scarcity of
sufficiently experienced staff (Lerner ez a/., 2007). Following this reasoning, some US
university endowments are considered successful in retaining managers by offering
better financial, as well as other types of, benefits (ibid.). Also, differences in risk profiles
have been discussed as a possible explanation for heterogeneous returns. In other
words, better performance may be related to a greater willingness among LPs to take
on risk. However, existing research has not been able to find any support for such a
link (Lerner ¢z al, 2007; Hobohm, 2009). Finally, LPs who are geographically closer to
successful VC-intense areas are found to achieve considerably higher PE fund returns
than other investors (Hobohm, 2009).

To summarize, the results arriving from the few existing studies about hetero-
geneity across PE fund investors seem to be scattered, incomplete and sometimes
contradictory, which is apparent in Table 2.3. Some studies have focused on the extent
to which investor characteristics affect performance, while others have investigated
potential differences in investment preferences across institutional investors. However,
very few, if any, have in a structured way analyzed possible links between investment
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strategies and PE fund performances. That is, few studies have thoroughly investigated
areas such as how private equity investment strategies may differ across investors or
which strategies have proven to be successful for whom. Out of several central strateg-
ic decisions, one concerns entry order — which has been singled out as being especially
important in the strategic management literature (Porter, 1980). Although this literature
review indicated that institutional investors tend to differ in their preferences for first-
time or subsequent fund investing, which could be considered a strategic choice of
early or late entry, little is known about the reasoning behind these preferences and
possible effects of specific choices.

Table 2.3. Summary of existing findings about heterogeneity in investment preferences and performances
across PE fund investors

INSTITUTIONS VCor BO EARLY or FUND SIZE GEOGRAPHY PERFORMANCE
LATE STAGE & NUMBER & INDUSTRY

Banks Later vC? Late® First fund” Local?? Low”

Prim. BO” HighA)
Corporate Prim. vC? Earlyz) Internat.”
investors High-techz)
Endowments Prim. vc EarIyS) Smaller” Local” Highl) 4
Governmental Late® Local” US Gov: Low”
investors Non-West: High‘”
Insurance Prim. BO* Early3) Smaller” Internat.? Medium®
companies Late” First fund” High®
PE fund of Prim. BO” Low"
funds Medium®
Pension funds Priv: Prim. EarIyS) Largerl) Low tech? Medium®

Bo” Late” Publ: Local” Priv: Medium”

Publ: Low®

YLerner et al. (2007). 2)Mayer et al. (2005). 3schertler (2005). “Hobohm (2009).

24 Summary

This chapter started by presenting and defining the phenomenon of ‘private equity.’
The perspective that was taken was similar to that of institutional investors, i.e., view-
ing private equity as an asset class. The first section offered definitions of central
concepts as well as an overview of the evolution of the PE industry. In the next sec-
tion, details about institutional investors, motives for investing in PE funds, allocation
strategies, and the unique characteristics of PE investments were elaborated upon.
Then, an overview of the current research status of the PE field was provided, with a
focus on studies of special interest to this dissertation. Of the presentations and dis-
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cussions outlined in the chapter, the following observations are considered to be of
greatest relevance to the current work:

While the stream of PE research in general is large, the literature addressing the
institutional investor perspective is scarce. That is, there is a clear lack of research
about private equity as an asset class. Given the large and growing amount of capi-
tal that institutional investors allocate to private equity, an enhanced understanding
of the phenomenon as such, and not least about performance factors, is of great
importance not only to the investors themselves but to all involved stakeholders.

Measuring performance from PE fund investing is considered to be a complex
task given a broad resistance from the PE industry to publicly disclose information
about returns, capital flows, etc. As such, data available from public sources are
considered to be both error-prone and biased. Consequently, there is a widespread
need for better and more accurate data about private equity performance and adja-
cent information, in order to further develop performance-related PE research.

The cutrent conclusion from existing studies about PE fund performance is that
the average risk-adjusted returns from PE fund investing have not been nearly as
attractive as expected. Furthermore, private equity exhibits a rather high correla-
tion with traditional assets. Having said that, performance across funds shows sig-
nificant heterogeneity, where top-quatrtile PE funds outperform most other types
of assets.

A few PE fund performance determinants have been identified (see Table 2.4, left-
hand side). First, BO funds usually outperform VC funds, with the exception of a
few top-performing US VC outliers. Second, US PE funds have generated higher
returns than their European counterparts. Third, later-stage VC funds perform
better than early-stage funds. Fourth, VC funds with narrow industrial scopes real-
ize superior returns in comparison with generalist funds. Fifth, more experienced
and competent PE teams are found to perform significantly better than others.
Sixth, performance seems to be strongly related to fund size, where larger funds
tend to generate better returns than smaller — as long as the fund is not too large.
Seventh, the macro-economic situation seems to impact fund performance, in that

funds raised in boom times usually generate lower returns compared to other
funds.

There are a number of different types of institutional investors investing in private
equity funds, each of which possess unique characteristics, business missions and
objectives. Such differences are expected to impact these investors’ respective in-
vestment preferences, investment strategies, and likely, their performance.
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While there is a rather broad understanding about performance determinants on a
fund level, significantly less is known about factors affecting performance on a PE
fund investor level. The existing research about investor performance determi-
nants tends to be scattered and contradictory in that only a few performance fac-
tors are suggested, and so far based on only a few studies. The indicative findings
from these few studies are summarized in Table 2.4, right-hand side. First, LP re-
turns are naturally highly dependent on the type of funds, i.e., the funds’ focuses,
which are included in the investment portfolio. Second, the timing for fund in-
vestments affects performance. Third, more skilled and experienced institutional
investors are considered to enjoy better returns. Fourth, variance in access to top-
performing investment teams (and thus funds) is another possible explanation for
differences in performance. Fifth, LPs that are geographically closer to successful
VC-intense areas are considered to achieve better returns. Sixth, institutional inves-
tors having other than pure financial goals for their investment activities are ex-
pected to obtain lower returns compared with other types of fund investors. And
seventh, the incentive structure for individual investment professionals has been
suggested as a factor that may affect returns achieved from PE fund investing.

Table 2.4. Summary of identified performance determinants for PE funds and PE fund investors

Performance determinants for
PRIVATE EQUITY FUND INVESTORS

Performance determinants for
PRIVATE EQUITY FUNDS

Buyout funds generally outperform VC funds
US PE funds generally outperform European PE
funds (due to a few extreme outliers)
Later-stage VC funds generally outperform
early-stage VC funds

Specialist VC funds tend to perform better
than generalist VC funds

PE funds managed by GPs with extensive
experience and skills outperform other funds
Large PE funds perform better than smaller (if
not too large)

PE funds raised in boom times generate lower
returns

The focus for the underlying funds, e.g., the
proportion of BO vs. VC funds, affects perfor-
mance

Timing of PE fund investing is important
More skilled and experienced LPs outperform
others

Access to top-performing funds has a positive
effect on LP performance

LPs closer to successful VC-intense areas
achieve better returns

LPs with only financial goals achieve better
returns than others

LPs with better incentive structures for individ-
ual investors are expected to enjoy better re-
turns than others

To summarize, there is a noticeable lack of research about institutional PE fund invest-
ing in general and performance determinants specifically. In addition to the need to
increase the small stream of research investigating the links between organizational
characteristics and performance, there seems to be a dearth of studies that investigate
how institutional PE fund investors can strategically affect performance through
outlined investment strategies. Out of several investment strategies that may affect
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investor performance, one is related to entry order. Entry order is identified as a
critical strategic decision within the strategic management literature and, as indicated in
the literature review, is frequently cited as a vital decision factor for PE fund investors.
And last, but not least, in order to investigate performance determinants for PE fund
investors, there is a clear need for better and more reliable performance data.

This dissertation seeks to add to the existing literature by enhancing the know-
ledge about PE fund investing in general, and more specifically about how heterogene-
ity in organization-specific characteristics and entry order strategies may affect
investment performance. Hence, the next chapter outlines existing theories of entry
order and how they may be developed in order to be applicable to a field such as
private equity fund investing.
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CHAPTER 3

Entry order theories and
a developed theoretical model

This chapter reviews and develops theory central for a deeper understanding of order of entry behaviors and effects.
Relevant theoretical perspectives are presented, whereof the most important derive from the first mover advantage
and imitation streams of research. The last section presents a developed theoretical model of factors influencing
entry order patterns and ontcomes; a model developed to be applicable in a broader set of contexts in comparison
with the original. This theoretical model constitutes the foundation for the specified and operationalized research
model presented in Chapter 7 and, thereafter, for the bypothesis development presented in Chapter .

3.1 Infroduction

A central theme in the strategic management literature involves the choice of entry
order and its impact on performance. Within this stream, the theory about first mover
advantages (FMA) holds a salient position, which has resulted in an impressive body of
research. For example, a search for peer-reviewed articles in the Business Source
Premier database yielded over 800 hits when using ‘first movers’ as key-words. The
concept of first mover advantages appeared in the economic literature over 50 years
ago, initially within practitioner-oriented writings (Kalyanaram e a/, 1995). Toward the
end of the 1980s, the theory was broadly popularized by Lieberman and Montgomery
(1988) in their seminal paper about the topic. The basic idea of FMA is that pioneering
organizations are able to earn above-average profits as a result of entering a market
early. In order to access this beneficial position, however, an organization needs not
only to have the capabilities to become a first mover, but also to take advantage of the
opportunity when it presents itself. The primary areas of interest in the FMA-based
literature include: antecedents to first mover advantages, factors enabling first moves
as well as generating first mover advantages, mechanisms that allow first movers to be
protected from imitative competition, and, not least, performance effects derived from
pioneering. Over the years, a few studies have expanded the FMA field to also investi-
gate first mover disadvantages (Golder and Tellis, 1993; Lieberman and Montgomery,
1998; Rodriguez-Pinto ez al, 2008). Thereby this literature has, although still with a
primaty focus on first movers, been broadened to also incorporate the study of second
mover advantages.

However, despite the significant interest in order of entry, the literature has not
been able to present conclusive evidence of either first or follower advantages. In other
words, empirical findings about how order of entry affects performance are mixed,

55



CHAPTER 3

where some studies have gathered evidence in support of early entry advantages (e.g.,
VanderWerf and Mahon, 1997; Makadok, 1998; Robinson and Min, 2002), while
others have marshaled evidence in support of late mover benefits (e.g., Golder and
Tellis, 1993; Schnaars, 1994; Boulding and Christen, 2001; Suarez and Landzolla,
2005). This inability to identify a decisive link between entry order on the one hand
and organizational outcome on the other hand has been attributed largely to two
factors: environmental idiosyncrasies and theoretical shortcomings (Suarez and
Lanzolla, 2007; Ethiraj and Zhu, 2008). Traditionally, the FMA literature has had an
industrial perspective, typically evaluating how first mover advantages may arise and
develop within a particular market. For the most part, the focus of the field has been
on mature packaged-goods industries, which is an environmental setting that Lieber-
man and Asaba (2006) would classify as a low-uncertainty/high-rivalry type of market.
Hence, explanations for certain entry order choices and subsequent outcomes have
predominantly been developed based on empirical observations from such environ-
ments. This has led to a questioning of whether the theoretical explanations developed
in traditional FMA reseatrch actually are fully applicable to radically different types of
contexts, e.g., industries that are characterized by high uncertainty and low rivalry. A
suggested approach for expanding FMA theories so that they may also be applicable in
a broader set of environments is to cross-fertilize them with ideas about entry order
that stem from other theoretical fields (Lieberman and Asaba, 2006; Ethiraj and Zhu,
2008).

One substantial body of research that also, at least indirectly, focuses on entry or-
der is the imitation literature; although this field’s primary focus is on followers rather
than pioneers. While the first mover advantage literature is large, the stream of imita-
tion research is even larger. A search using ‘imitation’ as the key word in the Business
Source Premier database returned over 1800 peer-reviewed articles on the topic. Since
imitation behaviors are believed to occur more often in environments characterized by
uncertainty and ambiguity, such contextual settings dominate in this research
(Lieberman and Asaba, 2006). Furthermore, one question seems to be more important
than any other to scholars interested in imitation, which is identifying the underlying
theoretical explanations for imitative behaviors. Imitation theories may be categorized
into two principal groups, where one type of imitation or the other is apt to predomi-
nate in any given situation (ibid.). The first group consists of information-based theo-
ries, whereby organizations follow others that are perceived as having superior
information and/or are considered especially prominent. The ideas arrive primarily
from institutional theory and from economic theories of herd behavior. Second are the
rivalry-based theories, stemming from the fields of strategy and economics, whereby
firms imitate others in order to maintain competitive parity or to limit rivalry. While
the rivalry-based motives primarily explain followers’ patterns in situations where
uncertainty is low and competitors are closely matched, the information-based theories
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are believed to better explain imitative behaviors when organizations differ and uncer-
tainty is high. In other words, the latter set of theories offers a promising route to
enhance traditional FMA research with theoretical explanations for entry order that
also apply in situations of high uncertainty. Furthermore, while the FMA stream of
research is considered to be strong on empirical testing and short on theory, the imita-
tion literature has been pointed out as being long on theory but short on evidence
(Ethiraj and Zhu, 2008). Hence, a cross-fertilization of the two fields would likely
enrich both streams when investigating two core questions in this dissertation, namely:
(i) which factors influence entry timing decisions, and (ii) what are the consequences of
various entry timings, within a financial services industry characterized by relatively
high uncertainty.

In the following sections, a review of the two streams will be presented and elabo-
rated upon and subsequently used to develop the extended entry order model at the
end of this chapter. This model is used for developing the research model presented in
Chapter 7 and constitutes the foundation for the hypothesis development outlined in
Chapter 8. First, though, definitions of a few theoretical concepts of central impor-
tance to the dissertation will be provided.

3.2 Definitions of central theoretical concepts

As will become apparent in this chapter, there are four concepts that are particularly
important for the theory development in this dissertation: (i) first movers, (ii) late
movers, (iii) uncertainty, and (iv) reputation. In this subsection, definitions of these
central concepts will be provided!®.

3.2.1 First movers

Within the strategic management literature, the first organizations arriving to a hitherto
unexploited area are referred to as first movers or pioneers!’. However, the task of
providing a more exact definition of pioneers turns out to be more challenging than it
would first appear. Many proposed definitions have a clear product-oriented focus,
often defining pioneers as the first company(-ies) launching a new type of product on
the market (Schmalensee, 1982; Golder and Tellis, 1993). The definition has been fairly
appropriate and relevant since a vast majority of the FMA studies evaluate introduc-
tions of industrial or consumer packaged goods (e.g., Mitchell, 1991; Mascarenhas,
1992; Robinson ¢ al., 1992; Shamsie e al., 2004; Rodriguez-Pinto e al., 2008). Liebet-

16 The manner in which these concepts have been operationalized in previous studies as well as in this disserta-
tion is discussed in Chapter 7.

17 Within this dissertation, the terms ‘first mover’ and ‘pioneer’ will be used interchangeably.
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man and Montgomery (1988; 1990), though, presented a somewhat broader definition,
whereby the first organizations to: (i) produce a new product or setvice, (ii) enter a new
market, or (iif) use a new process, should all be defined as ‘first movers’. Accordingly,
the empirical scope for FMA-based research has expanded over time. For example, the
entry order theories are frequently applied when studying how corporations expand
into new geographical areas (e.g., Fuentelsaz ¢f al., 2002; Tan ez al., 2007). Furthermore,
the industrial focus now embraces not only product-centric markets but also, to some
extent, service industries. For example, empirical research has been carried out on
different service segments, such as banking (Tufano, 1989; Fuentelsaz ez al, 2002),
mutual funds (Makadok, 1998) and other financial services (Lopez and Roberts, 2002).
Still, other scholars have called for even greater generality and diversity when defining
first movers. Patterson (1993) proposed the following definition: “A4 first mover is an
organization which is the first to employ a particular strategy within a context of specified scope”
(p. 765). Consequently, although still rare, a few studies apply the FMA theory more
broadly. For example, the entry order theories have been used for studying how new
management practices ate diffused throughout a particular market (Naveh ez a/, 2004)
or investigating waves of acquisitions (Carow e# a/., 2004; McNamara e al., 2008). In
this thesis, this broader type of definition of a first mover will be used (see Section
7.2.1).

3.2.2 Late movers

Similar to the situation discussed in the previous section, the literature does not pro-
vide a clear consensus on the definition of a late mover or a follower!s. This is largely
because following, or imitating, has been researched by scholars from two fundamen-
tally different disciplines, i.e., the FMA literature emerging primarily from the fields of
strategic management and economics, and the imitation literature arriving from institu-
tional theory and the economic literature of herd behavior. The differences originate
from the theoretical disparities in explaining the underlying mechanisms that lead to
imitative behaviors (Lieberman and Asaba, 2006). On the one hand, ideas originating
from the strategy literature explain imitation, or following, as a rational act with the
purpose of mitigating rivalry or enhancing organizational effectiveness. That is, the
imitation of superior products, processes, or systems is regarded as a fundamentally
important part of the competitive process, according to strategy scholars (Porter, 1979;
1980). Lieberman and Asaba (20006) refer to this type of behavior as ‘rivalry-based’
imitation. On the other hand, theories arriving from the institutional and economic
herd literature fields, although different from one another, both provide what is fun-
damentally the same explanation for imitative behaviors — namely, the dependence on

18 Within this dissertation, the terms ‘late mover’, ‘later entrant’, ‘follower’ and ‘imitator’ will be used interchan-
geably.
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other, often prominent, parties. This type of following is referred to as ‘information-
based’ (ibid.). Herd behavior models propose that actions reveal signals about a firm’s
ptivate information, and hence other organizations tend to copy such practices in
order to reduce costs and risks associated with decision making (Banerjee, 1992;
Bikhchandani ef al, 1992), i.e., to “follow the behavior of the preceding individual withont regard
to |...] own information” (Bikhchandani ez al, 1992, p. 994). Institutional scholars view
imitation as a way to gain legitimacy by modeling an organization after prominent
parties in the field (DiMaggio, 1988; Oliver, 1997). Taken together, information-based
imitation happens when organizations (or individuals) follow the patterns of others
who are expected to have superior information or are perceived as being prominent in
a field.

Lieberman and Asaba (2000) propose that a particular rationale for following, or
imitating, will dominate in a given context. That is, while information-based motives
tend to dominate when uncertainty is high and organizations differ from each other,
rivalry-based imitation is more common in situations with intense competition attri-
buted to similar levels of organizational resources and market positions. Having said
that, these two types of imitation theories are not mutually exclusive and may occur
simultaneously, as Lieberman and Asaba (ibid.) suggest. Furthermore, the information-
based theories of imitation tend to emphasize the negative implications of following
others, while the rivalry-based theories more broadly deal with both the advantages
and disadvantages of imitation.

In line with the definitions proposed by Ordanini ef /. (2008) and Lieberman and
Asaba (2000), I define imitation as a rational and deliberate decision that occurs after
an organization receives a stimulus from another organization’s behavior, and decides
to model itself after the other, observed organization. Hence, I reject the notion that
following, or imitation, is a ritualistic phenomenon that accidently happens (cf.
Lieberman and Asaba, 2006). As such, imitation is clearly distinguished from the more
general isomorphism phenomenon that identify some type of common external chock
as the cause of similarities between organizational reactions (Ordanini ez a/, 2008).
Furthermore, 1 turn away from the view that following others does mainly lead to
negative consequences. Instead, both advantages and disadvantages from imitation will
be identified and discussed in the dissertation. And finally, in the current research the
concept of ‘imitation’” does not imply that an organization is mimicking the behaviors
of others in every minute detail. Instead, the concepts of imitation, late moves and
second moves are all used interchangeably and refer to an organization’s propensity to
enter a domain within which other organizations have already functioned as pioneers.

3.2.3 Uncertainty

The concept of uncertainty, together with risk, is central to several theoretical fields,
not least within the strategic management and the finance literatures. The broad inter-
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est in these constructs reflects a common belief that greater uncertainty leads to in-
creased difficulties to predict the future. Consequently, the ways that decision makers
handle, avoid or even seck risk as well as how uncertainty may affect outcomes, to-
gether with a number of similar questions, have occupied scholars for decades
(Bromiley and Rau, 2009). However, as with many other social science terms, neither
of these concepts have clear-cut definitions.

Background

The notion of ‘uncertainty’ and ‘risk’ in the social sciences, and the difference between
the two, was identified by Knight (1921). In situations characterized by high ambiguity,
the accuracy and usefulness of predictions are reduced. Hence, the rational response to
uncertainty, according to Knight, is to seek to reduce risk oz, if that is not possible, to
avoid pursuing such an alternative altogether (Miller, 2007). Another option, obviously,
is to await the resolution of uncertainty before acting (Lieberman and Montgomery,
1988; 1998).

Knight (1921) argued that both uncertainty and risk are associated with imperfect
knowledge. However, he pointed out a conceptual distinction between these two
constructs. Knight proposed that ‘risk’ refers to situations when decision makers can
assign mathematical probabilities to various outcomes. That is, risk involves recurring
events whose relative frequency, to some degree, even if only probabilistically, is
predictable based on past experience. In contrast, ‘uncertainty’ exists if the probability
distribution cannot be determined @ priori, meaning that uncertainty precludes the
setting of objective probabilities due to imprecision or a lack of information. Accord-
ing to Knight, risk is in general considered a manageable problem in that it can be
accommodated through pooling and insurance, while uncertainty is significantly more
difficult to handle (Wu and Knott, 2000).

Despite the wide spread of Knight’s (1921) conceptualizations of uncertainty and
risk, his definitions of the concepts have not met with universal acceptance (Bromiley
and Rau, 2009). Strategy scholars tend predominantly to use the term ‘risk’, defined as
the “unpredictability or down-side unpredictability of business outcome variables such as revenues,
costs, profit, market share, and so forth” (ibid., p. 261). In other words, this definition is
closer to Knight’s understanding of uncertainty than to his interpretation of risk. A
fundamental line of thought in this literature, originating from behavioral theoty, is the
notion that successful firms with improving performance tend to avoid risk, whereas
less successful firms with declining performance seek out risk (Cyert and March, 1963;
Bowman, 1982; Figenbaum and Thomas, 1986; Bromiley ez 4/, 2001). Hence, market
dominance may permit both higher profit and lower risk (which is counter to the core
idea in finance theory about risk-return discussed below). The theory orients around
aspiration levels, ie., firms below a certain reference point, e.g., industry average
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performance, try to reach the reference level through increased risk taking (Figenbaum
and Thomas, 1986). However, the literature also points at exceptions. For example,
firms with extremely strong resources that perform well above the reference point may
take on risks because they can afford to gamble (Bromiley ez a/., 2001). It has also been
recognized that very poor performance might lead to a focus on survival and thereby
to low risk taking (March and Shapira, 1992).

Financial scholars, by contrast, have traditionally applied the concept of risk in a
way that is more consistent with Knight’s definition. A central idea in finance theory is
that expected excess market returns should vary positively and proportionally with
market volatility (Markowitz, 1952; Sharpe, 1964; Merton, 1973). Put simply, all things
being equal, people prefer less risk to more and hence will demand an increased return
for increased risk. This thinking forms the core of financial portfolio theory, which is a
body of models that describe how investors may balance risk and reward when con-
structing investment portfolios. Of such models, the Capital Asset Pricing Theory
(CAPM) holds a salient position (Shatpe, 1964; Lintner, 1965). CAPM separates risk
into two components: (i) the market, or systematic, risk, measuring the co-variance of a
specific financial asset with a general market portfolio, and (i) the company-specific, or
unsystematic, risk that cannot be explained by aggregate movements in the market.
According to CAPM, company-specific risks can be diversified away and hence, an
investot’s net exposure is equal to just the systematic risk of the market portfolio.
Therefore, the risk of an individual financial asset should be measured relative to the
market portfolio, where the expected profitability of a riskier investment should be
higher than for less risky assets. However, while the CAPM has a strong intuitive
appeal, the empirical record of the model is poor (Fama and French, 2004). In addition
to explanations for these deviations referred to as being due to ‘irrational behaviors’
pointed at by behavioral theorists (for reviews, see e.g., Shiller, 2003; Subrahmanyam,
2007), more ‘rational’ reasons have been suggested. Such examples of situations in
which the CAPM model may not be fully functional include: (i) when investors are
constrained in some way from holding diversified portfolios (Merton, 1987), (if) when
probabilities are impossible to predict for a given type of financial asset based on its
specific nature, e.g., high illiquidity or a limited history of prices (Gompers and Lerner,
2000; Koziol e al., 2009), and (iif) when some of the underlying assets possess such
large unsystematic risks that they cannot be disregarded (Jones and Rhodes-Kropf,
2003; Diller and Kaserer, 2008). These types of explanations have been put forward as
being particularly relevant for investments into alternative assets (Koziol ¢ a/, 2009;
Woodward, 2009). Hence, recent research in the finance field contends that uncertain-
ty, and not only risk, matters in the case of financial portfolio investing (Anderson ez
al., 2009).
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Types of uncertainties

There are a number of elements of uncertainty that are both external and internal to
the firm. Uncertainties that originate externally can be referred to as ‘exogenous’, while
those that arise from within the firm are termed ‘endogenous’ (Miller, 1992).

Exogenous uncertainties consist of factors that are related to the overall environ-
ment as well as to the specific industry in which the firm operates. Miller (1992) out-
lined a number of external uncertainties that a firm may face, categorizing them as:
(i) general environmental factors, such as political, government policy, macroeconomic,
or social, uncertainties, and (i) industry-specific elements including market size, prod-
uct-market, or competitive, uncertainties. In addition, (iif) uncertainties related to
financial markets are examples of exogenous factors that may affect firms (Kaplan and
Strémberg, 2004). Furthermore, exogenous factors can also refer to (iv) whether there
will be a general demand for a firm’s type of offerings and, if so, when such demand
will materialize (Beckman ez /., 2004).

The endogenous factors of uncertainty relate to the quality of the manage-
ment/organization and to their actions (Miller, 1992). In addition, internal factors also
include more intangible elements such as managerial perceptions, attitudes and organi-
zational perspectives. Examples of endogenous uncertainties are: (i) managements’
and/or the organizations” operational capabilities and excellence in terms of sales and
marketing, product and technology development, organizational and skills develop-
ment, financial control, etc., (ii) potential liabilities and credit uncertainties, and (iii) the
ability to manage strategic change, such as mergers and acquisitions, new market
entries, or downsizing (Miller, 1992; Haunschild, 1994; Greve, 1996; McGrath, 1997,
Kaplan and Strémberg, 2004).

Uncertainty definition

To summarize, while the uncertainty and risk phenomena to some extent are perceived
differently by strategy and finance scholars, the literature streams have common roots
and exhibit several similarities which suggest the possibility of an integration of the two
perspectives (Wickham, 2008). This thesis will draw on both streams when discussing
uncertainty and risk; however, the concept of uncertainty as interpreted by Knight will
hold the central position. In other words, uncertainty is here used when referring to
situations in which decision makers have difficulty predicting the future due to incom-
plete knowledge. As expressed by Lieberman and Asaba (20006), “High uncertainty implies
that managers have weak prior probabilities’ about the likely success of alternative paths’ (p. 370).

3.2.4 Reputation
Scholars from various theoretical fields have paid significant attention to so-called
‘social approval assets’, which are considered critically important to organizations
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through the contribution of sustainable competitive advantages given their rare, social-
ly complex, and hard-to-imitate nature — especially in situations of uncertainty (Barney,
1991; Rao, 1994; Suchman, 1995; Fombrun, 1996; Deephouse, 2000; Jensen and Roy,
2008). Of these social assets, reputation holds a salient position.

Definition and background

Favorable reputation is considered an economically important resource that organiza-
tions may exploit for competitive advantages (Barney, 1991; Roberts and Dowling,
2002; Deephouse and Suchman, 2008). The concept refers to expectations about an
organization’s future abilities and outcomes built on perceptions, personal or more
often vicarious, of past actions and performances (Fombrun, 1996; Rindova et al,
2005; Deephouse and Suchman, 2008). In this way, the perceptions are treated as
signals of underlying strategic characteristics of the organization (Rindova ez al., 2000).
Hence, reputation serves as a relatively rational and analytical framework for interpre-
tation of the likelihood that an organization will continue to exhibit similar outcomes
and behaviors in the future as it has done in the past (Fombrun, 1996). However,
reputation also has a ‘prominence’ dimension, which concerns the extent to which
petceptions about an organization’s ability to generate quality and value receive broad
collective recognition in a social field (Rindova ef @/, 2005). In such disseminating
processes, associations with influential third parties are considered to be of special
importance (ibid.). Similar to other social approval assets, the greater the ambiguity
experienced by external stakeholders, the greater the importance of reputation as a way
to reduce uncertainty (Rindova e a/, 2005). That is, in case of incomplete information
and/or limited resources available for scrutiny and analysis, the assessment of an
organization’s reputation typically becomes a central part of business evaluations
(Cyert and March, 1963).

The nature of reputation as built on others’ perceptions implies that it can devel-
op somewhat independently of reality, and hence is unlikely to stem from pure facts
(Fombrun, 1996). Moreover, the concept emphasizes comparison among organiza-
tions, indicating a relative position amongst counterparts (Deephouse and Carter,
2005). This means that reputation is differentiating, whereby its dynamics encourage
organizations to distinguish themselves from peers. Hence, reputation is fundamentally
a continuous measure, placing organizations on a continuum from the best to the
worst. Finally, reputation can be positive as well as negative, and may shift over time
(Bitektine, 2011). That is, an organization’s current reputation may be abruptly changed
if new information about historical behaviors or associations comes to light, or if later
efforts contradict existing perceptions (Lange e al., 2011). Taken together, organiza-
tional reputation may be defined as “an intangible asset stemming from collective expectations on
an organization’s future capabilities and ontputs in comparison with others based on the perceptions of
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its past actions and performances” (Fombrun, 1996; Rindova e al., 2005; Washington and
Zajac, 2005; King and Whetten, 2008).

The reputation construct is akin to, but different from, the concepts of status and
legitimacy (Deephouse and Carter, 2005; Washington and Zajac, 2005; Deephouse and
Suchman, 2008; King and Whetten, 2008). Obviously, there are many similarities
between the three concepts. First, they all stem from what stakeholders within a social
system think or feel about a specific organization, i.e., they are based on some level of
approval of an organization’s actions. Second, they are all considered valuable intangi-
ble assets which are expected to improve the organization’s ability to acquire resources
and thereby positively affect future performance and survival (Rao, 1994; Deephouse
and Carter, 2005; Deephouse and Suchman, 2008). Yet differences exist between the
constructs. The status concept, unlike reputation, does not stem primarily from an
organization’s past actions and achievements but rather from its centrality in networks
and affiliations with prominent partners (Podolny, 1994). That is, status reflects the
organization’s relative position in a wider network of inter-firm relations, and thus
describes its social rank (Deephouse and Suchman, 2008). Thereby, status is funda-
mentally honorific and “generates social esteem and special, unearned (i.c., non-merit-based)
benefits known as privileges, which are granted to and enjoyed by high-status actors in a social systens’
(Washington and Zajac, 2005, p. 284). Legitimacy, emphasizing social acceptance
resulting from adhering to societal norms, values and expectations (Suchman, 1995),
differs from reputation and status with its focus on similarity and non-rivalry
(Deephouse and Suchman, 2008). That is, if an organization follows the prevailing
accepted structures and practices and thereby is ‘satisfying” at an acceptable level, it will
be considered legitimate. Legitimacy is therefore, in contrast to reputation and status, a
fundamentally dichotomous construct. Put simply, whereas reputation refers to the
‘favorability’ of an organization within a social system, legitimacy refers to its ‘accepta-
bility’ (Zyglidopoulos, 2003). Furthermore, behaving according to set rules and norms
will not only be beneficial for the individual organization but also to its whole social
group, industry or the entire society (Bitektine, 2011). This suggests that legitimacy is a
homogenizing concept resulting in conformity, which clearly sets it apart from both
status and reputation as differentiating constructs (Deephouse and Suchman, 2008).
Therefore, legitimacy is a fundamental requirement of all organizations, while reputa-
tion and status are desirable but not essential properties (King and Whetten, 2008).

Antecedents to and benefits of good reputation

As discussed above, reputation concerns external expectations of capabilities and skills
to deliver value along some key performance dimensions, determined by general
perceptions of previous efforts. These dimensions may vary, and examples of antece-
dents to a good reputation that have been mentioned in the literature include an organ-
ization’s ability: to develop and deliver high-quality products and services (Shapiro,

64



ENTRY ORDER THEORIES & A DEVELOPED THEORETICAL MODEL

1983), to attract high-skilled employees and exchange partners (Audretsch and
Stephan, 1996; Rindova and Kotha, 2001), to carry out superior business evaluations
(Stuart, 2000; Hsu, 2004), and not least, to achieve excellent financial petrformance
(Hall, 1992; Podolny, 1993; Fombrun, 1996; Roberts and Dowling, 2002). Moreover,
high-reputation may also stem from interactions with prominent third parties, whereby
the prominence of the latter ‘spills over’ to the original organization (Rindova ef af,
2005). A favorable reputation, in turn, is considered to bring advantages which will
improve the firm’s reputation further, leading to a virtuous circle of reputation and
vatious organizational benefits. For example, because reputation serves as a signal of
the underlying quality of an organization’s products or setvices, clients are found to be
more likely to pay a premium for the offerings made available by high-reputation
organizations, resulting in improved income and/or profitability (Shapiro, 1983;
Deephouse, 2000). Alternately, employees are found to be more likely to accept lower
remuneration or longer working hours when faced with the prospect of getting hired
by high-reputation organizations, which in turn leads to cost advantages (Roberts and
Dowling, 2002). A good reputation has also been found to be associated with other
benefits, such as enhanced sales force effectiveness, more successful product introduc-
tions and better recovery strategies in the event of a crisis (Dowling, 2001). Enhanced
performance has been identified as a consequence of favorable organizational reputa-
tion in a number of studies (Benjamin and Podolny, 1999; Deephouse, 2000; Roberts
and Dowling, 2002). However, most research tends to indicate more of an indirect
relationship between the two variables. That is, a high reputation is rarely a guarantee
of success itself but may be exchanged for benefits that are likely to lead to advanta-
geous positions and superior performance later on. Taken together, a positive reputa-
tion is like a reservoir of goodwill an organization can draw on for benefits when
needed. One way for a high-reputation organization to use its positive resource asset is
to offer certification to less prominent parties.

Good reputation used as certification

A substantial body of research from various fields has examined the benefits derived
from certification, or endorsement, by prominent parties. The basic idea is that when
uncertainty about the quality of someone or something is high, evaluations are influ-
enced by the social standing and trustworthiness of the actors associated with it
(Podolny, 1994). That is, prominent affiliations serve an endorsement function, certify-
ing the quality of the focal firm when unambiguous measures cannot be observed or
do not exist (Stuart, 2000). The certification function arrives from the belief that
reputation-rich organizations will make high-qualitative and thorough evaluations of
potential associates before entering into a business relationship, for three major rea-
sons. First, prominent organizations are expected to be exclusive in their selection of
partners in order to preserve their own reputations, which may be damaged through
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dealing with low-quality or disreputable firms (Stuart, 2000). Second, high-reputation
organizations are perceived as reliable and skilled evaluators, at least in the areas in
which they have garnered a positive reputation, and hence are believed to be capable of
discerning quality issues. Prominent firms also have incentives to ensute high predicta-
bility and reliability in order to maintain high levels of reputation (Fombrun, 1996;
Stuart ez al., 1999). Third, high-reputation organizations have many potential partners,
and hence their choices are deemed more desirable than a number of alternatives
(Stuart, 2000). For these reasons, surviving the due diligence process of a high-
reputation organization sends strong signals of the quality of the partner firm to other
stakeholders (Stuart ef al, 1999; Nahata, 2008). The literature has put forward the
notion that the greater the prominence asymmetry that exists between the two parties,
the higher the value of the certification. Thus, partnerships between firms with signifi-
cant differences in prominence not only increase the value for the receiving party on
the one side, but also increase the risk of hurting the reputation of the prominent
organization on the other (Lin ¢ al, 2009).

There are various types of organizational relationships in which one of the parties
may serve as a certifier for the other. Examples of organizational relationships that
serve certifying or endorsing functions in existing studies include: auditors (Beatty,
1989; Hogan, 1997), industrial alliance partners (Stuart ez a/., 1999; Gulati and Higgins,
2003; Dacin ef al., 2007; Rao et al., 2008), investment banks (Carter ¢z a/, 1998; Gulati
and Higgins, 2003; Pollock et al., 2004; Fang, 2005; Pollock ez al., 2010), and venture
capitalists (Megginson and Weiss, 1991; Lerner, 1994b; Gompers, 1996; Gulati and
Higgins, 2003; Hsu, 2004; Lee and Wahal, 2004; Nahata, 2008; Krishnan ez a/, 2010;
Pollock ez al., 2010). In order for a certification to be effectual, it needs to fulfill at least
two conditions (Booth and Smith, 1986). First, the endorsing organization must be in
such a position that its own reputational capital would be at risk in the instance of an
invalid certification. Second, the certified target organization is expected to pay a price
for the endorsement provided. And it is assumed that high-reputation parties, highly
aware of their relative rarity and value, would charge more than would less prominent
organizations (cf. Pollock ez a/., 2010).

While scholars have devoted a great deal of attention to the investigation of the
benefits derived from endorsement by prominent actors, significantly less interest has
been shown in the issue what certifying organizations get in return for their willingness
to take on risks of supporting firms with limited reputations. That is, existing research
that adopts the perspective of the endorsing party, regardless of whether it is based on
providing reputation, status or legitimacy, is scarce, and when it exists, tends to be
rather general in nature, with only a few exceptions. For example, Hsu (2004), when
investigated negotiating power between highly reputable and less reputable venture
capitalists, showed that venture capitalists with good reputations are more likely to be
accepted by startup firms and, as a result, to enjoy considerably better terms compared
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to other investors. Furthermore, Kaplan and Strémberg (2003) suggested that organi-
zations that will gain the most advantage from endorsements are willing to accept
especially harsh business terms and conditions. Yet another example can be found in a
study undertaken by Chen ez a/. (2008) about the various costs associated with employ-
ing affiliates with different levels of prominence.

After providing definitions of these four, highly important constructs, the upcom-
ing section will outline the main theoretical foundation for the dissertation — the
theories about entry order.

3.3 Model of first mover advantages

While the concept of first mover advantages has appeared in the literature for decades
(Frawley and Fahy, 2005), Lieberman and Montgomery (1988) were the first to broadly
categorize first mover advantages and the mechanisms by which these advantages can
be enhanced. In Lieberman and Montgomery’s (1988; 1998) model of first mover-ship,
opportunities arise endogenously within a multi-stage process, as illustrated in Figure
3.119. The authors proposed that because of externally generated asymmetries, some
firms gain head starts and become first movers in new fields. Such first mover oppor-
tunities may occur due to the possession of some type of unique resource — or simply
because of luck. Setting aside first moves that occur as a result of luck, this means that
a firm that recognizes an environmental opportunity and has the required skills and
resources can become a first mover. Furthermore, if the pioneering firm is capable of
exploiting its pioneering position, it will benefit from competitive advantages. That is, a
pioneering advantage can only be realized if the first mover possesses the resoutces to
actually capitalize on the opportunity (Schoenecker and Cooper, 1998). Obviously,
resources (and luck) may also affect performance in ways that are unrelated to order of
entry.

19 In Lieberman and Montgomety’s (1988; 1998) original model, the term ‘Mechanisms for enhancing first
mover advantage’ was used. Over time, ‘Sources of advantage’ has become the standard term and thus re-
places the older term here.
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Figure 3.1. Generation of first mover advantages according to Lieberman and
Montgomery (1988; 1998)

Over the years, Lieberman and Montgomery’s model has been developed and en-
hanced by several scholars. For example, Kerin e a/. (1992) developed a unified con-
ceptual framework, incorporating moderating factors affecting the first mover
positional advantages. In the 1990s, a number of studies appeared that focused on
possible first mover disadvantages (e.g., Golder and Tellis, 1993; Schnaars, 1994).
Furthermore, complementary theoretical perspectives have been used to identify and
explain pioneering advantages, where the resource-based view has been central
(Lieberman and Montgomery, 1998; Schoenecker and Cooper, 1998). Yet others have
developed the model by, for example, incorporating macro conditions to a higher
extent (Suarez and Lanzolla, 2007), or by emphasizing internal strategy dimensions
(Rodriguez-Pinto et al, 2008). More recently, integrating ideas from the imitation
streams of research has been suggested as a fruitful way to expand the understanding
of entry order further (Lieberman and Asaba, 2000).

In the following two sections, overviews of the current line of thinking in the
FMA literature will be provided, complemented with relevant and contemporary
thinking from the imitation streams of research. The structure will follow Lieberman
and Montgomery’s (1988) conceptualization of FMAs when presenting and discussing
the two areas ‘Sources of first and late mover advantages’ and ‘Factors affecting entry
order’.

3.4 Sources of first and late mover advantages

Within the entry order streams of research, both advantages and disadvantages asso-
ciated with being a first mover, or for that matter, a follower, have been addressed.
The sources of the advantages that stem from one or the other entry strategy, and thus
the rationale for taking on one of the two positions, will be presented and elaborated
upon in the following section.
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3.4.1 Sources of first mover advantages

A first mover advantage implies that organizations acting earlier than their peers
establish a competitive benefit that leads to some kind of positive outcome, e.g., a
superior matket share, higher survival rate, or better profit (Lieberman and
Montgomery, 1988). The issues why such advantages appear and how they can be
protected from imitative competition (so-called ‘isolating mechanisms’) have gained
significant interest in the FMA literature. These sources of advantages have been
developed, classified and reclassified several times. Day and Freeman (1990) classified
the sources into resource preemption, proprietary expetience effects, and leadership
reputation. Kerin ef al. (1992) clustered them into economic, preemption, technologi-
cal, and behavioral factors. Lastly, Lieberman and Montgomery (1988) divided the
FMAs into technological leadership, preemption of assets, and switching costs. Given
the specific industry focus for most FMA research, as mentioned previously, some
identified sources of first mover advantages are primarily applicable to mature pack-
aged goods industries. Others, though, are more general in scope. In addition, the
imitation literature can contribute with additional theoretical explanations behind the
sources of pioneering advantages. Below, the sources of FMAs are structured into four
categories whereof the first two mainly are relevant to manufactured product markets
(Lieberman and Montgomery, 1988; Kerin ef al, 1992; Lieberman and Montgomery,
1998), and the others are applicable in most industries (cf. McNamara ez a/., 2008). The
four categories are: (i) economic factors, (ii) technological factors, (iii) preemption
factors, and (iv) proprietary experience effects. Obviously, the latter two sources of

advantages are particulatly relevant to this study, i.e., investments into private equity
funds.

The first set of sources of first mover advantages concerns economic factors, particu-
larly, ways to control and minimize costs. Arriving from economic theory, one of the
more simplistic explanations behind first mover advantages is about size. That is,
economic benefits to pioneers derive directly from their initial monopolistic position
providing them with higher market shares that allow for economies of scale (Klepper,
1996). This source of advantage is considered to be more prevalent in capital-intensive
industries than in less capital demanding markets. Another type of FMA source, also
primarily applicable to manufactured products, is referred to as fechnological factors
(1988). The advantage appears when firms become first movers through R&D or
patent races. Thereby, the pioneering firm is expected to gain supetior matket shares
and eventually become more profitable than late movers.

The third group of sources of FMAs includes so-called preemption factors
(McNamara ef al., 2008) and are not considered to be limited to a certain industry or
contextual setting. The concept refers to the various ways an incumbent could preempt
critical resources and relations, which would raise entry barriers for late comers. A
central preemption factor concerns the costs associated with attracting customers away
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from pioneers, so-called ‘customer switching’ costs. Some of these are tangible and
directly associated with customers’ investments that are made into, for example, fun-
damental and widespread technology, education and training, marketing and sales
material, or just transaction-related expenses (Lieberman and Montgomery, 1988).
Other costs are more intangible and refer to the incumbent’s level of market recogni-
tion and reputation, which will generate word-of-mouth effects (Lilien and Yoon,
1990). In addition, long-term relations typically lead to increased loyalty, which will also
limit a customer’s likelihood of changing exchange partners (ibid.). Taken together,
customers of incumbents ate likely to find it costly and inconvenient to change suppli-
ers, which will make it more difficult for making late moves. Obviously, a similar
reasoning could be applied to relations with other central stakeholders such as distribu-
tors, resellers, suppliers or financiers. Preemption is also used to describe how compe-
tition from late entry can be hindered when incumbents tie up critical assets on a
legal/contractual basis. For example, first movers are considered to be in a better
position to attract and retain key personnel, occupy supetior locations, and enter long-
term agreements with core partners (Lieberman and Montgomery, 1990).

The fourth set of sources of pioneering advantages, also applicable to non-
product markets, concerns proprietary experience effects (Day and Freeman, 1990). Espe-
cially in situations with fairly stable customer needs, first movers are expected to enjoy
advantages stemming from proprietary knowledge, where learning creates substantial
entry barriers for followers. Also within the imitation literature, the area of imperfectly
imitable knowledge and practices has been put forward as a disadvantage of imitative
behavior (Lieberman and Asaba, 2006). Followers have an increased failure risk when
lacking critical resources or when complexity, tacitness, and ambiguity prevent them
from incorporating a satisfactory level of understanding of practices undertaken by
first movers (Fligstein, 1991; Greve, 1998).

Finally, a combination of market preemption and proprietary expetience may
create a superior advantage allowing first movers to act on asymmetric advantages in
identifying opportunities earlier than competitors. In an example that is particularly
relevant to the current research, an early move may enable access to superior invest-
ment opportunities or lead to cost advantages, as the early mover acquires networks
and experience before competitors perceive their true value (cf. McNamara ef al,
2008).

3.4.2 Sources of late mover advantages

The concept of late mover advantage implies that following others, rather than pio-
neering an area, leads to a superior position in relation to first movers, for example, in
terms of profitability or long-term survival. The imitation literature has only to a
limited extent focused on the effects of imitative behavior, and in such cases, it has
focused primarily on the negative aspects of being a follower (Lieberman and Asaba,
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2000). Furthermore, FMA research has historically promoted the advantages of being a
pioneer to a much greater extent than the risks, and thus may have neglected possible
benefits occurring from later entries (Lieberman and Montgomery, 1998). Over time,
however, the potential disadvantages of taking on pioneering roles have begun to be
highlighted in the literature, leaving room for examining the sources of late mover
advantages (Schnaars, 1994; Lieberman and Montgomery, 1998; Boulding and
Christen, 2008).

Similar to FMA, late mover advantages have been classified into various groups.
Lieberman and Montgomery (1988) pointed at four sources of late mover advantages:
free-rider effects, resolution of technological and market uncertainty, technological
discontinuities, and incumbent inertia. Kerin ¢f 2/ (1992) argued that later entrants can
gain advantages by: benefiting from lower imitation costs compared to innovator costs,
free-riding on first movers’ investments, capitalizing on first movers’ mistakes, enjoy-
ing economies of scale, or being able to influence customer preferences. In addition,
the imitation literature has contributed with two critical advantages of later entry:
diminishing risk exposure in general and attaining enhanced field-specific legitimacy
(Hannan and Carroll, 1992; Aldrich and Fiol, 1994). Inspired by Lieberman and Mont-
gomery (1988), Kerin ¢f al. (1992), and not least by the line of thought arriving from
the imitation literature, the sources of late mover advantages have below been catego-
rized into four groups: (i) free-rider effects, (i) incumbent inertia, (i) learning effects,
and (iv) resolution of uncertainty. Similar to the previous discussion about the sources
of FMAs, some sources of late mover advantages are applicable generally, while others
are valid primarily in certain industries or contexts. As will be outlined below, the
groups of late mover advantages classified into ‘free-rider effects’ and ‘incumbent
inertia’ are appropriate mainly when entering new product markets, while ‘learning
effects’ and ‘resolution of uncertainty’ are relevant to a broader set of industries and
contexts, and thus, of the four sets, the two latter are especially relevant to the current
research.

While first movers in product markets typically enjoy advantages stemming from
economies of scale, later entrants may take advantage of incumbents’ initial invest-
ments. These are referred to as free-rider effects (Lieberman and Montgomery, 1988).
Product imitation is considered to be less expensive compared to product innovation
in most industties, typically due to technology improvements and diffusion (Mansfield
et al., 1981; Golder and Tellis, 1993). By deducing important information from the
pioneer, e.g., through reverse engineering, imitators are given an opportunity to en-
hance speed in action. In addition, by avoiding costly errors made by first movers, later
entrants can gain advantages by learning from the pioneer’s mistakes and doing things
differently (Lieberman and Montgomery, 1988). This provides an opportunity for
imitators to free-ride on first movers’ R&D investments. In addition, pioneers typically
take on substantial costs for matrket development including expenses for regulatory
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approvals, developing sales and distribution channels, as well as for establishing infra-
structure facilities for service and training (Porter, 1980). Hence, late movers may be in
a position not only to free-ride on pioneers’ investments in product development, but
also in market development.

Another source of advantage for late movers that is applicable primarily to manu-
facturing industries is so-called zmcumbent inertia, i.c., the notion that it is more difficult
for incumbents to make rapid changes. In other words, pioneers in markets run the
risk of being less capable or willing to respond to environmental changes or competi-
tive threats (Lieberman and Montgomery, 1988). Incumbent inertia could stem from
sources such as investments in outdated assets, teluctance to cannibalize on existing
products, or organizational inflexibility. Typically, incumbents gradually update existing
technology, rather than adopt new and improved technologies all at once. Hence, later
entrants may ‘leap-frog’” incumbents with superior resources or technology (Naveh ef
al., 2004; Kopel and Lofttler, 2008).

While the two groups of late mover advantages discussed above are primarily ap-
plicable to mature packaged goods markets, others are valid in most industries or
contextual situations. One such advantage, put forward in both the strategic manage-
ment and the economic herd literatures, concerns the possibility of farning from pre-
ceding organizations and thereby reducing the consequences of failure (Kerin et a/,
1992; Bikhchandani ef a/, 1998; Naveh e al., 2004). Late movers can learn from first
movers’ successful practices as well as from their mistakes. In addition, by following
practices and decisions made by others, organizations avoid being penalized for firm-
specific failures (Scharfstein and Stein, 1990; Bikhchandani ez a/, 1992).

The most important advantage for late arrivals, however, is related to the resolution
of uncertainty. The reduced risk of entering more mature markets and thereby facing
fewer uncertainties is dealt with in both the FMA and the imitation streams of re-
search. Strategy scholars differentiate between technological uncertainty, arising from
larger failure rates in first-generation products, and market uncertainty, atising from
difficulties into forecasting customers’ and other stakeholders’ responses to pioneering
initiatives (Lieberman and Montgomery, 1988). Early entrants are more likely to, for
example, make regrettable strategic choices, miscalculate investment prospects, or
simply fail to spot attractive business opportunities. Later entrants, on the other hand,
can base their decisions on more current knowledge about a market’s opportunities
and characteristics (Porter, 1980), and thus, for example, can be better prepared to
respond to customers’ needs and wants. The institutional and population ecology
scholars also address the benefits of entering a market first when uncertainty has
decreased, although arriving from a different theoretical route. Based on the concept
of legitimacy, the theoretical argument for reduced uncertainty is that legitimacy grows
with density and once a new market has acquired a threshold of organizations, it is
considered legitimate (Hannan and Carroll, 1992; Aldrich and Fiol, 1994). In turn,
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industrial legitimacy enhances incumbents’ ability to acquire critical resources and to
attain interest from important stakeholders such as customers, partners, suppliers, or
potential employees (Suchman, 1995).

This section has outlined the rationales behind FMA drivers, i.c., why a specific
order of entry position may lead to a positive outcome, such as higher market shares or
superior profits. However, not all organizations are capable of making a first move, or
for that matter, even a later move. Furthermore, the extent to which an organization
can actually turn a specific entry position into an advantage depends on its skills and
resources, as well as on the environmental situation. Thus, factors affecting entry
timing decisions and outcomes will be discussed next.

3.5 Factors affecting entry order

The possibility of obtaining advantages from either pioneering or following is consi-
dered to be affected by both micro and macro factors, an observation highlighted by
Lieberman and Montgomery in their seminal 1988 article. In this section, organization-
specific characteristics, as well as environmental contextual features in relation to entry
order, will be presented and elaborated upon.

3.5.1 Organizational characteristics

A central tenet in the FMA literature is that optimal entry timing for an individual
organization depends on both its qualifications to: (i) actually make a first move, and
subsequently to (ii) develop a soutce of advantage from such a position (Ketin et al,
1992). In other words, the extent to which a firm will be successful in regards to its
order of entry strategy is said to be related to the strengths and weaknesses of its
existing resource base (Lieberman and Montgomery, 1998). Drawing on the resource-
based view of the firm (Wernerfelt and Karnani, 1987; Barney, 1991; Teece ¢ al,
1997), an impressive body of research has investigated how organizational capabilities
and resources may capture benefits from primarily first, but also from late, market
entries. According to this theoretical approach, firm-specific skills and assets are
viewed as long-term competitive advantages to organizations (Barney, 1991). That is,
due to environmental uncertainty, such possessions constitute a superior basis for
sustainable competitiveness compared with a temporatily attractive market position
(Grant, 1991). Hence, the essence of an organization’s strategy is determining how to
utilize existing resources and how to acquire or develop additional resources
(Wernerfelt, 1984). The resource-based view makes a distinction between resources
and capabilities (Makadok, 2001; Hoopes e al, 2003). Resources are firm-specific
tangible or intangible assets “such as a brand, a patent, a parcel of land, or a license’ (Hoopes
et al., 2003, p. 890), which can be valued and traded. Capabilities, in contrast, refer to
an organization’s capacity to deploy resources and thus cannot be easily valued or
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exchanged (ibid.). Not all resources or capabilities can get organizations to their desired
levels of sustainable competitive advantages; they must be valuable, rare, imperfectly

imitable, and without strategically equivalent substitutes, in order to be sought after
(Barney, 1991).

The vast majority of FMA-based studies examining the organization-specific cha-
racteristics that are needed to make and capitalize on a specific entry order position are
focused on first movers and their resources. Size, which is measured in terms of finan-
cial assets or number of employees, is frequently put forward as an enabler of first
moves since large organizations are expected to be better prepared to wait for resolu-
tion of uncertainty and to take on costs associated with pioneering roles (Mitchell,
1989; Schoenecker and Cooper, 1998; Fuentelsaz ez 4/, 2002). Another resource asso-
ciated with first moves is strong brand capital, whereby firms with such an asset are more
likely to enter a new market early (Thomas, 1996). Also, ownership of an internal sales
Jforce has been attributed to successful first moves (Mitchell, 1989; Schoenecker and
Cooper, 1998). In addition, large research and development intensity is considered often to
lead to early entry (Schoenecker and Cooper, 1998). Another firm-specific capability
potentially affecting a firm’s tendency to pioneer or to follow, stemming from eco-
nomic behavioral theories, relates to past performance and risk-taking, as discussed earlier
in this chapter. The line of reasoning here is that poorly performing firms are more
willing to undertake risks than are high performers, often in hopes of reaching a turna-
round situation (Bowman, 1982; Figenbaum and Thomas, 1986). Hence, organizations
with declining performance are expected to take on pioneering roles, despite the
relatively higher risk of such positions.

A smaller stream of research has investigated whether a late mover also needs to
possess specific capabilities and/or resources in order to make, and subsequently take
advantage of, a later entrance. Such indications are noticeable in extant research, in
which some of the capabilities or resources put forward as important characteristics for
successful first movers are the same as here proposed as vital factors for late movers.
Size, for example, has been recognized as a favorable resource also to followers. Since
large organizations are able to apply more resources when entering a market, these
resources may help them to nullify some of the advantages that eatly entrants have
developed (Mitchell, 1991; Shamsie ez a/., 2004). In a similar vein, Shamsie 7 a/. (2004)
found that organizations entering later are more likely to become successful if they
have access to, and can make use of, earlier experience and/ ot strong brand names. Another
argument for more experienced organizations entering the market in somewhat later
phases arises from /learning curve effects. Although pioneers may achieve an advantage in
accumulating experiential knowledge early, organizations with extensive experience
from related fields e.g., from similar industries or other geographical markets, can use

such knowledge as a substitute for local experience when entering a new market
(Mitchell, 1991; Schoenecker and Cooper, 1998; Shamsie ¢ al, 2004; Bayus and
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Agarwal, 2007). Finally, organizations having greater marketing skills have also been
pointed out as successful late movers (Robinson ez a/., 1992).

The organizational resoutrces and capabilities discussed in this section are often
referred to in FMA research and have been tested in several studies. As stated eatlier,
however, a vast majority of the empirical FMA research has been applied to mature
and stable production-oriented industries. There is less research focusing on how these
resources enable a specific entry order strategy, and, thereafter, allowing firms to take
advantage of the chosen position, in other market environments. Furthermore, it is
possible that other resources, not addressed in the existing FMA reseatch, also have
significant effects on entry order and subsequent outcomes in other contexts. As
outlined in Section 3.2.4, a favorable reputation is a social asset that is considered
especially important in situations of uncertainty. How this asset may help to facilitate a
desired entry order has not been investigated previously, but this issue is of specific
relevance to the present dissertation and will be discussed in greater detail in Chapter 8
in the course of outlining hypotheses regarding organizational characteristics, entry
order and performance.

This subsection has discussed and elaborated upon how various firm-specific re-
sources may enable an organization to take on a desired order of entry position and
subsequently to turn that entry position into an advantage. Increasingly, however, the
macro perspective has enjoyed growing interest from scholars, suggesting that the
contextual situation will have a large impact on how entry order advantages arise and
emerge. Hence, the next subsection will elaborate on the links between environmental
contexts and order of entry.

3.5.2 Environmental context

The question of whether environmental factors exert a significant impact on the ability
of either first movers or later entrants to achieve advantageous positions is discussed
extensively in the first mover literature (Lieberman and Montgomery, 1988; 1998), but
is also addressed indirectly in the imitator research streams (Lieberman and Asaba,
20006). Most FMA studies have differentiated environmental factors on an industry or a
geographical context basis. For example, Porter (1980) argued that advantages deriving
from entry timing depend on industry characteristics, and Lieberman and Montgomery
(1988) put forward the notion that the magnitude of pioneering advantages varies
greatly across product categories and geographical markets. First movers are found to
enjoy advantages especially in industries characterized by large scale and scope, where
significant investments are expected from customers, and where production resources
are scarce (Lieberman and Montgomery, 1998). For example, early movers within
consumer or industrial packaged goods industries, such as pharmaceutical, tobacco, or
computer devices, are considered to benefit from sustainable advantages vis-a-vis later
entrants (Kerin ef al, 1992; Kalyanaram e al, 1995). On the other hand, first mover
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advantages are found to be difficult to maintain in service industries, given the issue of
protecting intellectual property rights and the fact that competitive actions are easy to
identify and imitate (Ketin e# af., 1992).

More contemporary research, however, tends to categorize contextual factors into
clusters based on overarching environmental features. A fundamental classification of
the environment was provided by Lieberman and Asaba (20006), who brought together
a large number of theories including institutional theory, population ecology, economic
theory of herd behavior, strategy, and economics. The authors presented two distinct
environmental dimensions: the level of uncertainty and the level of rivalry. According
to Lieberman and Asaba (ibid.), a low-uncertainty/high-rivalry environment is charac-
terized by a high degree of competition, similar types of organizations in terms of size
and skills, and limited levels of uncertainty. This is precisely the type of environment
that has been in focus for most FMA studies and where a first move often has been
put forward as the superior order of entry strategy. In a high-uncertainty/low-tivalry
environment, on the other hand, competition is limited, organizations are rather differ-
ent, and the level of uncertainty is obviously high. In situations of high uncertainty, a
late move has been suggested as the optimal entry approach (Kerin ez al, 1992;
Lieberman and Asaba, 2000), although the latter has been significantly less researched.

Taken together, while pioneer advantages are considered sustainable in many dif-
ferent manufacturing industries (Robinson ef a/, 1992; Kalyanaram et al, 1995), re-
search about first mover advantages in service industties is still scatce (Usero and
Fernandez, 2009). Applying the line of thought behind FMA in a service industry has
been put forward as a particularly interesting way to develop theory further, given the
differences between products and services along several dimensions such as intangibili-
ty, heterogeneity, and simultaneity (Lopez and Roberts, 2002). Studies focused on
highly uncertain markets such as the financial sector are particulatly limited, and theo-
retical explanations addressing which antecedents and enablers of first or late mover
advantages are often either absent or contradictory (Tufano, 1989; Makadok, 1998;
Lépez and Roberts, 2002; Berger and Dick, 2007). Here, Lieberman and Asaba (20006),
at least indirectly, point at a promising route to enhancing the understanding about
entry order in situations of high uncertainty by incorporating ideas from the imitation
literature.

3.6 Summary and a developed entry order model

This chapter began by stating that neither of the two dominant order of entry theories,
i.e., the FMA and the imitation streams of research, alone lend themselves to fully
explaining the patterns of entry order strategies within an area such as private equity
fund investing. Hence, it was decided to follow a recent call (Lieberman and Asaba,
2000) to cross-fertilize the two fields and to develop theory further before testing the
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ideas empirically. After that, four central concepts in the thesis were elaborated upon:
first movers, late movers, uncertainty and reputation.

Then, FMA and imitation literatures were outlined and discussed, to a large extent
following the structure of Lieberman and Montgomery’s (1988) original FMA model.
Four areas explaining sources of first mover advantages were addressed: (i) economic
factors, mainly consisting of economies of scale and subsequent cost advantages,
(i) technological factors, based on R&D and patent races, (ili) preemption factors,
which means that early entrants may preempt late movers by building relationships
with important stakeholders and controlling critical assets, and (iv) proprietary expe-
rience effects, stemming from more extensive experience in the field and thus supetior
knowledge. While the first two groups mainly are relevant within manufactured goods
industries, the latter two apply to most industries and to broader contexts in general.
Next, some possible sources of late mover advantages were discussed and categorized
into groups: (i) free-rider effects, which means that late movers may benefit from eatly
entrants’ investments in product and market development, (ii) incumbent inertia,
meaning that incumbents may be unwilling or unable to react fast enough to environ-
mental changes whereby followers may ‘leap-frog’ the pioneers, (iii) learning effects,
indicating that second movers may learn from incumbents and thereby reduce failure
consequences, and finally, (iv) resolution of uncertainty, where entering more mature
markets is generally associated with lower risks in several dimensions. It was also noted
that the two latter groups were especially relevant to the current study.

Following that, factors affecting an organization’s ability to take on a desired entry
position and subsequently to enjoy benefits from the chosen position were discussed.
A general conclusion from the large body of FMA research is that firms with superior
resources in terms of organizational size, financial means, brand capital, sales force or
R&D capacity tend more often than others to take on successful pioneering roles.
Organizations found to be successful late movers are, for example, those with strong
marketing skills or with shared manufacturing resources. However, the review did
reveal that size, more extensive experience and strong brand names may be beneficial
to late entrants, as well. The observation that similar types of resources might actually
be critical to both first and late movers refers to a core idea in FMA theory, namely,
that needed resources will differ between environmental contexts. This review high-
lighted the fact that in industries characterized by large scale and scope, where switch-
ing costs for customers are high, and production resources are scarce, pioneering
strategies are often found to be superior. On the other hand, in service industries, first
mover advantages seem to be difficult to maintain and thus, second movers tend to be
better off. However, the latter environment has rarely been in focus for FMA studies
and hence there is a limited understanding of what types of resources or capabilities are
needed to take on a successful first, or for that matter late, mover position in such
situations. Moreover, the overview highlighted that organizational reputation, consi-
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dered an especially valuable asset in situations of uncertainty, likely should be taken
into consideration when evaluating factors affecting entry order and subsequent out-
comes. Finally, the review indicates that the body of order of entry research is exten-
sive in the areas of packaged goods and their introduction and entry into new
geographical markets, while applications of these theories to other settings are still
scarce, particularly within the empirical field of financial services, which is characte-
rized by relatively high uncertainty.

To summarize, Lieberman and Montgomery’s (1988) seminal model of first mov-
er advantages has over the last 20 years been developed based on new theoretical
insights and findings from empirical research. In this chapter, the model was extended
further through ideas arriving primarily from the imitation stream of research. As a
result, a modified version of the original conceptual FMA model has been developed
(see Figure 3.2). This new model is an extension of the former in four major ways,
namely, by (i) using Lieberman and Asaba’s (2006) classification of the environment
based on the level of uncertainty, (ii) combining insights from the first mover advan-
tage and the imitation literature in order to further develop the theoretical explanations
behind sources of either first or late mover advantages, (iii) incorporating the reputa-
tion construct as a potentially important organizational resource for initiating first or
later moves and taking advantage of such actions, and (iv) embracing late moves and
associated advantages to the same extent as first moves in the model.

Factors affecting order of entry Action by firm Sources of advantage Outcome

Environmental context
* Level of uncertainty

] 1
E | * Economic factors
E Entry order: \ * Technological factors
i/ First move - Preemption factors
H 1 * Proprietary experience effects
Organizational charact. ‘. I
* General organizational i s e b T T Performance
characteristics \{ | * Free-rider effects
* Reputation \ Entry order: _>: * Incumbentinertia 4
Late move !+ Learning effects
! * Resolution of uncertainty

Figure 3.2. Extended theoretical model for generation of firstand late mover advantages

In this dissertation, the above model will be tested within an empirical area that has
rarely been in focus in existing FMA research, namely, the private equity industry,
which is characterized by relatively high uncertainty in many dimensions. The next
chapter will discuss the methods chosen for testing these ideas, as well as methods for
providing a broader understanding of the field of PE fund investing in general.
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Research strategy

This chapter presents the research strategy for the doctoral dissertation. 1t initially provides a brief overview of my
personal approach to research, before moving on to a presentation and discussion of the chosen research methods
and the overall design. In the next subsection, the qualitative study is outlined, detailing how the cases were
chosen, interviews performed, and data analyzed. Following that, three subsections cover the quantitative studies,
including presentations of: (i) the data collection procedures and samples, (it) chosen statistical methods, and
(i3) potential issues with these methods and how they are resolved. The chapter ends with comments about quality
aspects of the present research, focusing on the concepts of validity, reliability and contribution.

4.1 Research approach

All research is based on the investigator’s undetlying perspective and assumptions of
what constitutes ‘good’ and ‘valid’ research. In order to allow for following and eva-
luating others’ studies, I believe it is important to at least briefly explain and describe
these suppositions. The two fundaments of a researcher’s philosophical assumptions
are related to her belief in the nature of reality, ontology, and how knowledge can be
obtained, epistemology. Perspectives on research are commonly described along a conti-
nuum, ranging from positivism on the one side to subjectivist approaches on the other.
The positivistic epistemology originates from a natural science view, i.e., the view that
knowledge is cumulative and that new insights are added through the verification, or
falsification, of existing theories. The subjective perspective, on the other hand, is
based on the notion that the world is socially constructed and can only be understood
from the point of view of the individuals who are directly involved. Following this,
subjectivists reject the notion that science can generate some sort of objective know-
ledge. Put simply, the difference between the perspectives lies in their respective
assumptions about whether a truly objective world exists independently of us, or if the
world is subjective and only exists through human action (Berger and Luckman, 1967).
Personally, I subscribe to a perspective between the two extremes, in line with the
ideas of critical realism.

Critical realism, initiated by Roy Bhaskar (1978), emerged as a critique of post-
modern epistemology and its foundations in social constructive ontology. Critical
realists, like subjectivists, turned away from what they regarded as the positivists’ naive,
theory-independent and empirical ontology. However, the critical realists argued that
the subjectivists had gone too far, and that the social constructivist view creates ambi-
guity and confusion. The core idea of critical realism is that an entity can, but doesn’t
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have to, exist independently of our knowledge about it (Fleetwood, 2005). This means
that while a critical realist would agree with the subjectivist view that certain things are
socially constructed by us, other things do in fact exist without human interference or
interpretation. On the other hand, critical realists do not accept, unlike various forms
of positivism, the existence of theory-neutral observations, interpretations, explana-
tions or theorizations. That is, underlying structures or mechanisms are not immediate-
ly accessible but have to be theoretically constructed and mediated through processes
of conceptual abstractions. Critical realists reject the idea that all representations of the
world are equally valid. Instead, one should search for representations that constitute
better knowledge of the wotld than others (Bhaskar, 1978). Hence, to critical realists,
scientific theories are always open to revision and reformulation; it is not only possible
but also necessary to assess competing theories and explanations to enhance our
existing understanding (ibid.).

My position is to a large extent aligned with the critical realism perspective in that
I do believe that there exists a world independently of me, although parts of it are
socially constructed. Therefore, my ability to understand the world will always be
incomplete and influenced by the norms prevailing in the society in which I exist and
operate. However, I also take a rather pragmatic approach given my opinions about
how research shall be used. That is, I consider it crucial that research is not only target-
ing an academic audience, but that findings, insofar as possible, are made widely avail-
able to practitioners. Without a strong basis in reality and sources of potential interest
to a broader public, I believe that the cote value and function of academic research,
and even the necessity of continuing to conduct it, especially within a field such as
business administration, in the long run may be called into questioned. Hence, I be-
lieve that a researcher needs to take on a somewhat pragmatic approach in the process
of formulating individual interpretations of a phenomenon. That is, even if my inter-
pretation of the world never will be exactly the same as the interpretation made by
another observer, the collective findings from a group of researchers will hopefully
provide a reasonably good understanding of the phenomenon — and thus will prove to
be useful to practitioners.

4.2 Research methods and design

The process of determining whether to choose a quantitative or qualitative research
method is one of the key decisions to be made in designing a research study. While
some researchers would argue that the choice of data collection and analysis methods
is a matter of personal ontological and epistemological beliefs, I agree with the more
pragmatic view that the research method should depend primarily on the research
question(s) being asked (cf. Yin, 2003; Punch, 2005).
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The broad purpose of this dissertation is to increase the general understanding of
PE equity as an asset class and, more specifically, to explore how differences in organi-
zational characteristics and investment strategies across institutional investors affect
performance. Given the notable lack of research within these areas, as addressed in
Chapter 2, a qualitative research approach seemed to be a good choice. Such a method:
(i) provides a more holistic view of social dynamics, (if) reduces the risk of oversimpli-
tying the complexities of real-world phenomena, and (iii) is more likely to identify
important factors that cannot easily be quantified (Punch, 2005). More specifically, the
methodological justification for making a qualitative study was to: (i) in general, pro-
vide a rich and encompassing understanding of the phenomenon of study, i.e., institu-
tional investing in PE funds, and (ii) specifically, to investigate heterogeneity across
institutional investors in terms of perceptions of the asset class, objectives for PE fund
investing, working methods, choices of investment strategies including entry order, and
satisfaction with returns.

Having said that, this dissertation has also a mote specific purpose to investigate
order of entry strategies and subsequent performance consequences for organizations
operating within a financial services industry in situations of varying degrees of uncer-
tainty. For this specific purpose, a quantitative rather than a qualitative study appeared
to be the preferred choice of method. The motive is the rich prevalence of theories
about first mover advantages, imitation, uncertainty and organizational reputation —
i.e., the major theoretical frameworks for the thesis. In other words, given the aim of
the current research to test theoretically derived hypotheses, a deductive approach was
called for, as well, and, consequently, the use of quantitative data examined through
statistical analysis presented itself as the most naturally suited research method (Punch,
2005).

Hence, this thesis includes both a qualitative and a quantitative hypothesis-testing
study. In addition to what has been outlined above, the data and analyses arriving from
these two studies have been used in a few complementary ways. First, the qualitative
study served as an additional source for formulation of hypotheses, as well as for the
interpretation of subsequent test results, with the objective of avoiding incorrect or
trivial conclusions. Second, the quantitative data were also used for: (i) describing how
the PE fund market has emerged and developed in Sweden, (ii) presenting an overview
of performance heterogeneity amongst PE fund investors based on type, and
(iii) evaluating factors determining the performance of PE funds. These studies contri-
bute to the goal of providing a more comprehensive understanding of private equity as
an asset class.

A summary of the studies included in this dissertation, and their respective focus-
es is provided in Table 4.1.
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Table 4.1. Empirical studies included in the dissertation

EMPIRICAL STUDY

Chapter 5: Analysis of the
Swedish PE market

Chapter 5: Analysis of
performance heterogeneity
across PE fund investors

Chapter 5: Analysis of PE
fund performance determi-
nants

Chapter 6: Analysis of PE
fund investors and their
investment strategies

Chapter 9: Prediction of
entry order and perfor-
mance

PURPOSE

Gives a broad understanding of how the PE fund invest-
ment field has developed in Sweden over the years.

Provides a high-level analysis of performance heterogeneity
across various types of PE fund investors.

Presents factors affecting PE fund performance.

Gives a broad understanding about heterogeneity across
institutional PE fund investors related to perceptions of the
asset class, objectives for PE fund investing, working
methods, choice of investment strategies and satisfaction
with returns. Constitutes an additional source for hypothe-
sis development and interpretation of test results.

Gives a detailed understanding about how heterogeneity in
organizational characteristics and entry order strategies
across institutional PE fund investors affect performance

TYPE

Descriptive/
Quantitative

Quantitative

Quantitative

Qualitative

Quantitative

from PE fund investing.

In total, the dissertation builds on 76 interviews, complemented by a large amount of
data derived from secondary sources. While 40 of the interviews were part of the
quantitative studies, the remaining 36 interviews constituted the basis for the qualita-
tive study.

4.2.1 Choice of empirical context

The empirical context for this dissertation is, as stated before, the private equity fund
investment market. This environment was considered ideal for testing the research
model and associated hypotheses (see Chapters 7 and 8), given that it allows for inves-
tigating entry order in a financial services industry with relatively high levels of uncer-
tainty. In addition, the way of working with a fund structure in this industry, i.e., where
PE firms strive to set up a new fund when the previous fund reaches its closing date,
enables testing of the entry order theories in a novel way (more details will be provided
in Chapter 7).

Yet another compelling reason why 1 chose to focus on private equity invest-
ments arose when I was working in this particular industry. During my tenure, a specif-
ic interest for performance determinants emerged. For five years, I have been working
as a venture capitalist in the Swedish market, i.e., investing in, managing and exiting
start-up firms. I used to be a partner of the private venture capital firm StartupFactory,
and following that, I was an investment manager at the government-associated Swe-
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dish Development Fund (Industrifonden). Furthermore, I have been a board member
of the Swedish Private Equity and Venture Capital Association (SVCA). Hence, my
pre-understanding of the industry is relatively high and my personal network includes a
number of investment professionals working at private equity firms in Sweden. Gum-
messon (1991) explains pre-understanding as a researcher’s knowledge and insights
into a specific problem and experience before engaging in a research project. Such
understanding has many advantages, including a shorter span of time being needed for
collecting basic information, the formulation of more advanced and insightful ques-
tions, the fact that tacit messages can be more easily observed and interpreted, etc.
Gaining access to accurate and reliable data about PE fund investments, and specifical-
ly, to performance data, is considered one of the more challenging tasks when studying
PE markets (e.g., Kaplan and Strémberg, 2009; Cumming and Walz, 2010). The indus-
try is considered to be surrounded with secrecy and a widespread reluctance to be
transparent and make information public (see discussion in sections 2.2.5 and 2.3.4).
By utilizing my social network in the Swedish PE industry, I have been able to develop
a uniquely robust population database that otherwise would have been difficult to put
together. Furthermore, although I do not have any personal experience in investing in
private equity funds, my general understanding about the industry, its history, key
stakeholders, working processes, and outcomes, provided a solid base for preparing
and carrying out interviews, as well as facilitating the analysis and interpretation of the
collected data. Therefore, my background and experience from the field has brought
substantial benefits to this particular area of research.

Having said that, pre-understanding can also become a severe threat to objectivity
as it introduces bias on the part of the researcher. That is, there is always a risk that the
researcher, given her preconceptions of the studied phenomenon, may be reluctant to
change or contradict existing theories and models. Hence, it is considered essential that
a researchet’s pre-understanding is continuously subject to change and that the re-
searcher has a deep understanding of her perceptions and paradigms (Patton and
Appelbaum, 2003). I am aware of the risks associated with having a relatively high
practical knowledge about the phenomenon in focus for this dissertation. By preceding
the empirical research with a rigorous literature review, building hypotheses on well-
established theories, following highly structured survey and interview templates (see
Appendix 7 and Appendix 10), immediately storing collected information in a comput-
er-based database, and applying well-proven statistical procedures for hypothesis
testing, I have taken proactive steps to identify and reduce potential pre-understanding
issues as much as possible.

4.2.2 Unit of analysis and informants

The unit of analysis refers to the focal point of a study. In the business administration
and economic literatures, research typically focuses on either a micro (e.g., idea, indi-
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vidual, team, firm/organization) or a macro (e.g., industry, region) level. It is impera-
tive that there should exist a clear correspondence between theories and research
questions on the one hand, and the unit of analysis on the other hand (Davidsson and
Wiklund, 2001). Given the goals set out for this dissertation, the most suitable level of
analysis is the organization, and, more precisely, institutional organizations investing in
private equity funds. Since the primary data collecting method was through personal
interviews, the information submitted by an individual needs therefore to be consi-
dered representative for the organization she works for. Hence, the choice of respon-
dents and the type of data collected were important in order to guarantee high validity
(which will be discussed further in a subsequent section).

The data used in the dissertation are derived from various sources and from dif-
ferent types of informants. First, the qualitative study was based on interviews with
individuals working with PE fund investments at institutional organizations. Second,
for the quantitative studies, the information sources were drawn primarily from indi-
viduals working at private equity firms, not at institutional investment organizations.
The reason for this was that these informants could more easily provide the kind of
comprehensive data needed for the quantitative studies. Third, the quantitative data
have been complemented with information from secondary sources. Details about the
reasoning behind choices of informants and data sources will be provided in the
following subsections.

4.3 Qualitative study

The broader qualitative study sets out to investigate PE fund investors and their in-
vestment strategies. This section provides details about how the study was modeled
and carried out.

43.1 Case selection

The cases used within the qualitative study were chosen with broad variation, enabling
analysis of different ends of the spectrum, as well as identification of important themes
(Eisenhardt, 1989; Yin, 2003). That is, polar cases, differentiated by owner type, size,
focus, and track record, were selected. Moreover, there was a desire that the selected
cases collectively should reflect the composition of investors in the major quantitative,
i.e., the hypothesis-testing, study. The idea was that the results from the qualitative
study should be representative of the views arriving from all types of institutional PE
fund investors that operated in the Swedish market during the time of study, ie.,
between 1983 and 2003. Figure 4.1 illustrates how the organizations belonging to the
qualitative and to the quantitative studies are distributed across the various types of
investors. Apparently, the distribution is relatively equal except for an under-
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representation of families/foundations and a slight over-representation of public
pension funds in the qualitative study.

Asset managers

Banks

Corporate investors

Family/Foundations 18%

Government agencies

Insurance companies

PE fund of funds 19%

Private equity firms

Private pension funds

Public pension funds

0% 5% 10% 15% 20%

B Quantitative studies Qualitative study

Figure 4.1. Types of institutional organizations participating in the studies.
Percentage split per type of institution included in the quantitative studies (in
total: 334) respectively the qualitative study (in total: 36)

Since 64 percent of the institutional investors included in the quantitative studies were
non-Swedish, it was seen as important not only to interview Swedish institutions but
also to get the perspective of international investors. Hence, ten out of the 36 cases
selected in the qualitative study originated from the UK, the US, or another European
country. Eight of the interviews took place in London and the remaining interviews
transpired in Sweden. The total number of case organizations, as well as the number of
interviews, amounted to 36. A list of the interviews is available in Appendix 6.

Efforts were undertaken to interview key informants at the respective institutional
organizations, 1.e., the person in charge of the PE fund investment activities (cf. Barnes
and Menzies, 2005). Of the respondents, 33 percent had the position of partner and/or
investment professional, while another 28 percent were in charge of private equity
departments or were responsible for all alternative asset investments. Moreover, 14
percent of the respondents were CFOs (i.c., chief financial officers) with an overall
responsibility for the financial asset management within their organizations, and finally,
25 percent held other senior management positions including the role of CEOs (i.e.,
chief executive officers). In other words, the respondents all have a comprehensive
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understanding of their organizations’ way of managing PE investments. The respon-
dents’ experiences from investing in the private equity sector varied from two to 27
years. Furthermore, 29 of the respondents were Swedish, while seven had US or UK
citizenships. Only three of the respondents were women.

43.2 Interviews

Dependent on the degree of structure and how deep they go, interviews are typically
classified into three different types: (i) unstructured, (i) semi-structured, and
(iti) structured (Patton, 2002; Yin, 2003). Unstructured interviews are based on sponta-
neously generated questions, often asked in a conversation-like environment that
emerges between the researcher and the respondent. Semi-structured interviews follow
some type of prepared thematic framework, but do not contain specific questions.
Structured interviews, finally, follow templates of predefined questions that are asked
in the same order to all respondents. In such interviews, the researcher aims at taking
on a neutral role. In the present qualitative study, relatively structured interviews were
carried out using a detailed interview template (see Appendix 7). In addition, a few
open-ended types of questions were asked, leaving room for the respondents to elabo-
rate upon their views about private equity fund investing in more general terms.

The interviews were always preceded by a thorough scan of publicly available ma-
terial about the organization in question as well as about the specific respondent, with
the purpose of enhancing confidence in the results and to increase efficiency in the
research process (Eisenhardt, 1989). A large amount of written material originating
from the focal organization, such as financial information, press releases, information
published on the companies’ web pages, advertising material, etc., was obtained and
analyzed. In addition, publicly available information from other sources was used, e.g.,
from the trade association SVCA2, PE firms, partners, the business press, etc. The 36
interviews were conducted during the spring of 2008. On average, the interviews lasted
for 71 minutes; 34 of them where conducted face-to-face, and two transpired over the
telephone (see Appendix 6 for more details).

During the pre-study period, I discovered that when turning off the recorder, the
respondents were more open and provided more critical information compared to the
discussions which were recorded. Hence, the decision was made not to electronically
record the interviews. Along the same lines, respondents were given anonymity. In
other words, given the small industry setting and the sensitivity of the study, I recog-
nized that this research could not have been undertaken along with demands for
electronic recording or revealing the identities of the respondents. Obviously, the fact
that the interviews have not been recorded and that the cases have been anonymized

20 The Swedish Private Equity and Venture Capital Association.
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may have certain drawbacks in terms of the reliability of the study. This circumstances
do not easily allow for a ‘chain of evidence’ where the reader can track conclusions
back to original data directly, as suggested by Yin (2003). Hence, in order to reduce
potential negative effects from the chosen approach, a rather formal and structured
way of carrying out the interviews was adopted. Detailed notes were taken during the
interviews and quotes viewed as important or interesting were written down carefully.
After the data were collected, the material was documented and personal notes were
rewritten within 24 hours. When additional questions or clarifications were needed,
respondents were contacted immediately after the interview for follow-ups. Since the
interviews were not recorded, and furthermore, since most of them were conducted in
Swedish, the exact quotes as replicated in the dissertation could be somewhat adjusted.
The overall meanings of the statements were, however, certainly conveyed.

4.3.3 Analysis

Given the structured type of interviews that were used and the collection of a large
amount of numerical data, the analysis was likely easier compared with analysis of data
based on more unstructured interviews. As recommended by Yin (2003), a case study
database was created. All information captured in the interviews was stored in a Micro-
soft Access 2007 database. Microsoft Excel 2007 was used to structure, analyze and
understand themes, patterns or conflicting responses in the data.

4.4 Quantitative studies: Data collection

This section presents how the data used in the quantitative studies have been collected.
Given that the collection process was designed for the hypothesis-testing study, this is
the study in focus in the following discussion unless otherwise stated.

4.4.1 Data collection and sample

A vast majority of the research investigating private equity performance is based on
data arriving from one of the two commercial sources: Thomson Venture Economics
and Dow Jones VentureSource (former Venture One). However, these databases have
been criticized, e.g., by Ljungqvist and Richardson (2003), for, amongst other things,
being subject to selection biases and thus being incomplete (see Section 2.3.4). Hence,
for the current study, the decision was made to collect primary information through a
survey and then build a unique database with detailed information about investments
in Swedish private equity funds.

The main purpose of the hypothesis-testing study was to analyze heterogeneity in
organizational characteristics, order of entry behaviors, and successes across institu-
tional organizations related to their Swedish PE fund investing activities. The optimal
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source of such information appeared to be individuals working at Sweden-based
private equity firms. They were able not only to provide data about who had invested
in which fund and associated capital commitments, but also to share information about
each fund’s characteristics and performance. Hence, the target respondents for the
survey were not the institutional investors themselves (i.e., the LPs), but rather key
informants at PE firms (i.e., the GPs). Similar to the qualitative study, only senior
executives such as founding partners or CFOs were interviewed in order to access
direct knowledge and experience.

There are basically two different methods used to collect data in surveys: based on
mail questionnaires or on personal interviews, where the latter may be performed face-
to-face or over the telephone (Lekvall and Wahlbin, 1993). Given the respondents’
general reluctance to broadly provide transparent information, personal interviews
turned out to be the optimal option. While the personal interviews fostered a greater
willingness to disclose secret company information, they also had the positive effect of
increasing the response rate to 100%. In other words, all of the PE firms that were
contacted agreed to participate in the study, which is by far better than most mail
surveys. The interviews were fully structured, i.e., a template was filled in during the
interviews (see survey template in Appendix 10). The data are quantitative in nature
and contain detailed information about each fund raised by the PE firm in question.
The interviews ended with a few open, less restricted questions.

The identification of target objects for the survey, i.e., the PE firms, was done
primarily through interviews with, and information provided by, SVCA. Based on this
input, a list of Sweden-based private equity firms that are, or have been, members of
the association was put together. According to SVCA, its association membership
represents 95% of all private equity firms in Sweden. In addition, a thorough search for
press releases, new articles, or other internet-based information was made in order to
complete the list of PE firms operating on the Swedish market from its emergence
until the date of the data collection, i.e., the fall 2007. To avoid ‘survivor’ bias, special
efforts were taken to identify not only surviving PE firms, but also non-survivors. In
total, 186 PE firms were identified, whereof 179 had been members of SVCA. In order
to fulfill the purposes of this research with its focus on institutional investors, and to
reduce unobserved heterogeneity within the sample, a large number of PE firms were
removed from the list. That is, the sample was restricted to only those private equity
firms managing funds fulfilling the following criteria (see Figure 4.2):

e Given that the study objects are institutional investors, funds solely financed by
private capital were excluded.

e Since the present research evaluates order of entry in relation to PE funds, only PE
firms that invest their capital through formal funds (or having similar structures)
were included. Therefore, PE firms having ‘evergreen’ types of setups, e.g., go-
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vernmental or regionally owned PE firms investing primarily soft money, corporate
investors capitalized by their mother companies, or public PE firms traded on a
stock exchange, were excluded from the study.

e Only funds managed by Swedish PE firms were included?’. The restriction to
Sweden was a result of both making a natural border with the desire to study a
comprehensive population, as well as expected challenges and costs associated with
international data collection based on personal interviews.

e Finally, in order to avoid possible biases in considering funds that were not suffi-
ciently mature and hence not old enough to present reliable performance measures
(cf. Gottschalg, 2010), only funds founded before or during 2003 were included in
the study.

Consequently, from the full set of 186 identified private equity firms that had been
active in the Swedish market over the time period 1983 to 2003, a subset of 34 firms
fulfilling the four criteria above were included in the study. While the 34 firms corres-
pond to only 18 percent of the number of private equity companies present on the
Swedish market throughout the study period, these teams did supervise the lion’s share
of the capital, i.e., almost 60 percent. Out of these 34 private equity firms, 26 were still
active as investors at the time of the study, while the remaining eight had closed down.

Private investors 29%
Corporate 19%
Government agencies 12%
International 10%
Public 6%

Other 5%

Sample — 18%

0% 5% 10% 15% 20% 25% 30% 35%
Figure4.2. PE firms operating in the Swedish market 1983-2003 (in total: 186)

The survey data were gathered during 2007 in three phases (see summary in Figure 4.3
and lists of interviews in Appendix 8 and Appendix 9). Initially, a pre-study with the
purpose of getting an overview of the current market situation was made through
seven interviews with employees at SVCA and one governmental institution. Following
that, pilot interviews were carried out in 2007 with five institutional investors. The

21 Many PE funds set up by Swedish private equity firms are not legally ‘Swedish’, meaning that they typically
have offshore structures to domicile the funds (e.g., located in Cayman Islands, Luxembourg, etc.). For sim-
plicity reasons, though, this dissertation refers to ‘Swedish PE funds’ irrespective of their legal domicile.
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purpose of these interviews was to test con-

cepts in general, and especially to pre-test the No of interviews 40
survey questionnaire. Data were then gathered :Z:/:: el ;
on a full scale during the fall and winter of  _finarsurvey 28
2007 through 28 interviews with respondents g of ynique respondents 34
representing 26 unique private equity firms. - pre-study & pilot interviews 7
Detailed information about each PE firm’s = -final survey 27
funds and investors were collected in the = No of unique organizations 32
interviews (see sutvey template in Appendix - pre-study & pilot interviews 6
10). Of the 28 interviews, 25 were made face- ~ -finalsurvey 26

to-face and three were made over the tele- Figure 4.3. Overview of interviews and res-
phone. Each interview lasted between 20  pondents in the quantitative studies
minutes and 110 minutes with an average of

over an hout.

In 2008 and 2009, the survey-based data were complemented with information
from three public information providers: Preqin, Capital 1QQ and the Orbis database
from Bureau van Dijk. In addition, other publicly available data sources such as annual
reports, company presentations, news articles and press releases, web pages, etc.,
containing information about institutional organizations identified as investors in the
PE funds included in the study, have been thoroughly analyzed. In cases in which a
fund had a Swedish AB setup, information from the Swedish Companies Registration
Office (‘Bolagsverket’) was added. All in all, the secondary data sources were used to:
(i) add data for the eight ‘non-surviving’ PE firms, (if) complete the dataset with gener-
al information about the institutional investors, such as their characteristics, sizes, and
experiences, and (iii) to some extent verify, and thereby triangulate, data collected in
the interviews (see Table 4.2).

442 A unique database

All information collected from the primary and

secondary sources, as described above, has been Perlod. - 19830 2003
stored in a unique database. The dataset has No of institutional investors 334
several advantages over many others that have No of PE firms 34
been used in existing PE studies. First, unlike ~ NO OF PE fLinds c
commercial databases such as VentureXpert gg;z;‘z ;67;
from Thomson Venture Economics or Ventu-

. . No of PE fund investments 848
reSource from Dow Jones, this dataset is free VC fund investments e

from self-reporting and survivor biases (cf.  _go fund investments 506
Ljungqvist e# al, 2007). Second, it is a full
population database in the sense that all PE
funds raised in Sweden following the criteria

Figure 4.4. Overview of data used in the
quantitative studies
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outlined in the previous subsection are included. Third, all statistics, not least perfor-

mance data, are reported in a homogenous way, which make comparisons adequate
and reliable.

All data were stored in a relational database using Microsoft Access 2007. The da-
ta were then transferred to STATA, version 10.0, where statistical tests and subsequent
analyses were carried out. Graphical illustrations such as diagrams and charts were
made in STATA, version 10.0, and in Microsoft Excel 2007. A high-level summary of
the quantitative data included in the thesis is presented in Figure 4.4. Table 4.2 presents
the information sources used for collecting the data.

Table 4.2. Sources of collected data in the quantitative studies

AREA PRIMARY SOURCE SECONDARY SOURCE
PE fund performance Interviews with GPs News articles and LP company
For 26 existing PE firms specific information”
PE fund characteristics g PEf P .
) . For 8 closed PE firms
Vintage, fund number, size, phase
focus, geo focus, industrial focus
PE fund investors Interviews with GPs News articles, LP company specific
Name, committed capital For 26 existing PE firms information“, data from the Capital

1Q database, data from ‘Bolagsverket’

LP company characteristics LP company specific information®,

Type, nationality, etc. data from the Orbis database

LP level of assets under manage- LP company specific information?,

ment data from the Preqin and Capital 1Q
databases

LP experience from PE fund
investing. Years & number of
completed PE fund investments

1
' Home pages, annual reports, press releases, etc.

4.5 Quantitative studies: Applied statistical techniques

In this dissertation, univariate analysis techniques were used for investigating perfor-
mance heterogeneity across investors as well as for analyzing fund performance deter-
minants (see Chapter 5). In these analyses, Wilcoxon Mann-Whitney, ANOVA and
Kruskal-Wallis tests were applied. In the hypothesis testing of factors affecting entry
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order and performance (see Chapter 9), two multivariate techniques, multiple linear
regression and logistic regression, were applied?2.

In the following subsections, the applied techniques are presented together with
their respective undertlying statistical assumptions. Since a number of the inherent
requirements are valid to more than one method, presentations of more important or
complex assumptions are provided jointly in Section 4.6. Table 4.3 summarizes the
analysis techniques used in the respective analyses.

Table 4.3. Summary of statistical techniques applied

| EMPIRICAL STUDY | RESEARCH QUESTION | DATA TECHNIQUE
Chapter 5: Investor How do performances differ 334 PE fund investors ANOVA,
performance hetero- across various types of PE fund Kruskal-Wallis
geneity investors?
Chapter 5: PE fund What factors affect PE fund 73 PE funds Mann-Whitney,
performance determi- performance? ANOVA,
nants Kruskal-Wallis
Chapter 9: Investor What organizational characteris- 219 BO fund investors Logistic
entry order tics impact certain entry order 186 VC fund investors regression
behaviors?
Chapter 9: Investor What are the performance effects 219 BO fund investors Multiple linear
performance of certain organizational characte- 186 VC fund investors regression
ristics, entry order behaviors, and
macro conditions — alone and/or
in combination?

4.5.1 \Univariate analysis techniques
In the statistical analyses of investor performance heterogeneity, as well as of PE fund

performance determinants, a few univariate analysis methods were used (see Chap-
ter 5).

Student’s # test of variance is typically applied for comparing means between two
samples. However, this parametric test assumes: (i) normal distribution of the depen-

22 Tt may appear that event time analysis would be a preferred method to test entry order (cf. Blossfeld ez 4,
2007). This technique has been used in a number of FMA-oriented studies (e.g., Mascarenhas, 1992;
Fuentelsaz ¢t al, 2002; Tan et al., 2007; Boyd and Bresser, 2008). However, the current database contains
information about capital flows at only two occasions: when an institutional investor commits a certain
amount of money to the fund and when it receives returns on the invested capital. Flows of investments and
proceeds that have occurred in between these two junctures have unfortunately not been possible to trace
within the framework of the current research. Hence, applying an event study analysis was not feasible, and
instead, multiple linear and logistic regressions turned out to be more appropriate choices. These statistical
methods have also been used in several studies evaluating first mover advantages (e.g., Schoenecker and
Cooper, 1998; Durand and Coeurderoy, 2001; Carow ¢ al., 2004; Naveh ez al., 2004; Rodriguez-Pinto ez al.,
2007; Yoo et al., 2009).
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dent variable, and (if) homoscedasticity, i.e., that each group’s variances are approx-
imately equal (Hamilton, 2009). Although the 7 test is considered to be a fairly reliable
measute also in cases of non-normality and the fact that sample sizes above 30 rarely
have issues with unequal variances (Introduction to SAS, 2007), the non-parametric
and more robust analogue to 7 tests, i.e., the Wilcoxon Mann-Whitney rank sum test,
was carried out. The Mann-Whitney test combines the two groups into a single group
and then ranks the objects. Given that the Mann-Whitney test can also be used in cases
when the dependent variable is not normally distributed, which was the case here, it
was considered more appropriate for the current data than the 7 test.

One-way analysis of variance (ANOVA) was also applied in these analyses.
ANOVA is essentially a multi-group version of the 7 test, comparing whether there are
differences between three or more groups’ means. The method measures whether
variances between groups are larger than the variance within the groups, and conse-
quently if conclusions of significant differences can be made. The assumptions behind
ANOVA are similar to the # test: (i) that the dependent variable is normally distributed,
(i) that there is homogeneity of variance, and, (iii) that the number of observations in
each group do not vary widely (Coolidge, 2006). While ANOVA is considered a robust
statistical method where violations of assumptions may still result in correct statistical
decisions, overriding combinations of the assumptions can be problematic. For exam-
ple, in case there are large differences in group sizes simultaneously with significant
differences in the groups’ variances, it may be problematic to apply an ANOVA test
(Acock, 2006). However, also in this instance a rank-based non-parametric test could
be an alternative technique (Hamilton, 2009). Called the Kruskal-Wallis rank-test, the
test compares median scores across groups. Similar to the Wilcoxon Mann-Whitney
test, the Kruskal-Wallis test makes weaker assumptions about measurements, distribu-
tion and spread (ibid.). For the two studies in focus here, both methods are used.

4.5.2 Multiple linear regression

Multiple linear regression is a statistical technique used to explain how past variation or
predicted future variation relates to a single metric dependent variable. Hence, it was
considered an appropriate method for testing the hypotheses related to institutional
investors’ characteristics and behaviors as independent variables, and subsequent
performance as the dependent variable.

Multiple linear regression is based on ‘ordinary least squares’, which means that
the model is fit so that the differences of sum-of-squares in terms of observed and
predicted values are minimized (Hair ez @/, 2005). The general form of the multiple
linear regression equation is:

y=Bo+ BiX1+ BXo+ ...+ BuXate 4.1)
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where y represents the value of the dependent variable explained in the regression, fo is
the regression constant (or intercept), fi — f o are the regression coefficients of the
independent variables, Xi — X, are the obsetvations of the independent vatiables, 7 is
the number of independent variables, and & is the residual, or error term, representing
observed residuals from fitting the regression line to the set of observations.

A special model for testing integration effects, which constitutes one important
part of the hypothesis-testing study, could be written as:

y = F‘SO + le + ﬁzM + ﬁgXM + e 4.2

where X is the independent variable presumed to cause the variable y, and M is the
moderator variable that alters the strength of the causal relationship. That is, the cross-
product term XM represents an interaction effect between the two variables X and M
and are additive in their respective effects. In case the regression coefficient f3, measur-
ing the moderation effect, is statistically significant, there is evidence that the relation-
ship between y and X depends on M (or vice versa).

Two main statistics are examined when applying multiple linear regression analy-
sis. The first is how well a model is fitting the data or, stated differently, how much of
the variance of y is explained by the other variables, i.e., the model’s explanatory pow-
er. This is represented by the coefficient of determination, K2 The adjusted K2 is the
score when taking into consideration the number of included variables. That is, while a
model with more variables naturally provides a higher R the adjusted R? score cor-
rects for such potentially false indications. The second statistic of interest is the statis-
tical significance of the overall model, indicated by an F test of significant difference in
variance. For the hypothesis testing in the current study, the three statistics R?, adjusted
R? and F are all reported (see Chapter 9). Furthermore, in the statistical tests a hierar-
chical linear modeling is used. This means that variables are added to the model se-
quentially, allowing for analyzing on multiple hierarchical levels (Acock, 2006). The
change in the R? statistic gives valuable information about how much the explanatory
power changes when entering an additional set of variables. Hence, the change in R? is
reported as well, together with the statistical significance of the change.

The most important assumptions behind multiple linear regression analysis are:
(@) linearity, (ii) limited multicollinearity, (iii) normality of residuals, (iv) independence
of residuals, and (v) homoscedasticity (Hair ef a/, 2005; Introduction to SAS, 2007). A
presentation of these concepts will be outlined in Section 4.6, but before that, some
comments about the other main statistical method used in this dissertation, i.e., logistic
regression, will be offered.
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4.5.3 Logistic regression

When evaluating the hypotheses related to institutional investors’ propensity to take on
first mover or second mover positions, logistic regression analysis turned out to be the
optimal statistical method for the current data.

Logistic regression modeling, or logit analysis, is a form of regression appropriate
if the single dependent variable is dichotomous, i.e., used to explain and predict a
binary categorical variable. That is, the dependent variable reflects whether or not an
event happens; in this instance, whether or not a firm will become a first mover. As
with linear regression, the principle of logistic regression aims to find a ‘best fitting’
equation of the model. But instead of estimating a least squate deviation for best fit,
logistic regression uses maximum likelihood estimation. That is, it strives to maximize
the probability of getting the observed results given the fitted regression coefficients.
As a result, the overall statistics used for evaluating fit and significance differ between
the two methods.

Logistic regression has its basis in the logistic function:

p=—2 @.3)

eZ+1

where P represents the probability or risk of a ‘1’, i.e., whether the event occurs, rang-
ing from 0 to 1, ¢ is the base of the natural logarithm, and g represents the regression
equation, typically written as:

z=Bo+ BiXy + B2Xo + ..+ BuXn (4.4)

where fo is the regression constant (or intercept), fi — fn are the coefficients of the
independent variables, Xi — X, are the observations of the independent variables, and
7 is the number of independent variables. Since the relation between X; and P in non-
linear, f; does not have a straightforward interpretation in this model as it does in linear
regression. The issue is solved through the concept of odds, or likelihood, ratios. The
odds of an event happening is defined as the probability of the event happening,
divided by the probability of the event not happening:

eZ
P Z ez
odds =— =<3 = = e* 4.5
1-P 1— e’ (eZ+1)—e? ( )
eZ+1

Hence, by making a logistic transformation of the odds, 7 represents the logistic re-
gression that predicts the log odds of the dependent variable, also referred to as the
logit:

P
z = In(odds) = In (E) = logit(p) (4.6)
In this way, the logistic regression estimates the odds of a certain event happening. The

regression coefficients describe the size of the contribution of each risk factor, where a
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positive coefficient means that the factor increases the probability of the outcome and
vice versa.

A simple method of assessing the fit of a model when analyzing data with logistic
regression, such as the R? used in linear regressions, does not exist. That is, given that
logistic regressions are built on maximum likelihood estimates arrived through iterative
processes rather than on calculations of minimized variances, the ordinary least square
approach to a model’s goodness-of-fit does not apply (Introduction to SAS, 2007).
Over the years, though, several ‘pseudo’ R2%s have been developed to be used for
investigating the fit of logistic regression models. These pseudo R2s typically uses the
same scale as when evaluating the fit of linear regression models, i.c., a scale ranging
from O to 1 where the value becomes larger as the model fits better. One of the most
popular measurements for goodness-of-fit in logistic regression is McFadden’s pseudo
R? (Long and Freese, 2006). When comparing two models on the same data, the
pseudo R? will be higher for the model with the greater likelihood. In this study, this
measurement will be used to evaluate the overall fit of the logistic regression model.
Furthermore, the log likelihood chi-square statistic, x2, is applied when testing the
statistical significance of the model as a whole.

In logistic regression analysis, some of the assumptions behind linear regression
are voided, such as requirements of general linearity, normal distribution of residuals,
and homoscedasticity (Long and Freese, 2006). However, other assumptions, some of
which are unique and others of which are shared with multiple linear regression, are of
significant importance, namely, that: (i) that the dependent vatiable is binaty, (i) that
there exists a linear relationship between the independent variables and the log odds of
the dependent variable, (iii) that residuals are independent, (iv) no severe outliers exist,
and (v) the sample is large enough (Hair e7 /., 2005).

4.6 Quantitative studies: Statistical issues

Many statistical techniques share a number of fundamental data requirements that need
to be fulfilled in order to arrive at trustworthy and reliable results. Others have their
own special underlying assumptions. Often, the researcher finds herself faced with the
more or less impossible task of either satisfying all stated assumptions or risking a
flawed and biased analysis. Therefore, it is important to make sound judgments when
interpreting tests for each assumption, determining when to apply a remedy and when
assumptions can be overruled with still acceptable results. Below, assumptions referred
to in the previous subsection and comments on the ways in which these have been
taken care of in the present research are outlined. Appendix 5 presents details about
how regression diagnostics and subsequent adjustments of data have been carried out
for the hypothesis-testing study.
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4.6.1 Data quality

Probably the largest source of unreliable statistical analysis involves issues with the data
itself. Missing observations, small datasets, or single observations that substantially
differ from other observations, so-called outliers, could distort the results severely if
not handled propetly.

Given that personal interviews were used to collect information in the present
study, the dataset does not have any general problems with missing data, as complete
surveys have been filled out for all respondents. A majority of the respondents were
willing to provide detailed facts not available from public sources, including (i) fund
performance, (ii) lists of institutional investors investing in each fund, and (iii) the level
of capital commitment from each investor. In rare cases when respondents were
unwilling to reveal exact performance multiples and the information was impossible to
retrieve from other sources, respondents were asked to give a range that gave an
approximation of the performance. Furthermore, some respondents did not provide
information about exact commitment from each fund investor (for 42 percent of the
funds). In such cases, public data could be used to some extent, and for the remaining
investors, an equal split of the total fund commitments was made. For the eight PE
firms that did not exist at the time of the interviews, secondary sources such as press
releases, news articles and information provided by SVCA were used as data sources.
See Table 4.2 for an overview of information sources.

When applying both multiple linear regression and logistic regression analyses,
sample sizes are considered to have a strong impact on explanatory power (Hair ¢ al,
2005). According to Long and Freese (2006), 100 is the minimum sample size with at
least ten times the number of observations as independent variables required in order
to avoid over-fitting of the models and to enable generalizability. In the present study,
the sample size is in line with these recommendations.

A single observation with extreme values, i.e., an outlier, can cause severe distot-
tion of results. They are typically referred to as observations with “a unique combination of
characteristics identifiable as distinctly different from other observations” (Hait et al., 2005, p. 73).
Simply put, these are cases that are numerically distant from all other data points, and
thus have large residuals. Outliers are either simple indications of data entry errors, or
more fundamental indications of sample peculiarities. Outliers can be beneficial,
indicative of characteristics of the population not discovered in the normal course of
analysis, or they can be problematic, not tepresentative of the population. Hence, their
occurrence calls for further investigation and potential retention. For the present study,
appropriate analysis of outliers has been done (see Appendix 5 for details).
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4.6.2 Llinearity

An implicit assumption behind multiple linear regression is the association of linearity
(Hair ez al., 2005). In other words, the relationships between the dependent variable
and the independent variables should be linear. When applying logistic regression
analysis, there needs to be linear relationships between the dependent variable and the
log odds (logit) of the independent variables. If this assumption is violated, the regres-
sion tries to fit in a straight line although the data does not follow such a pattern.
However, minor deviations from this assumption do not greatly hurt a predicted
model. While checking the linear regression in a bivariate regression is simple, it can
hardly ever be confirmed in multiple linear regressions. One way to at least identify
indications of non-linearity is to examine the bivariate scatter plots of the variables of
interest. Another approach is to run simple regression analyses and then check the
residuals (ibid.). In case the relationship exhibits a curvilinear shape, transforming
variables might be a way to achieve better linearity (Hamilton, 2009). In the present
study, bivariate linearity controls of the dependent variable and each metric variable
have been done where data transformations of the independent variables were used in
cases where they were needed (see Appendix 5 for details).

4.6.3 Multicollinearity

A core question when interpreting a regression is the extent to which the independent
variables correlate. The term ‘multicollinearity’ describes a situation where the inde-
pendent variables are highly correlated, i.e., in a near-perfect linear combination of the
others. High multicollinearity is problematic, since it makes it difficult to determine the
contribution of each independent variable because the impact is mixed. As long as the
regression model is used to predict dependent variables within the same multivariate
space used to set the equation, high multicollinearity might still be acceptable. Howev-
er, if the model is stretched, there are several potential negative effects of high multi-
collinearity (Hair ez a/, 2005). First, the variations of the regression coefficients are
likely to become unstable to such an extent that they are not statistically significant.
Second, the size and also the signs can be affected in ways that challenge interpreta-
tion. Third, the values of individual coefficients in the regression model may change
severely when adding or removing independent variables to the equation.

A statistical technique used to identify multicollinearity involves analyzing the va-
riance inflation factor (VIF). The VIF index specifies to what degree an individual
independent variable is explained by the other independent variables in a model
(Hamilton, 2009). Multicollinearity can be dealt with by: (i) omitting one or more
highly correlated independent vatiables, or (ii) analyzing correlations between each
independent variable and the dependent variable (Hair ¢ a/, 2005). In this study,
multicollinearity was examined with the VIF technique but also through pair wise
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analyses of independent-dependent variables, after which appropriate actions were
taken (see Appendix 5 for details).

4.6.4 Normality

Many handbooks in statistics put forward the notion that a fundamental assumption
behind multivariate analysis is the normal distribution of variables and residuals (e.g.,
Hair e al., 2005). However, contemporary overviews of assumptions behind multiple
linear regression point out that there are no assumptions or requirements that the
variables themselves, especially not the independent variables, need to be normally
distributed (Introduction to SAS, 2007). If that would have been the case, dummy-
coded variables cleatly could not be included in the models. Having said that, many
statistical procedures work best when applied to data that are at least somewhat close
to normally distributed. In addition, severe skewed distributions could impact other
assumptions such as linearity. The severity of non-normality has two dimensions:
(i) the shape of the distribution, and (i) the sample size (Hair ez a/, 2005). First, the
shape of distribution is typically measured by its kurtosis, i.e., the curve’s ‘peakedness’
or the ‘flatness’ compared to normal distribution, and its skewness, i.e., the balance of
the distribution. Second, the size of the sample usually has a large impact on normality,
where researchers rarely need to be concerned about non-normally distributed va-
riables in case of 200 observations or more. Normality is typically tested through
inspection of data plots and by skewness-kurtosis tests (Hamilton, 2009). A common
way to deal with normality issues is through data transformation. Non-linear transfor-
mations of skewed distributions, e.g., square roots and logarithms, are likely to become
more symmetrical and hopefully neatly normally distributed. Another way to manage
issues with normality is by applying robust regression, which is especially useful when
having a few outliers that distort results. For example, regressions based on median
values are more robust for outliers compared with mean values. In robust regressions,
outliers are weighted less compared to more central observations and thus have less
effect on the regression estimates (ibid.). For residuals, the assumption of normal
distribution is crucial where larger deviations are likely to impact the validity of 7and F
test scores provided in tests.

In the current study, statistical properties of the vatiables have been examined,
and when necessary, transformations of variables were conducted. Appropriate analys-
es of the normality distributions for residuals have been carried out for both datasets
used in the tests (see Appendix 5 for details).

4.6.5 Independentresiduals

An assumption of multivariate regression is that the errors associated with one obser-
vation should not correlate with the errors of any other observation. In other words,
the residuals shall be independent from each other. The assumption is typically
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checked by plotting the residuals against each variable (Hair ez a/, 2005). If the resi-
duals are independent, the pattern will appear random. Transformation of variables
might be a solution in the case of dependence between residuals. In this study, analysis
of residual dependence has been done propetly and transformed variables have been
used when necessary (see Appendix 5 for details).

4.6.6 Homoscedasticity of residuals

A final central assumption behind several statistical techniques, not least for multiple
linear regression analysis, is the homogeneity of the residuals — so-called ‘homoscedas-
ticity’. This means that the residuals should exhibit equal levels of variance, i.e., they
should be evenly distributed throughout the regression line; otherwise, it is said to be
heteroscedastic (Hair ¢z a/, 2005). Residuals whose variances increase over time or
change systematically with the size of the predicted values are examples of a violation
of this assumption. While slight heteroskedasticity is considered to have only a minor
impact on significant results, higher levels can lead to serious distortions of findings.
The assumptions can be checked by visual examination of residual plots, which was
done for the multiple linear regressions performed in this study. Again, data transfor-
mation is often an effective method also for dealing with this type of issue (see Ap-
pendix 5 for details).

4.6.7 Causdlity

The central idea in the hypothesis-testing study is to present causal relationships be-
tween organizational characteristics, entry order and performance. In order to interpret
an observation as a cause of another, and thus to identify a causal relationship, some
main conditions need to be fulfilled: (i) the variables must be related, (ii) there must be
a plausible theory explaining the lines by which the variables are casually linked, and
(i) a time order between the variables must be demonstrated (Punch, 2005). When
applying a longitudinal design, the researcher gathers information from the same
respondents at multiple periods of time. Cross-sectional studies, on the contrary,
collect data at one particular point in time — an approach that may be problematic
when testing causal effects. In particular, verifying a temporal order between the
independent variables and the dependent, addressed in condition (iii) above, can be a
challenge when using cross-sectional data (Rindfleisch ez a/, 2008).

Given the long lead times in the PE industry, a cross-sectional rather than a longi-
tudinal design turned out to be the only realistic choice for most of the data collection
for this patticular investigation. Three characteristics of the current data collection
process, though, reduced potential causality inference issues. First, the hypotheses were
developed on the basis of theories arriving from the entry order streams of research
and from the PE literature. Second, as outlined above, the data were collected from
several different sources. That is, while fund performance data were gathered from
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personal interviews, data for the independent variables were retrieved from secondary
sources and were collected on multiple occasions. Third, a majority of the variables
used as predictors vary over time (see Appendix 12). Thereby, the risk of only measur-
ing co-variation between variables, instead of causality, was reduced. All in all, given
that a well-designed cross-sectional survey can offset some of its disadvantages and
thereby serve as an adequate substitute for a longitudinal data collection process
(Rindfleisch ez al, 2008), I would contend that the risks associated with the chosen
design have been reduced and that causations from the observed empirical relations
can be inferred.

4.7 Research quality

Evaluating the quality of a research project is obviously a crucial task to perform.
Good research is expected to be: (i) va/id, i.e., the study has investigated what it was
supposed to, (i) relable, i.c., the operations of the study could be repeated, and
(iii) contributory, i.e., the study adds to existing knowledge. When working with this
dissertation, a considerable amount of attention has been paid to ensure high quality
along these lines. Throughout this chapter, various methods used to increase validity
and/or reliability have been touched upon. The following subsections will elaborate
more on critical elements of validity, reliability and contribution that are relevant to the
current research.

4.7.1 Validity

Validity refers to whether the research instrument really measures what it was sup-
posed to measure and how truthful the results are (Lekvall and Wahlbin, 1993). Given
that variables in studies are proxies or interpretations of ‘real world” phenomena, there
will always be inference involved between responses and the construct in focus. Re-
search validity involves many areas; some of the more important are: (i) construct
validity, (ii) content validity, and (iii) criterion-related validity (Punch, 2005). Construct
validity focuses on to the extent to which a construct actually represents the theoretical
expectations, that is, if it involves both theoretical and empirical support for the inter-
pretation of the construct (Hair ez al., 2005). Content validity is about how a measure
represents every aspect, i.e., all relevant facets, of a conceptual definition. The two
steps involved in content validation are: specification of a definition’s content, and
developing indicators that reflect all patts of the definition (Punch, 2005). This process
verifies not only that all relevant material has been included, but also that irrelevant
material was excluded. While content validity regards the criteria for how a construct
has been defined, the criterion-related validity focuses on how the operationalization will
perform based on the theory of the construct. That is, criterion-related validity refers
to when a study is demonstrated to be efficient in predicting an outcome based on
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information from other variables. In criterion-related validity, an indicator is typically
compared with other measures of the same constructs to be considered confident.

Within this dissertation, the qualitative study has been important in increasing, in
particular, the content validity, i.e., incorporating several relevant facets of the research
phenomenon. In the hypothesis-testing study, validity has been ensured in several
ways. First, an extensive literature review of existing private equity research as well as
of the entry order literature was carried out. As a result, hypotheses were developed
based on existing theories and earlier empirical results. Secondly, both a pre-study and
a pilot study were done, which increased the empirical understanding of the objects of
study. Third, constructs and measurements were developed following procedures
applied in previous studies as often as possible (for operationalizations and variables
used in the hypothesis testing, see Chapter 7). Fourth, the interview templates used in
the studies were developed and pretested with institutional investors with extensive
experience in the field. Fifth, statistical methods were carefully selected and several
techniques employed to increase credibility in results. Finally, results and conclusions
were carefully analyzed to ensure their feasibility, not least by making use of the results
emerging from the qualitative study. Consequently, applied constructs and subsequent
measurements, applied statistical techniques and analyzing methods are all in line with
a common understanding and application in existing literature and in practice.

4.7.2 Reliability

The concept of reliability refers to the ability of another researcher to replicate the
same study and arrive at the same conclusions, i.c., the extent to which different and
independent measurements of the same phenomenon create the same result (Lekvall
and Wahlbin, 1993). It differs from validity since it does not concern what should be
measured, but rather, focuses on how the phenomenon should be measured. For
example, reliability focuses on how measurements are performed, how carefully infor-
mation is analyzed, and how well measurement methods resist sudden influences. My
epistemological position is such that I do not believe that two people ever would be
able to carry out identical studies. However, I do believe that the reliability of a study
can be enhanced by following a rigorous, structured and well-documented process that
makes it possible for another researcher to carry out at least a similar study, arriving at
similar results. In order to make it possible for another researcher to replicate the
study, the research process must be as explicit as possible. There are two aspects of the
reliability concept: consistency over time and internal consistency (Punch, 2005).
Consistency over time is the extent to which the same instrument would atrive at the same
score if given to the same people, under the same circumstances, but at a different
time. Internal consistency assesses the consistency of results among various items within a
study. The clearer the questions are formulated and the more standardized the usages
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of measurements, the larger the probability of an acceptable reliability (Lekvall and
Wahlbin, 1993).

The present research is mainly based on primary data collected from personal in-
terviews, due in large part to the low quality of available secondary data. A number of
actions were taken to ensure the reliability of the data collected in the interviews (see
also Section 4.3.2). First, the questionnaires used in the hypothesis-testing study as well
as in the qualitative study, were carefully designed with several rounds of revisions.
Second, the type of interviews used, namely, with a structured format and gathering
mostly quantitative factual data, are considered to be less susceptible to common
method variance issues compared with collecting data using more abstract constructs
(Punch, 2005). This type of data also has fewer built-in post-rationalization problems,
which is otherwise a risk when applying a retrospective research design. Third, the
possibility of cross-checking data from interviews with other respondents or secondary
sources also helped to increase the reliability of the study. Fourth, interviewing key
informants with presumably extensive knowledge about the issues being researched
also had a positive effect on reliability. Fifth, all of the steps in this research process
have been documented thoroughly, enabling other researchers to follow and analyze
the research process in details.

4.7.3 Contributory

Last, but absolutely not least, is the question of whether a particular study contributes
to existing knowledge. Research can be valid and reliable — but of no interest to any-
body and thus unusable. Whether the research is contributory or not depends on its
generalizability and relevance. The generalizability of the present research to other
contexts is discussed in detail in the final chapter of this dissertation, i.e., Chapter 10.
To be relevant, the research should be interesting and applicable. To me, the issues
investigated are of high importance, and as such, it is expected that not only scholars
but also practitioners will be interested in, and able to make use of, the results. Hence,
I have taken pains to maintain close and continuous contact with practitioners within
the private equity industry throughout the research process.
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CHAPTER 5

Analyses of the Swedish PE market,
performance heterogeneity across investors,
and fund performance determinants

This chapter contributes to the overall understanding of the PE fund investment market by providing three
distinct descriptions/ analyses of the topic. First, an overview of the types of institutional organizations that have
invested in Swedish PE funds over the years, and how the activity levels among these have varied over time, is
presented. Second, a high-level discussion of performance heterogeneity amongst PE fund investors is provided.
Third, presentations of found PE fund performance determinants. All three analyses make use of the data
collected for the hypothesis-testing study.

5.1 Infroduction

The quantitative data collected for the hypothesis-testing study enables a few additional
analyses, which all contribute to the overall purpose of the dissertation, namely, to
enhance the understanding of private equity as an asset class.

First, the data were used for completing a thorough analysis of the type of institu-
tional investors that have been active on the Swedish PE fund market and determining
how various investors’ activity levels have changed over the years. As such, a relatively
unique overview of how a private equity industry emerged and evolved from the
petspective of institutional investors is provided. Second, based on univariate analysis,
a high-level overview of identified differences in aggregated performances across PE
fund investor types is outlined.

The last analysis presented in this chapter concerns fund performance determi-
nants. Obviously, a PE fund investor’s financial success has close links to the perfor-
mance of the funds she has invested in. Hence, a deeper understanding of
performance determinants for PE funds is likely to provide indications of importance
when evaluating links between investment strategies on the one hand and returns from
PE fund investing on the other hand. Consequently, the third analysis in this chapter
outlines descriptive presentations and statistical tests of performance determinants for
the PE funds in the dataset. Given that such factors have been studied in a number of
previous studies (see Section 2.3.5), these tests primarily investigate whether existing
research results are supported or rejected for the current data.
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Conclusions arriving from these three analyses were also valuable as inputs to the
development of the research model for this dissertation (see Chapter 7) and for the
subsequent hypothesis development (see Chapter 8).

5.2 Rise and development of the Swedish PE industry

The time-frame for the study includes the period from 1983 to 2003, i.e., beginning
with the first institutional investment into a Sweden-based private equity fund®. In
total 334 institutional investors were identified within the scope of this research. On
the whole they have invested in 73 private equity funds (46 VC and 27 BO focused
funds) managed by 34 private equity firms originating from Sweden. The total number
of Swedish PE fund investments made by these investors amounted to 848,
representing a total of 115 billion SEK. Descriptions of the type of institutional inves-
tors included in the study are provided in Table 5.1.

Table 5.1. Overview of institutional organizations included in the quantitative studies

‘ # ORG AVG AUM" AVG PE FUND INVESTMENTS
(bill. EUR) Globally / Sweden
| Asset managers | 47 | 22.3 | 16 | 2.2
| Banks | 27 | 1130 | 7 | 4.4
| Corporate investors | 44 | 5.8 | 4 | 1.8
| Endowments T | 3.7 | 35 L 14
| Family offices (incl. foundations) | 46 | 1.7 | 10 | 1.7
| Government agencies | 19 | 6.6 | 28 | 2.9
| Insurance companies | 27 | 5.9 | 8 | 2.9
| PE fund of funds | 48 | 3.7 | 48 | 23
| Private equity firms . 16 | 0.9 | 13 L 19
| Private pension funds | 28 | 243 | 5 | 2.5
| Public pension funds | 18 | 26.6 | 107 | 5.8
| TOTAL/AVERAGE . 334 | 18.3 | 2 | 25

Y Assets under management

One-third of these institutional investors could be referred to as professional ‘invest-
ment companies’, which includes asset managers, PE fund of funds and private equity
tirms. Together, they represent the largest group of PE fund investors in the material.
The second largest group of institutions in the data consists of family offices, followed

23 See footnote in Section 4.4.1 for a definition of Swedish private equity funds.
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by corporate investors. Government agencies and corporate investors, which are
investors considered to have not only financial objectives for their PE investment
activities (see Chapter 2), together represent about 20 percent of the LPs. The most
active group of PE fund investors in the dataset, in terms of the number of Swedish as
well as international PE fund investments during the period, is public pension funds.
These investors each made, on average, 107 PE fund investments throughout the
period, of which an average of 5.8 were made in Sweden. No other institution came
close to carrying out such high levels of investments, although the PE fund of funds
with an average of 48 globally made investments in the period were in second place.
Measured by assets under management, banks represent the largest group with an
average of 113 billion EUR. However, this says little about how much capital that was
invested in private equity since banks typically allocate only a fraction of their managed
assets to this particular asset class, while, in contrast, PE fund of funds and PE firms
are fully devoted to it (see Chapter 2). The majority of the institutional investors
included in the dataset originate from Sweden, and the Nordic institutions together
represent more than half of all investors (see Figure 5.1). North American, primarily
US-based, and European institutional investors each represent about 20 percent, while
investors from the rest of the world only account for a few percent.

Sweden 36%
North America
Rest of Europe

Rest of Nordic

Asia 4%

0% 5% 10% 15% 20% 25% 30% 35% 40%

Figure 5.1. Geographical origins of organizational investors included in the
quantitative studies (in total: 334 LPs)

Of the capital invested in Swedish PE funds throughout the period being studied, the
vast majority arrived from pension funds, representing 25 percent, followed by PE
fund of funds at 19 percent, insurance companies at 15 percent and asset managers
representing 13 percent of the total combined investments of 115 billion SEK. This
composition of institutions, however, is somewhat different from the situation for
Europe as a whole. Figure 5.2 illustrates comparisons between the type of institutional
PE fund capital sources in the period 1998 to 2003 in Sweden, arriving from the
present study, and Europe, based on statistics from EVCA/PWC/Thompson Finan-
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cial Economics?. For example, investment companies (including asset managers and
PE funds of funds) have been a far more dominant group of investors on the Swedish
market compared with the situation in the other European countries. Furthermore,
banks that are considered large and important providers of capital to the PE market in
Europe have been in comparison quite modest investors in the Swedish market. On
the other hand, family offices have been considerably more active as PE fund investors
in Sweden compared to the situation for other European regions?.

32%

Asset managers &
33%

PE fund of funds

Banks

Corporate investors
Endowments & fam.
Government agencies
Insurance companies

Pension funds 27%
25%
t T T T T T T ]

0% 5% 10% 15% 20% 25% 30% 35%
Quant study: 1983-2003 ® Quant study: 1998-2003 m EVCA 1998-2003

Figure 5.2. Types of institutional organizations: EVCA vs. the current quantitative
data. Percentage split per type of institution based on invested capital into PE
funds for the current researchduring the full period, and between 1998 and 2003
(=Sweden) vs. EVCA/PWC/Thompson Financial for 1998-2003 (=Europe)

The extent to which certain types of institutions have been actively investing in Swe-
dish PE funds has changed considerably over time, as will be discussed next. Since the
‘dot-com bubble’ had such a significant impact on the world-wide PE market as out-

24 There are limited statistics available about capital sources to European PE funds before 1998, hence the
chosen time periods used in these comparisons.

25 One can speculate about the identified differences in the composition of PE fund investor types in Sweden in
comparison with the rest of Europe. Besides factual differences in the mix of institutional organizations in the
vatious European countries, there are also other factors that may impact the results, such as data quality issues
in the databases used in EVCA’s analyses and reports. On the other hand, it may be likely that Sweden has a
larger proportion of BO funds in comparison with the average European country, and as the upcoming analy-
sis will show, BO funds typically have another mix of investors compared with VC funds. However, providing
a more in-depth investigation of the reasons for the noted differences is beyond the scope of this dissertation.
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lined in Chapter 2 (see also Section 5.4.1), three distinct periods emerge naturally from

the material; before, under and after the ‘dot-com’ period (cf. Hege 7 al., 2008).

5.2.1 The market is established: 1983-1997

The Swedish venture capital

market took off toward the end P For :t BO funds
. Int Asset Man B VCfunds

of the 1970s. After a period of ntCorp |

stagnation and industrial crisis, int Endow & Fam |

the Swedish government consi- Int Govern t

dered VC to be an important Int Pension |

contributor to entrepreneurial Intnsur |

innovation and growth and IntBanks |m

hence took an active role in |

forming the Swedish market Loc PE FOF |

(Karaémerlioglu and Jacobsson, Loc Asset Man

2000; Isaksson, 2006). In the Loc Corp

mid 1980s, 30 new regional and  LocEndow & Fam

governmentally managed in- Loc Govern

vestment companies had been Loc Pension

established and, in addition, LocInsur

about 20 privately held VC firms Loc Banks

were operational (Olofsson and 0 10 20 30

Wahlbin, 1985)- UP to 1997, Figure 5.3. Number of investments made into Swedish PE funds
eight of these Swedish VC firms 1983-1997. International and local investments into Swedish
managed eight PE funds capita- ~ BOvs- VCfunds

lized by institutional investors.

These early VC funds were relatively small, on average amounting to 217 mSEK, and
had on average 5.9 institutional investors per fund. A vast majority of the investors,
i.e., close to 90 percent, were local. The most common types of LPs were local pension
funds or endowments/family offices, each representing about 20 percent of the in-
vestments made in the period (see Figure 5.3). Swedish government agencies or re-
gional municipalities, however, accounted for only eight percent of the investments
into the funds. Also, local banks seemed to be rather reluctant to invest in VC funds at
the time, only making one investment during the period.

The BO fund market in Sweden developed in parallel with the VC market. In to-
tal, ten BO funds were founded during the studied period. While the government and
regional municipalities played a crucial role in the formation of the young venture
capital market, private institutional organizations kick-started the buyout industry. The
data reveal that out of the first five founded Swedish BO firms, four started as in-
house projects of two banks, one insurance corporation and one investment company,
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before being spun out as stand-alone entities. In other words, having strong sponsors
was obviously important also to BO firms, although the sponsors were private rather
than governmental. A vast majority of these institutions continued to fund the BO
firms after they had been spun out. The most active types of investors in terms of
making BO fund investments were local insurance companies, followed by local
pension funds and international PE fund of fund investors. In contrast to VC fund
investing, international LPs also invested in Swedish BO funds in these early days.
Other differences between the VC and BO funds were cleatly the fund sizes and the
average number of investors per fund; the BO funds were eight times an average VC
fund, amounting to on average 1.7 billion SEK with 16.4 LPs per fund (5.9 LPs for VC
funds).

When Sweden began to recover from the bank crisis by the early 1990s, the PE
industry expanded dramatically. The amount of capital invested into Swedish PE funds
by institutional investors between 1994 and 1997 was five times higher than the total
capital invested in Swedish PE funds from 1983 to 1993. A slight shift in the composi-
tion of fund investors also took place during this period. While banks and insurance
companies continued to be large fund investors in the mid-1990s, pension funds grew
in importance, likely as a result of relaxed restrictions for alternative asset investments
for public pension funds (see Chapter 2). In addition, asset managers and PE fund of
funds emerged as active fund investors in the Swedish PE market in the mid-1990s.

5.22 The dot-com bubble: 1998-2000

Toward the end of the century, the Swedish VC market boomed, just as many other
VC markets did. During the years 1998 to 2000, a total of 24 new Swedish VC funds
were founded, which was three times more than in the substantially longer period 1983
to 1997. In addition, these funds were significantly larger than previous VC funds,
amounting to, on average, 645 mSEK. In this ‘dot-com bubble’ period, institutions
that previously had shown limited interest in venture capital now became active inves-
tors. While the VC fund investment scene in the period was still dominated by local
pension funds, the variety of investors increased (see Figure 5.4). One type of investor
that was especially active towards the end of the 1990s was corporate organizations,
making up 15 percent of all VC fund investments in the period. Also, local banks,
which had been more or less absent on the Swedish VC fund market until then, in-
creased the number of investments in the asset class significantly. Furthermore, inter-
national institutions entered the Swedish VC market in full force and came to represent
close to 20 percent of all VC fund investments made in the period.
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Nine BO funds were estab-
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level by the same number, Le, Figure 5.4. Number of investments made into Swedish PE funds
16 percent. In particular, local 1998-2000. International and local investments into Swedish
banks and local insurance com-  BOvs.VCfunds

panies made significantly fewer

investments in BO funds, at the same time that both international endowments/family
offices and international PE fund of funds dramatically increased their ratios of Swe-
dish PE fund investments. In total, the international investors represented 37 percent

of all BO fund investments made from 1998 to 2000.

5.2.3 After the bubble burst: 2001-2003

After the year 2000, the Swedish PE market declined significantly due to the global
economic slowdown, and again it was the VC market that caused the dramatic shift. In
this period, the number of newly established VC funds decreased by 42 percent to a
total of 14 funds. The average fund sizes actually increased slightly to 676 mSEK on
average, although the number of LPs per fund decreased to 5.9 on average. In other
words, similarly to what had happened previously in the BO market, fewer institutions
invested more capital into fewer VC funds. The corporate investors heavily reduced
their activity levels as VC fund investors at the beginning of the 21t century (see
Figure 5.5). Local banks and local insurance companies made significantly fewer in-
vestments into VC funds, as well, decreasing their investment levels by 79 percent and
71 percent, respectively. Actually, while international investors also reduced the num-
ber of investments into Swedish VC funds (by 46 percent), local institutions decreased
their rates even more (by 65 percent). Meanwhile, the Swedish BO market continued
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Figure 5.5. Number of investments made into Swedish PE funds
2001-2003. International and local investments into Swedish
BOvs. VC funds

Before moving on to the analysis of PE fund determinants, a high-level overview
of performance heterogeneity amongst the PE fund investors is offered.

5.3 Performance heterogeneity across PE fund investors

In this section, results are presented from a high-level analysis of performance hetero-
geneity across the various types and origins of institutional investors active as Swedish
PE fund investors between 1983 and 2003.

Analysis of variance (ANOVA) was used to see how aggregated return multiples
from PE fund investing in Sweden may have differed between various types of PE
fund investors. A period-adjusted performance measurement was used to control for
period effects (see Section 5.4.1). The results from the ANOVA test indicate that the
differences in performance means between the various types of investors are signifi-
cant, F(10,323) = 3.67, p < 0.001 (see Table 5.2). Since the Bartlett’s test of equal
variances showed that the data does not meet the assumption of equal variances be-
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tween the groups, and given that the differences in the number of observations also are
somewhat high, the more robust Kruskal-Wallis test of median scores was applied, as
well. This test also indicates clear differences in performance among the 11 groups, i.e.,
22(10) = 30.47, p < 0.001.

Table 5.2. ANOVA and Kruskal-Wallis tests of performance heterogeneity based on investor type. Aggre-
gated adjusted performance from investments in Swedish PE funds 1983-2003

Adjusted performance N Mean Median S.D. ANOVA K-W?IIis
F-value A
Asset managers 47 1.01 1.06 0.51
Banks 27 1.21 1.07 0.58
Corporate investors 44 0.78 0.61 0.69
Endowments 14 1.36 0.90 1.00
Family offices 46 1.34 1.22 0.75
Government agencies 19 1.01 1.08 0.54 367 3047
Insurance companies 27 1.05 1.10 0.38
PE fund of funds 48 1.36 1.46 0.75
Private equity firms 16 0.71 0.68 0.47
Private pension funds 28 1.25 1.12 0.72
Public pension funds 18 1.31 1.32 0.61

Significance levels: " "p<0.001; ~"p<0.01; "p<0.05; 'p<0.10

Figure 5.6 graphically presents the aggregated adjusted performance means and me-
dians from Swedish PE fund investing in the period 1983 to 2003 for 11 types of
institutional investors. The investor groups are presented in falling order based on
aggregated performance means. For the most part, the average and the median mea-
surements provide the same rank of performance for each investor group in relation to
the others. Among the most successful investors are PE fund of funds, family offic-
es/foundations and pension funds. Banks, insurance companies, and asset managers
arrive somewhere in the middle when ranking Swedish PE fund investors top to
bottom. Private equity firms, corporate investors and government agencies have
received the lowest returns compared to their peers throughout the period. Endow-
ments turned out to be a more difficult group to classify. While this group’s average
performance has been superior to the others, the median value is on the lower side.
This is due to large variations within the endowment group where a few outliers have
outperformed all other investors, while others have been low performers.

These results are interesting to compare with earlier research on the same topic
(see Table 2.3 in Section 2.3.6). Apparently, the findings from the current analysis both
support and reject earlier results. For example, banks have both been pointed out as
highly successful PE fund investors (Hobohm, 2009) and identified as having a ten-
dency to sharply lag behind others (Lerner ez a/, 2007). In this study, banks appear
somewhere in the middle. Insurance companies have been found to earn low to me-
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dium returns (ibid.), which is in line with the findings of the current study. Earlier
research shows that pension funds have received rather mediocre returns (ibid.), but
still belong to the top-half performers in this study. Finally, the current study shows
that government agencies and corporate investors arrive at low returns, supporting
earlier research and overall expectations, given their additional goals as PE investors, as
discussed in Chapter 2 (Hobohm, 2009. See also Section 2.3.6).

Endowments

PE fund of funds
Family offices

Public pension funds
Private pension funds
Banks

Insurance companies
Asset managers
Government agencies
Corporate investors

Private equity firms

| } }

0,00 0,20 0,40 0,60 0,80 1,00 1,20 1,40 1,60
M Adjusted performance mean Adjusted performance median

Figure5.6. Institutional investor heterogeneity in performance based on type.
Aggregated adjusted performance from investments in Swedish PE funds 1983-2003

In addition, the differences between investors based on their geographical locality were
analyzed with an ANOVA test as well (see Table 5.3). Geographical locality here refers
to the region in which the institutional investor is situated, i.e., has its headquarters.
The tests indicated statistically significant differences between the groups, i.e., F(4,329)
=7.61, p < 0.001. Since the Bartlett’s test of equal variances was not fulfilled for these
groups either, the Kruskal-Wallis rank test was used, providing a 32(4) = 28.84, p <
0.001.
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Table 5.3. ANOVA and Kruskal-Wallis tests of performance heterogeneity based on investors’ geographical
origin. Aggregated adjusted performance from investments in Swedish PE funds 1983-2003

, N Mean Median S.D. ANOVA K-Wallis

Adjusted performance 2
F-value X

Sweden 119 0.91 0.82 0.61
Rest of Nordic 66 1.09 1.09 0.49
Rest of Europe 68 1.36 1.43 0.72 7617 28.84""
North America 69 1.35 1.44 0.80
Asia 12 1.03 1.28 0.65

Significance levels: ~~"p<0.001; ~'p<0.01; p<0.05; 1p<0.10

Figure 5.7 shows the performance means and medians from Swedish PE fund invest-
ments, based on the institutional investors’ geographical location. According to the
comparisons made here, European non-Nordic investors have been more successful
than the other investors, followed by North American, primarily US, investors, and
then by Nordic non-Swedish investors. Swedish institutions have received the lowest
returns.

Rest of Europe
North America

Rest of Nordic

Asia

Sweden

0,00 0,20 0,40 0,60 0,80 1,00 1,20 1,40 1,60
W Adjusted performance mean Adjusted performance median

Figure5.7. Institutional investor heterogeneity in performance based on geographical origin.
Aggregated adjusted performance from investments in Swedish PE funds 1983-2003

This study, in combination with earlier studies about performance heterogeneity across
PE fund investors (Lerner ¢ al., 2007, Hobohm, 2009), provides a sometimes contra-
dictory and ambiguous picture of how institutional investors actually succeed in rela-
tion to others. The result is, however, not overly surprising. Hobohm (2009) argued
that identified performance differences between investor groups to a large extent
depend on the time of observation. This dissertation will show that other factors such
as organizational characteristics and investment strategies likely are at least as impot-
tant for distinguishing performance determinants for PE fund investors, and hence
that a multivariate analysis is called for. The following section will provide some first
indications of performance factors affecting PE fund investors.
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5.4 PE fund performance determinants

In this section, descriptive

presentations and statistical w 5 e,

tests of performance deter- .
minants for the funds in the ol . .
quantitative dataset will be .

outlined. As stated above, 73 “ae .

ptivate equity funds are " o .. ..
included in the study, whe- :

reof 46 are VC funds and 27 N . R - .. .
are BO focused funds. Figure . e . R
5.8 illustrates the average — _| ',:§"
performance for the BO and 1985 1990 1995 2000 2005 1985 1990 1995 2000 2005
VC funds per vintage. The vintage

diagrams point at one pet- Figure 5.8. Swedish PE fund performance multiples per vintage

formance determinant that and type. 27 BO vs. 46 VC funds

has strong support in the PE literature and in practice (see Section 2.3.5); i.e., that BO
funds in general outperform VC funds, although the variations in VC returns are
larger.

This factor is just one of several determinants of PE fund returns that have been
identified in existing PE research (cf. Section 2.3.5 and Séderblom and Wiklund, 2005).
In the following subsections, some of the more common performance factors pointed
out in earlier studies will be tested on the current dataset. These are grouped into four
distinct areas: (i) macro-economic situation, related to when PE funds are set up, (if) man-
agement teams’ Anowledge and experience levels about/from private equity investing,
(iii) size of managed capital, i.e., PE fund sizes, and (iv) targeted portfolio companies,
i.e., fund focus. The variables of interest in the following analyses are presented in Ap-
pendix 11. In Appendix 13, correlations and descriptive statistics for the variables
potentially associated with fund performance are presented.

5.4.1 Macro economic situation

Figure 5.9 depicts returns from the Swedish stock exchange market (i.e., the NASDAQ
OMX Nordic Exchange), the Swedish long-run government bond yield index, together
with the average return multiples per vintage for the VC and BO funds in the dataset.
The latter numbers have been delayed by four years, taking into account that exits
from PE investments are on average executed at the earliest three to five years after
fund establishment (see Chapter 2). The diagram indicates that both VC and BO fund
returns are linked to macro-economic conditions. That PE returns co-vary positively
with business cycles and stock-market indices has strong support in the private equity
literature, as well, as discussed in Chapter 2 (e.g Gompers and Lerner, 2000; Kaplan
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and Schoar, 2005). Furthermore, the graphs indicate that VC funds are even more
affected by downturns compared with BO funds, which also has been pointed out in
earlier studies (Diller and Kaserer, 2008).

In Figure 5.9, three distinct
boom and bust periods are noti-
ceable. From the beginning of the
1990s until the year 2000, the
stock market developed positively
and the financial market in Swe-
den could be denoted a ‘boom’
market. Between the years 2000
and 2003, however, the overall
economy went through a down
period where the stock price
index was clearly declining. In
2003, the macro-economic situa-
tion started to recover, resulting
in a positive development of the
stock market indices. Given the
duration between fund founda-
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Figure 5.9. Swedish avg. PE fund performance multiples in
comparison with stock and bond indices

tion and portfolio firm exits, as discussed above, these three periods in terms of PE
fund vintages could roughly be set to: (i) before 1998, (i) between 1998 and 2000, and
(i) between 2001 and 2003. Variations in fund performance based on the period in
which they were raised are clearly illustrated in Figure 5.10. Particularly apparent is the
decline in VC fund performance from period 1 to period 2.

3,5

o\

Act VC fund perform.

Act BO fund perform.

----- Adj VC fund perform.

1,5 AN

Adj BO fund perform.

0,5

Period 1
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Figure 5.10. Swedish PE fund performance multiples (actual vs. period adjusted)

- period and type
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The performance differences between the 73 PE funds in the dataset based on wheth-
er they were raised in period 1, period 2, or period 3 were also tested statistically. An
ANOVA test showed that the difference in performance means between the periods
were significant, F(2,70) = 7.10, p < 0.01 (see Table 5.4). However, given that Bartlett’s

probability test indicates that
the ANOVA assumption of Table 5.4. ANOVA and Kruskal-Wallis tests of PE fund performance

. variations in three distinct periods
equal variances was not

fulfilled, the period effects N Mean Me- ANOVA | K-Wallis
> P Performance dian F-value 7
on performance were also

tested in a Kruskal-Wallis i;ggslr:;e‘j 18 | 332 | 350
test of median scores across
: Funds raised - «
the groups. T@s test sup- | 1500000 33 1.59 1.10 7.10 8.67
ported the notion that there
. . Funds raised
were significant differences | 5901-2003 22 167 112

in fund performance in the
three periods: y?(2) = 8.67,
p < 0.05.

Significance levels: mp<0.001; “p<0.01; *p<0.05; Tp<0.10

Consequently, in order to control for period effects in the upcoming hypothesis
testing, an adjusted performance variable was developed. This relative measurement of
performance was calculated by dividing the actual performance by the average perfor-
mance for the period in question. Figure 5.10 shows both the actual and the adjusted
performances for the VC, as well as for the BO funds included in the study.

5.4.2 PEfirms’ knowledge and experience levels

Earlier research suggests that the return from a subsequent fund correlates with the
outcome from its predecessor (Kaplan ez 2/, 2003; Diller and Kaserer, 2008; Phalippou
and Gottschalg, 2009). That is, if a PE fund’s performance is superior, the likelihood
that the upcoming fund also will be successful is high. On the other hand, in case of a
poor performing fund the subsequent fund is likely to be unsuccessful as well. Often, a
PE firm that has managed a poor performing fund will not even be able to raise a new
fund. Theoretical explanations behind this ‘persistence phenomenon’ typically orient around
management teams’ skills and resources. For example, as discussed in Section 2.3.5, PE
teams responsible for managing successful funds have gained superior knowledge and
experiences, established networks and developed an attractive brand that will provide
positive signaling effects (Manigart ez a/., 2002; Diller and Kaserer, 2008; Phalippou and
Gottschalg, 2009), factors that together will constitute a solid foundation for future
successes.
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Figure 5.11. Swedish PE fund performance multiples (actualvs. period adjusted)
-sequence numberand type

Figure 5.11 shows the average performance of first funds, second funds, etc., split by
VC versus BO funds. The figure illustrates both all first-time funds included in the
study, as well as only those first funds that were followed by a subsequent fund. When
considering all first-time funds in the data gathered, the ‘actual’ lines show drops in
returns from first to second time funds for both BO and VC funds (see the solid lines).
But, when controlling for period-based variances as discussed in the previous section,
the diagram gives no clear indication of links between previous funds’ and their pre-
ceding funds’ performances (see the dotted lines). When tested in linear regressions, no
significant relationship between an earlier fund’s performance and subsequent perfor-
mance could be noticed. Moreover, no relationship between fund sequence numbers
and performance could be identified; a higher sequence number did not clearly cova-
riate with higher performance. In other words, the data did not provide support for the
notion that a previous fund’s performance in general is a determinant for a subsequent
fund’s performance, which contradicts eatlier research (Kaplan and Schoar, 2005;
Phalippou and Gottschalg, 2009).

What these statistical tests did reveal, however, were clear differences between
performance for first-time funds and later funds. Given that the adjusted performance
variable did not follow a normal distribution, a Wilcoxon Mann-Whitney test was used
for examining potential differences between first and later funds’ returns. The test was
carried out for all funds, and also separately for BO respectively for VC funds (see
Table 5.5). For all three categories, subsequent funds did on average perform better
than first-time funds, although the difference was only significant on the total level
(3= 2.428, p < 0.05). In other words, funds having a sequence number of 2 or above
performed significantly better than the first fund raised by a PE firm. This finding, i.e.,
that first-time funds on average generate lower returns than funds with higher se-
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quence numbers, supports earlier research (Hochberg ez al, 2007; Phalippou and
Gottschalg, 2009).

Table 5.5. Wilcoxon Mann-Whitney test of first vs. subsequent PE
fund performances

Adj. performance First Sub TOTAL | Mann-W.
funds funds z-value
:]0] Mean 1.46 1.52 1.50
S.D. 0.73 0.72 0.71 0.194
N 7 20 27
VvC Mean 0.60 0.82 0.59
S.D. 0.60 0.82 0.60 0.144
N 27 19 46
All Mean 0.78 1.18 0.99
S.D. 0.71 0.84 0.80 2.428"
N 34 39 73

Significance levels: mp<0.001; ”p<0.01; *p<0.05; p<0.10

When shifting the level of analysis from the fund level to the PE firm level, i.c., eva-
luating the 34 PE firms included in the dataset, similar evidence was identified. The
data indicates that a PE firm that has managed an unsuccessful first-time fund will
rarely succeed in raising a second fund. Of all included PE firms, 16 raised a subse-
quent fund within the time frame for this study. The average period-adjusted perfor-
mance for first funds followed by a second fund was 1.27 times the invested capital,
while PE firms that did not raise a second fund delivered on average only 0.48 times
the invested capital. A Wilcoxon Mann-Whitney test showed that the difference was
significant (g = -3.608, p < 0.001). This result also has support in previous studies (e.g.,
Laine and Torstila, 2004).

5.4.3 PE fund size

One factor often identified as being associated with better performance, as addressed
in Section 2.3.5, is fund size. Larger capital bases are considered beneficial to both VC-
and BO-focused management teams due to multiple reasons, including economies of
scale, positive signaling effects, and improved readiness to handle downturns (e.g.,
Nikoskelainen and Wright, 2007; Phalippou and Gottschalg, 2009).

Given that neither the fund size nor the fund performance variables in the current
dataset were normally distributed, a Wilcoxon Mann-Whitney test was applied to
investigate possible links between fund size and fund performance. However, no such
correlation could be identified for either of the fund types, i.e., VC or BO funds. This
finding was interesting since it contradicts a rather broadly supported hypothesis
within the PE literature (ibid.). A few studies, however, have indicated potential down-
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sides of managing overly large funds, proposing that the optimal size of PE funds
takes on a curvilinear shape (Gompers and Lerner, 1999b; Phalippou and Gottschalg,
2009).

5.4.4 PEfund focus

As discussed in Chapter 2, a PE fund is normally focused on a certain company matur-
ity phase, type of industty, and/or geography. Eatlier research has suggested that the
type and level of specialization may impact fund performance.

One well-supported notion in existing PE research is, as discussed in Section
2.3.5, that BO funds in general outperform 1'C funds (Ljungqvist and Richardson, 2003;
Driessen et al., 2008; Phalippou and Gottschalg, 2009). That the current data also show
such differences was already apparent in Figure 5.10 and Figure 5.11. In terms of
adjusted performances, BO funds delivered 1.50 times invested capital (sd. 0.71), while
VC returned a significantly lower 0.69 of the investments (sd. 0.70). A Wilcoxon
Mann-Whitney test (see Table 5.6) showed that the difference between the groups was
significant (z = -4.612, p < 0.001). The actual average performance for the VC funds

and BQ funds in th? dataset were, Table 5.6. Wilcoxon Mann-Whitney test of BO vs. VC
respectively, 3.08 times and 1.43  fynd performances

times the invested capital. In other N | Mean | sD | Mannw.
wortds, the current data also con- Adj. performance z-value
firm the widely supported view that BO funds 27 150 | 071
BO funds in general tend to gener- VC funds 46 069 | 0.70 -4.612
ate better returns than VC funds. Significance levels: *p<0.001; ~'p<0.01; "p<0.05; Tp<0.10

Another variable that has also been put forward as affecting PE fund perfor-
mance is phase focus. In the current study, this variable ranges from 1 to 4 and measure
the company phase towards which a specific PE fund is oriented. If the targeted
portfolio companies are within an early-stage phase, the variable is low (1), while the
opposite holds true for a mature cash-flow-positive phase (4). The correlation table in
Appendix 13 shows a significant positive correlation (p < 0.001) between later phase
focus and performance, which supports eatlier studies (Manigart ¢z al., 2002; Das et al.,

2003).

Also, the Specialist focus vatiable is significantly correlated to PE fund performance
(see Appendix 13). This binary variable measures whether the fund has a specific
industrial or technology focus for its investments, or if it is a generalist fund. Earlier
VC as well as BO studies have found positive links between increased specialization
and fund performance (Das ef al, 2003; Gompers ¢t al., 2009). For the current data,
though, this variable shows a significant negative correlation with fund performance,
indicating that less specialization correlates with higher performance. However, the
Specialist focus variable also correlates significantly negatively with BO focus, and given
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that all BO funds in the current dataset have a generalist profile, the specialist variable
is likely a converted indication of BO focus and the corresponding performance.

Finally, the extent to which geographical focus correlates with performance was in-
vestigated. There is some evidence in the eatly European VC literature that an ovetly
narrow geographical focus has a negative impact on fund performance (Manigart,
1994). For the current dataset, though, no correlation between geographical prefe-
rences and PE fund performance could be identified.

55 Summary

This chapter presented three analyses of the Swedish private equity market. First, a
description of the Swedish PE fund market’s formation and evolution over a period of
20 years was provided. Second, a high-level analysis of performance heterogeneity
among PE investor types was outlined. Third, an analysis of performance determinants
for PE funds was presented. These analyses have all made use of the quantitative data
collected within the framework of this dissertation, and they contribute to the overall
enhanced understanding of the field of PE fund investing. Summaties of the results are
presented in separate subsections.

5.5.1 The Swedish PE industry 1983-2003

Similar to most other markets, institutional investors have played an important role as
capital providers to the Swedish PE industry. In addition, a vast majority of all the
investments made into Swedish PE funds, both in terms of number and amount of
capital, has been made by professional investment firms, followed by pension funds
and then insurance companies. Swedish institutions have dominated the market,
representing 36 percent of all PE fund investments made. However, a shift over time

in various institutions’ activity levels and fund investors can be noted (see Figure 5.12
and Figure 5.13).

When the Swedish PE industry was young and still evolving, banks, together with
insurance companies, were the most active investors in the Swedish market, both in
terms of investments made and amounts invested into the asset class. In the mid-
1990s, the industry expanded significantly. The total level of capital invested into
Swedish PE funds by institutional investors between 1994 and 1997 was five times
higher than the invested amount throughout the period 1983 to 1993. While banks and
insurance companies continued to be large fund investors, pension funds grew in
importance toward the end of the 1990s, together with asset managers and PE fund of
funds. Also corporate investors were rather active as PE fund investors around the
year 2000.
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Figure 5.12. Number of investments made into Swedish PE funds 1983-2003
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Figure 5.13. Total amount invested into Swedish PE funds 1983-2003

Toward the end of the century, international institutions began to enter the Swedish
market in significant numbers. During this period in time, the industry virtually culmi-
nated in terms of number of established funds, capital levels and number of fund
investments — all driven by the large interest in VC fund investing. However, after the
millennium shift, the market declined dramatically due to the trend away from venture
capital. Banks, insurance companies, and, not least, corporate investors, all made
significantly fewer investments and invested less total capital into PE funds at the
beginning of the 215t century. Pension funds decreased their number of investments,
but grew in monetary terms with an expanded interest in buyouts. Additionally, PE
fund of funds intensified their Swedish fund investment activities in the period, both in
terms of the total number of investments and in Swedish kronor.

123



CHAPTER 5

There has been a quite substantial difference between various investors’ propensi-
ty to invest in VC versus BO funds. The Swedish VC market was to a large extent
initiated by governmental initiatives at the beginning of the 1980s. It is interesting to
note, though, that while local government agencies and corporate investors made more
investments into VC funds than into BO funds, the difference is not large. Indeed,
measured in monetary terms, the investment levels are more or less the same. That is,
given that these types of investors tend to choose contributions in terms of economic
growth or technological innovation rather than strictly focusing on monetary returns
(see Chapter 2), a more distinct focus on VC investments would have been expected.
Instead, local pension funds have been the most active VC fund investors, followed by
local insurance companies. Another interesting observation is that while all types of
institutions seemed to leave, or heavily reduce their investments in, venture capital
after the new millennium, local LPs reduced their activity levels more than the interna-
tional investors did.

Turning to the BO segment, private Swedish institutions have had important roles
as initiators of this industry; some of the more well-known PE firms started as in-
house projects in banks, insurance corporations, or investment companies. These
organizations continued to be important investors in upcoming funds, as well. Having
said that, the BO firms also early on managed to gain the interest of international LPs.
Throughout the period 1983 to 2003, international PE fund of funds made the vast
majority of the Swedish BO fund investments, followed by local pension funds and
then by local insurance companies. The BO fund market was not hit by a downturn
during this study period, as was the situation for the VC firms?0. Instead, the interest in
investing in BO funds simply expanded over time, as shown in the increased fund sizes
and numbers of investments made. It is interesting to note, though, that the number of
investments made by Swedish institutions into BO funds actually decreased over time
and instead, international LPs increased their activity levels.

One final comment: this is the first time that the rise and development of the
Swedish PE industry has been recounted from an institutional investor perspective, to
my knowledge. In that sense, it represents new knowledge.

5.5.2 Summary of performance heterogeneity across PE fund investors

A high-level study, based on univariate analysis, was made of performance heterogenei-
ty across the 334 institutional investors investing in Swedish PE funds between 1983
and 2003. PE fund of funds, family offices/foundations and pension funds seemed to
be the institutions that have enjoyed the highest returns from their investments in

26 The most severe blow against the BO market happened in fall 2008 as a result of the global financial crisis;
this transpired after the period of study.
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Swedish PE funds during this period. By contrast, PE firms, corporate investors and
government agencies have underperformed other investors. These results both con-
firm and contradict earlier research, which supports the view that the types or origins
of investors are far from being the only explanations behind variations in perfor-
mances across PE fund investors. Instead, factors such as organization-specific charac-
teristics, timing and investment strategies are likely to have equally strong, or even
stronger, impacts on returns. Hence, a multivariate analysis of performance determi-
nants for PE fund investors provides a more comprehensive understanding of the
phenomenon being studied. This issue is addressed in the hypothesis-testing study
outlined in Chapter 8 and presented in Chapter 9.

5.5.3 Summary of PE fund performance determinants

The third study in this chapter investigated a number of suggested PE fund petfor-
mance determinants. In univariate statistical analyses, links between various factors and
PE fund performance were tested. The analysis showed that:

e There is a clear period effect — funds raised up to the year 1997 in general perform
better than funds raised between 1998 and 2003. This result supports eatlier find-
ings.

e Adjusted for period effects, subsequent PE funds do not in general perform better,
or worse, than previous funds, a result that contradicts existing research. Having
said that, subsequent funds generate on average significantly better returns than
first-time funds. This is irrespective of whether the funds are BO- or VC-focused.
The result supports previous findings.

e PE firms that have delivered poor returns in their first fund run a large risk of not
being able to raise a second fund.

e BO funds have on average generated significantly better returns than VC funds.
The result once again confirms a well-established view about performance differ-
ences between the two asset classes.

e Fund size does not seem to have any effect on the returns a PE fund can generate.
This was a somewhat surprising result, given that there is relatively broad support
in the PE literature for the notion that larger funds are associated with supetior pet-
formances.

e Similatly, geographical focus does not appear to affect fund performance either.
The result contradicts earlier findings, although the factor has not been studied to
any great extent previously.

The next chapter will continue to offer discussions and analyses of findings emerging
from the empirical data collection. In this case, the data arrives from in-depth inter-
views with 36 institutional investors, providing their perspectives and opinions about
PE fund investing in general and about investment strategies more specifically.
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CHAPTER 6

Analysis of PE fund investors
and their investment strategies

This chapter presents results from in-depth interviews with 36 institutional investors who invest in private equity
Sfunds. The purpose with this qualitative study is to explore beterogeneity in attitudes, approaches, and, especially,
investment strategies related to PE fund investing across different investor categories. The investors are divided
into four groups based on their respective organization-specific type: (i) asset managers and PE fund of funds,
(i7) banks, insurance companies and private pension funds, (iti) faniily offices/ foundations and public pension
Sunds, and, (iv) corporate investors and government agencies. The analysis seeks to provide a deeper understand-
ing about how differences in organizational characteristics may affect institutional investors’ motives for investing

in private equity, ways of working, satisfaction with investment performances, and their respective choices of
investment strategies.

6.1 Infroduction

This chapter aims to provide a broad understanding of institutional investors’ opinions
and perceptions about private equity as an asset class. Specifically, it seeks to identify
how differences in organizational characteristics may affect investment strategies. This
is done by presenting the results and analyses emerging from in-depth interviews with

36 individuals working at 36 large institutions located primarily in Sweden and in the
UK2.

The organizations included in this qualitative study represent a broad spectrum of
institutions in terms of variations in types, sizes, investment focuses, experiences, etc.,
as shown in Table 6.1. The largest group in the dataset consists of PE fund of funds,
which represent close to 20% of the institutions, followed by public pension funds at
17%, and then corporate investors, which represent 14% of the organizations. 26 of
the interviewed institutions were Swedish, while the others originated from the UK (7),
the US (1) and from other European countries (2).

27 For details about how organizations and respondents were chosen, how interviews were cartied out, and how
the analysis was conducted, see Section 4.3.
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Table 6.1. Overview of institutional organizations participating in the qualitative study (in total: 36)

| AVG |

TYPE OF INSTITUTIONAL INVESTOR

MED | MIN-MAX OBS

| Asset managers

| Banks

| Corporate investors

| Family offices & foundations

| Government agencies

I Insurance companies

| PE fund of funds

| Private pension funds

| Public pension funds

ASSETS UNDER MANAGEMENT

w

P

| (billion) | 273sek | 18SEK | 02-4500SEK | 36
ASSET ALLOCATION (excl. investors with 100% PE focus)

| Fixed income | 48.1% | 41.0% | 50-930% | 19

| Stocks | 37.8% | 40.0% | 60-720% | 19

‘ Alternative assets ‘ 14.3% ‘ 9.0% ‘ 0.1-62.0% ‘ 19
whereof PE 4.2% 2.0% 0.1-46.0% 23

INVESTMENTS & ORGANISATIONS

I No. of PE fund investments I 67 | 13 | 1-550 I 35
| No. of Swe PE fund investments | 10 | 6 | 1-51 | 36
| No. of PE professionals | 7 | 2 | 0-58 | 35
| Experience (years in PE) | 13 | 12 | 1-29 | 36
Figure 6.1 shows the assets under manage-

ment for 33 of the 36 institutional investors billion SEK

(the three largest organizations are excluded in 400

the graph to increase readability). Taken 350

together, the institutions in the study manage 300

more than 9,800 billion SEK, i.e., over 1,000 250

billion EUR. On average, they control 273 200

billion SEK, with total funds under manage- izz

ment ranging from 200 million SEK to 4,500 o L
billion SEK. This means that the amount of 0 el

capital varies considerably between the institu-
tions. While the five largest organizations in
the dataset on average manage 1,600 billion
SEK, the number for the remaining 31 organ-

128

Figure 6.1. Managed assets by institutional
organizations participating in the qualitative
study (33 of 36 org.)



ANALYSIS OF PE FUND INVESTORS & THEIR INVESTMENT STRATEGIES

izations amounts to 60 billion SEK. The median investor manages 18 billion SEK.

There are also large differences in the extent to which the various institutional ot-
ganizations focus on private equity investing. Of the 36 institutions, 36 percent are
more or less solely dedicated to investments in private equity. This includes not only
the PE fund of fund investors in the dataset, but also a few government agencies and
one public pension fund. For the remaining 23 institutions, private equity represents
just one possible investment vehicle amongst several other types of asset classes, such
as fixed income, public stocks or other alternative assets. The allocation schemes
between these investors are far from uniform. For example, the proportion of fixed
income types of securities in the investors’ portfolios ranges from five to 93 percent,
while investments in public stocks represent everything from six to 72 percent. The
amount of capital set aside to alternative assets, including hedge funds, real estate,
infrastructural funds, and private equity, also differs rather dramatically between the
institutions, ranging from 0.1 to 62 percent.

However, the proportion of capital invested in private equity seems in compari-
son to be relatively similar for most investors. After excluding one extreme outliet,
allocations to private equity on average amounted to 2.3 percent, with a median at 2.0
percent. In other words, the institutions in the dataset that invest in various financial
assets allocate in general just above two percent to private equity.

The following subsections will present results and related analyses for this qualita-
tive study. Since the purpose of the study was to provide a broad and encompassing
perspective on private equity fund investing, the 36 study objects were split into four
types of investors. Thereby, more complex analyses were made possible where ex-
pected, but also, less apparent findings became more readily visible. Throughout the
chapter, quotes from the interviews will be presented. For a list of the respondents
referred to in the interview excerpts, see Appendix 6. Before presenting the results,
however, the following subsection provides a description of how the material was
divided into four groups.

6.2  Four types of investor groups

Following eatrlier research on differences across institutional PE fund investors (Barnes
and Menzies, 2005; Mayer e/ al., 2005; Schertler, 2005; Lerner ¢# al., 2007), the material
was classified according to investors’ respective sources of capital (see Figure 6.2).
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Figure 6.2. Types of institutional organizations in each subgroup (the qualitative study)

The first group of 12 organizations consists of professional ‘investment companies’,
which on a full-time basis provide professional management of financial assets on
behalf of their clients. These investors are obviously themselves dependent on raising
external capital in order to survive. The group includes asset managers and PE fund of
funds. The second set of investors operates within large financial institutions and
typically invests capital arriving from two distinct sources. That is, they invest capital
from the balance sheet of their parent organizations, but they also manage funds on
behalf of external entities (cf. Barnes and Menzies, 2005). This may include investment
teams within banks that invest the parent bank’s own capital, as well that of as their
clients. Thus, this group is referred to as ‘hybrid’ investors. A total of eight institutions
belong to this cluster, including two banks, three insurance companies and three
private pension funds. The third group of investors manage only their owners’ capital
by investing directly from the balance sheets, and thus will here be referred to as
financial ‘balance sheet’ investors (cf. Barnes and Menzies, 2005). The dataset contains
eight institutions belonging to this group: two families/foundations and four public
pension funds. None of these investors need to raise capital externally for their activi-
ties; instead they act on behalf of one specific principal, be it the government (in case
of public sector employees) or a wealthy family/foundation. The fourth and final
group includes organizations that are not financial institutions, such as government
agencies and corporate investors. These types of organizations invest in private equity
not only for financial reasons, but also consider other factors above and beyond com-
mercial success, such as spurring job creation or technological development (cf. Chap-
ter 2). The group consists of eight organizations, and will hereafter be referred to as
‘non-financial’ investors.
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6.3 Characteristics and motives

There are large variations between the four groups in terms of assets under manage-
ment, the level of funds set aside for private equity investing, the dedication to the
asset class, and also in motives for investing in private equity. These differences will be
discussed in this subsection (for a summary, see Table 6.2).

Table 6.2. Summary of characteristics and investment motives for the various investor groups

INVESTMENT HYBRID BALANCE SHEET NON-FINANCIAL

COMPANIES
Assets under Span: 0.2-4.5’ bil. Span:  9-671 bil. Span: 2.3-440 bil. Span: 0.2-36 bil.
managementl) Avg.: 597 bil. Avg.: 151 bil. Avg.: 175 bil. Avg.: 7 bil.
(SEK)
Capital for PE Span: 0.1-160 bil. Span:  0-6.4 bil. Span: 0.1-19.6 bil. Span: 0.1-36 bil.
fund inv" Avg.: 43.1 bil. Avg.: 1.9 bil. Avg.: 5.0 bil. Avg.: 5.3 bil.
(SEK) Med: 12.8 bil. Med: 1.0 bil. Med: 2.1 bil. Med: 0.6 bil.
Allocations to 7 LPs:  90-100% Ave.: 1.6% 1LP: 100% 5 LPs: 100%
PE fund inv" Othavg.: 12.3% B e Othavg.: 1.8% Othavg.: 3.6%
Done PE fund Span: 0.2-44 Span: 0.5-4 Span: 0.4-14 Span: 0.1-23
inv? Avg.: 12.2 Avg.: 15 Avg.: 3.4 Avg.: 33

4% Swe 48% Swe 49% Swe 18% Swe

Number of inv Span: 2-58 Span: 0.1-8 Span: 0.2-15 Span: 0.2-21
professionals” Avg.: 13.2 Avg.: 2.0 Avg.: 3.0 Avg.: 6.0
Motives for Exp. high returns Exp. high returns Exp. high returns Exp. high returns
i'_“’ inPEfunds | Attractive risk- Portfolio divers. Attractive risk- Good citizenship
(in order) return return

Build brand

Attractive risk-
return

Portfolio divers.

Portfolio divers.

Building brand
Build brand

New inv opport.

Strategic impor-
tance

UAt the time of the interview, i.e., spring 2008. 2)Average number of PE fund investments done per year since foundation.

6.3.1

In the private equity literature, larger fund sizes are considered to capture several
benefits such as economies of scale, strong signaling effects, positive learning out-
comes, and better performance (e.g., Gompers and Lerner, 1999b; Hochberg e al,
2007; Metrick and Yasuda, 2010). Along the same lines, size has also been suggested as
a success factor for PE fund investors. While still scarcely researched, Da Rin and
Phallippou (2010) present preliminary evidence that investor size in terms of assets
under management might be a determinant of future performance.

Assets under management

There are substantial differences in size between the four groups in the dataset.
The group ‘investment companies’ has by far the largest amount of capital under
management, amounting to, on average, 597 billion SEK in comparison with on
average seven to 175 billion SEK for the other three groups. This difference is even
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more apparent when comparing capital set aside for PE fund investments. The ‘in-
vestment companies’ on average allocate 43.1 billion SEK to such investments, which
is ten times the average for the other institutions. The second largest group of private
equity investors in the dataset is the ‘non-financial’ organizations, which set aside on
average 5.3 billion SEK to the asset class. However, this latter group consists of one
extreme outlier, and if excluded, the remaining investors only allocate on average 0.9
billion SEK to private equity. The ‘balance sheet’ and the ‘hybrid’ investors allocate on
average 5.0 billion SEK and 1.9 billion SEK to the asset class, respectively.

6.3.2 Dedication to PE investing

The investors in this study differ rather radically in their dedication and commitment
to private equity investing. This is demonstrated, in part, by the respective investors’
capital allocations to the asset class. On average, the investors in the dataset allocate 38.2
percent of their capital to private equity. As expected, the ‘investment companies’ set
aside the largest part, whereas the seven PE fund of funds invest only in this asset, as
expected. The remaining five investors in this particular group allocate on average 12.3
percent to private equity.

Many of the ‘hybrid’ and ‘balance sheet’ investors rely on Asset Liability Modeling
(ALM), which guide them to their ‘optimal’ ratio of various financial assets. ALM is a
tool used to explore risks and rewards in terms of both assets and liabilities by quanti-
fying the risk-reward trade-offs. The ‘hybrid’ investors tend to follow a rather tradi-
tional allocation strategy, in general striving to build portfolios containing 40 percent
fixed income instruments (e.g., government bonds), 50 percent variable return securi-
ties (mainly publicly traded stocks) and 10 percent alternative investments, whereof
1.8 percent is in private equity. The institutions in the ‘balance sheet’ group in a similar
way set aside on average 50 percent to investments in fixed income, 38 percent in
stocks and about 12 percent in alternative investments, including 1.6 percent to private
equity. That is, the ‘balance sheet’ and ‘hybrid’ investors, all Swedish institutions,
appear rather modest in their allocations to private equity. Eatlier reports show that
European institutions, mainly insurance companies and pension funds, allocated about
two to five percent to private equity in the period 1995 to 2005, while their US peers
set aside five to seven petcent to the asset class during the same period (Herrero, 2007;
Russell Research, 2009. See also Section 2.2.3). Hence, the Swedish pension funds,
banks, insurance companies and family offices included in this study tend to allocate
less capital to private equity compared to their international peers. However, there are
indications in the data that a few of the investors are eager to increase their allocation
levels to private equity:
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“T believe we conld allocate considerably more money fo private equity investments. |...]
Take Yale, for example: they allocate more than 20% to hedge funds and 20% to private
equity. OK, they are extreme and have very long investment horigons. But we conld defi-
nitely allocate more to alternative investments, and especially to private equity, given the his-
torically high returns.”

(Respondent #R28, Bank)

Of the eight organizations included in the ‘non-financial’ group, five are fully dedicated
to private equity investing. The remaining three, all corporate investors, set aside on
average almost four percent to the asset class.

The activity levels of private equity investors also vary between the institutions. Not
surprisingly, the institutions belonging to the ‘investment company’ group make on
average far more PE fund investments per year compared with the others. This group
of investors carries out on average 12.2 investments each year, while the ‘balance sheet’
and ‘hybrid’ group of institutions make only 3.4 and 1.5 investments yeatly, respective-
ly. The ‘non-financial’ type of organizations atrives at a yearly average of 3.3 PE fund
investments. However, this latter result is somewhat skewed due to one large Euro-
pean governmental type of investor. If excluding this investor, the remaining organiza-
tions in the ‘non-financial’ group invest in only 0.5 PE funds per year on average.

The PE literature usually suggests that investing in private equity is no simple task
due to the high levels of secrecy and uncertainty that are commonplace in the market,
together with the long lead times (Bance, 2004; Miller, 2008. See also Section 2.2.5).
That is, evaluating private equity fund managers is considered a more complex task
than benchmarking managers of quoted companies or other vehicles for which public-
ly information is available. Hence, investing in private equity is regarded as a much
more resource-intensive activity than investing in quoted securities. Whether the
vatious types of institutions in the study have set up their own dedicated private equity
investment entities or have chosen other ways to manage their PE portfolios differs on a
case-by-case basis. The ‘investment companies’ have by far the largest pools of internal
resources dedicated to private equity investing, with on average 13.2 PE investment
professionals on staff. Although the spread is large within the group, none of the
‘investment companies’ have fewer than two full-time staff to manage the PE fund
investments. The ‘balance sheet” and ‘hybrid’ investors together have an average of
2.5 investment professionals per organization. However, after excluding two large
institutions with, respectively, eightand 15 full-time investment professionals, the
remaining organizations in these two groups have an average of only 1.2 employees
dedicated to the asset class.

The ‘non-financial’ group shows large variations in the number of dedicated re-
sources for private equity investing. The government agencies have relatively large
organizations, with on average more than 14 persons committed to private equity,
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investing both in PE funds and also directly into portfolio firms. In a vast majority of
the corporate organizations, however, private equity investing is typically managed on a
part time basis by the CFO or one of her co-workers.

During the interviews, it also become apparent that the &nowledge levels about the
asset class, e.g., the possession of a deep understanding of its fundamental characteris-
tics, current market trends, prevailing terms and conditions between LPs and GPs, etc.,
varied considerably among the investors. Once again, it was the ‘investment compa-
nies’ that during the interviews demonstrated the deepest understanding about private
equity as an asset class. The ‘balance sheet’ investors appeared more knowledgeable
about private equity fund investing than did the ‘hybrid’ and ‘non-financial’ investors.
The ‘hybrid’ investors, in particular, came across in the interviews as those having the
most limited understanding about this particular asset. This was not ovetly surprising,
given that these institutions in general have substantially fewer resources allocated to
PE investing and make the fewest PE investments per year of all groups. The ‘hybrid’
institutions appeared to be well aware of their limited knowledge. Indeed, a few actual-
ly considered their more distant approach to be healthier. They argued that being too
devoted to one particular asset class by having dedicated investment professionals with
strong personal incentives to continue to invest in the area could potentially be harm-
ful to the organization:

“While these individuals [investment managers at large LPs| have a far better under-
standing abont private equity than we do, you need to remember that they actually carry a
lot of responsibility for the bust around the year 2000. They were looking after their own
interests — eager to keep their positions as investment managers. We were actually a bit
confused about why [LP X| continued to support funds that apparently did not perform,
but they chose to stay on until the bitter end, hoping for a miracle. For me, it’s different, 1
have no personal interest in investing in private equity — I am only interested in returns.”

(Respondent #R18, Private pension fund)

6.3.3 Motives for investing in PE funds

According to finance theory the motive for investing in alternative assets, including
private equity, is to diversify investment portfolios with securities providing high risk-
adjusted returns and low correlation with other assets (Markowitz, 1952. See also
Section 2.2). Further, the investors in this study confirm that an expectation of high
returns 1s the single most important reason to invest in the asset class for all groups
(mean score 3.5 on a scale 1-4):

“T wonld love to say that we only invest in people with high ethical and moral standards —
you know: gnys that you enjoy having a beer with. But honestly, some of the people we have
invested in are just disgusting. But they deliver great returns. And that is all that connts.”

(Respondent #R10, PE fund of funds)
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There are, however, differences between the investors, where for example the ‘in-
vestment companies’ seem to consider returns to be of higher importance than the
case for the ‘non-financial’ organizations (mean score 4.0 versus 2.9). The issue of
whether or not the investors consider that their return expectations from investing in
private equity actually have been met will be discussed in Section 6.6. Furthermore, the
three groups ‘hybrid’, ‘balance sheet’ and ‘non-financial’ institutions all considered
portfolio diversification to be a central reason for investing in private equity. However, the
‘investment companies’ argued that the asset class has, in contrast to theory, rather
high correlation with traditional investments. That is, investing in private equity in
order to obtain more diversification of the overall financial portfolio was considered
pointless. An observation also made in existing research (e.g., Moskowitz and Vissing-
Jorgensen, 2002) and in practitioner-oriented reports (e.g., Shanahan and Marshall,
2010).

In addition to the financial motives behind private equity investing, a few supple-
mentary reasons were mentioned during the interviews. Although all institutions
maintain that they invest in the asset class within expectations of good returns, some
investors also have additional goals for their investment activities. Accordingly, the
‘non-financial’ investors put forward good citizenship as the second most important
motive behind private equity investing. This point was particularly pronounced in
discussions with the government agencies, representatives of which argued that ven-
ture capital investments in particular are considered to have positive effects on job
creation and economic growth (cf. Lerner ef al, 2007; Phalippou and Gottschalg,
2009). The corporate investors claimed that private equity investing, and again specifi-
cally in VC-focused funds, enables them to keep an eye on new fechnological developments
of strategic importance to the parent organization, which is in line with previous
research (Maula, 2001):

‘[The LP] works with strengthening [the mother organization’s| relation to new
technology and services by investing in companies and projects of technological and commer-
cial interest.”

(Respondent #R16, Corporate investor)

Eatlier research suggests that public pension funds also face political pressure to invest
in local private equity funds (Lerner ef a/, 2007). This notion was, however, strongly
rejected by the respondents representing the six public pension funds in this study.
Instead, they argued that the promise of financial returns is superior to all other mo-
tives for investing in the asset class. Another suggested reason to invest in private
equity is to establish commercial relationships with PE fund managers. For example,
banks might diverge from maximizing returns on PE investments in order to facilitate
future debt agreements with PE portfolio firms (Hellmann ez a/., 2004). Neither of the
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two banks in the present study indicated such a motive for their private equity activi-
ties.

What did come forward, though, was the notion that /learning was a reason for
some institutions to invest in PE funds, which has also been suggested in earlier stu-
dies (Phalippou and Gottschalg, 2009). By participating in PE fund investing, investors
may obtain tacit knowledge useful in future investment situations — into PE funds or
directly into portfolio companies. A few investors also mentioned zproving firm image as
a reason to invest in private equity. That is, investing in private equity may provide the
investor with a positive corporate image, and hence help to enhance organizational
reputation:

“It was also a matter of image. We got such a high recognition in the press during these
years due to our private equity investments, which made us look good to our members.”

(Respondent #R17, Corporate investor)

Finally, there are also clear indications in the material that berd mentality has been one
strong driver for private equity investing. A few of the respondents claimed that the
decision to invest in private equity was primarily due to the fact that other, typically
larger and more reputable, industry peers had entered the market:

“We saw what [LP X] was doing, and we just decided to follow them; as we often do.”
(Respondent #R23, Private pension fund)

This behavior was especially noticeable in situations with strong booms, such as the
‘dot-com’ era around the year 2000 and when the buyout market exploded in the mid-
2000s. This is a behavior that has been identified and described previously in the PE
literature (Gompers and Lerner, 1999b).

6.4 Investment strategies and criteria

When investing in private equity, investors outline more or less sophisticated allocation
strategies for what types of PE investments to include in their financial portfolios. The
discussions about investment strategies were of specific interest in the interviews, given
the more specific aim of the dissertation to investigate links between those strategies
and the investors’ returns from PE fund investing. In this area, entry order strategies
are particularly important. This subsection discusses variations in terms of investment
strategies and areas of focus identified by the four groups of institutional PE investors
(for a summary, see Table 6.3).
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Table 6.3. Summary of investment strategies and criteria for the various investor groups

INVESTMENT HYBRID BALANCE SHEET NON-FINANCIAL
COMPANIES
Type focus” VC: 0-25% VC: 0-30% VC: 12-100% VC: 0-100%
Avg. 13% Avg. 8% Avg. 44% Avg. 65%
BO: 75-100% BO: 70-100% BO: 0-88% BO: 0-100%
Avg. 87% Avg. 92% Avg. 56% Avg. 35%
Geographical Nordic: N/A Nordic: 63% Nordic: 54% Nordic: 79%
focus” EU: 51% EU: 23% EU: 22% EU: 19%
RoW: 24% RoW: 14% RoW: 24% RoW: 2%
PE cathegoryl) Direct?: 5% Direct: 2% Direct: 7% Direct: 35%
PE fund®; 94% PE fund: 88% PE fund: 69% PE fund: 65%
FoF: 24% FoF: 0%
FoF?: 1% FoF: 10%
Interest in Pos: 33% Pos: 17% Pos: 43% Pos: 38%
first-time Neu: 25% Neu: 33% Neu: 0% Neu: 38%
funds Neg: 42% Neg: 50% Neg: 57% Neg: 25%
Most impor- Team Team Team Team
tantinv Past performance Past performance Past performance Past performance
B Terms and Existing/Lead LPs Existing/Lead LPs Existing/Lead LPs
conditions Terms and
conditions

YAt the time of the interview, i.e., spring 2008. 2)Excluding one extreme outlier.

6.4.1 Investment sirategies

All private equity funds have a pre-defined investment focus: targeting companies
within a certain development phase, from a specific geographical area, and sometimes,
within a particular industry. For example, while one private equity fund focuses on
start-up firms located in a Nordic country within the IT or telecom sectors, another
fund makes buyouts of mature mid-sized entities from corporations in northern Eu-
rope in all industries except banking. Furthermore, private equity investing may be
carried out in three major ways: () by investing directly into portfolio firms, (if) by
investing in PE funds, or (iii) by investing in PE fund of funds. Consequently, institu-
tional investors will typically build mixed portfolios of PE investments in terms of
focuses and types, based on strategies set out in more or less sophisticated allocation
schemes. Of all the institutions in this study, the ‘investment companies’ seemed to
have the most elaborate and coherent investment strategies for their private equity
activities:
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“Asset allocation has a significant impact on investment performance and bas always been
a fundamental element of [the LP’s| investment strategy. Our systematic asset allocation
process identifies and fargets successful market segments and investment themes of the future
while applying appropriate levels of diversification. [The LP’s| asset allocation is based on
proprietary research and a deep understanding of market trends.”

(Respondent #R12, PE fund of fund)

However, the question of which overall investment strategy to pursue was an issue of
debate among the ‘investment companies’. Two strong opinions came forward in the
material. Some investors in this group consider a rigid ‘top-bottom’ strategy to be the

most advantageous way of investing in private equity:

‘1The LP] applies a rather rigid top-down approach when investing in private equity to
maintain performance and manage risk. This top-down analysis includes research on the
overall economy, industry sectors, and the different segments of private equity, such as ven-
ture capital markets or distressed securities.”

(Respondent #R12, PE fund of fund)

Others argue that a more opportunistic ‘bottom-up’ investment strategy is preferable
when investing in this type of asset, where allocation schemes are relied upon as gener-

al guidelines:

“Several of the traditional fund of funds build some kind of diversification matrix. We in-
stead go bottom-up to get the best performance. For example, if I do not like a particular
Spanish buyout fund, 1 wonld never invest in one even if my allocation scheme said 1
should. Having said that, I wonld never put all our eggs in one basket.”

(Respondent #R9, PE fund of fund)

While the majority of the ‘hybrid’ and ‘balance sheet’ investors tend to use advanced
ALM modeling to set asset distribution schemes for all other types of financial assets,
as discussed previously, allocations within the private equity asset class tend to be

pragmatic and follow less rigid rules:

“We do not want to settle a firm allocation plan [for private equity|, instead, we tend to
be more opportunistic. You know, we like to be able to invest in good funds when they ap-

pear. Only really large LPs, such as AlpInvest, can afford to fine-tune their approach us-
ing some type of index.”
(Respondent #R28, Bank)
When deciding the allocation strategy for a portfolio of private equity fund invest-

ments, the central question to most private equity fund investors is how to determine
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an optimal mix of venture capital versus buyout funds in the portfolio. As outlined pre-
viously, BO funds have in general generated higher returns than VC funds (Ljungqvist
and Richardson, 2003; Phalippou and Gottschalg, 2009. See also Section 5.4.4). On the
other hand, a few VC funds have by far outperformed all other types of investments
(Schmidt, 20006). That is, the question of whether to invest in BO or VC funds is also a
matter of risk-taking. Furthermore, performance from PE investing is found to be
cyclical, where funds raised in boom times typically generate lower returns as com-
pared to those set up in down periods (Gompers and Lerner, 2000. See also Section
5.4.1). In addition to the financial aspects, as discussed, investors may have additional
motives for investing in a certain type of fund. For example, venture capital are consi-
dered to have a positive impact on innovation, job creation and hence on societal
development (e.g., Davila e a/., 2003), which obviously are important to some types of
PE fund investors. Not surprisingly, variations in phase focus are apparent in the data,
as well.

At the time of the interviews, i.e., in spring 2008, a majority of the investors had
built portfolios dominated by buyout funds. The lower VC allocation levels are partly
explained by the fact that BO funds by nature are larger than VC funds. But it is also
clear that low VC fund returns have scared investors away. After the ‘dot-com’ crash
around the year 2000, many fund investors experienced heavy losses from their ven-
ture capital investments and thus decided to more or less abandon the asset class. This
seems to be especially true for the group of ‘hybrid’ investors in the dataset, i.e., banks,
insurance companies and private pension funds. On average, this group allocated 92
percent of their private equity capital to buyout fund investments, which is in line with
earlier findings (Mayer ¢z a/., 2005; Hobohm, 2009). Poor returns together with difficul-
ties gaining access to the best performing VC funds were put forward as the main
arguments for why ‘hybrid” investors tend to opt of from venture capital investments:

“VC is actually pretty simple. You know which venture capitalists are the best. In their
Sfunds, however, you will never get the desired share. But if you instead try to go for the
second-best V'Cs, where you might get a seat at the table, it will require a great deal of time
and resonrces to actually find them. Hence, it’s better to use the time making buyout fund
investments.”

(Respondent #R29, Insurance company)

The ‘investment companies’ also had a heavy focus on buyouts, setting aside on aver-
age 87 percent, and hence only allocating 13 percent to VC funds. However, these
investors showed somewhat more interest in venture capital, and indicated that they
may pursue such investments in the future. Some of them referred to what they con-
sider to be cyclicality in private equity, stating that returns from VC fund investing may
take off again. So far, however, the ‘investment companies’ were not overly impressed
by the risk-return characteristics of venture capital:
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“Tn total, we allocate 15-20% to V'C, although only 10% in Enrgpe. However, 1°C has
not been particular successful in the US, either. The reason why we have had better returns
in Europe is because we have proportionally less V'C in the European portfolio. We dis-
cuss V'C a lot. Given the risk, the returns should be 4-5x;, but that does not happen.”

(Respondent #R12, PE fund of fund)

A few of the ‘investment companies’ also argued that investing in VC funds is especial-
ly difficult and complex, which puts high demands on the organization. And given that
investments into VC funds typically ate smaller given smaller fund sizes, the cost-
benefit equation becomes too uneven:

“We would never do venture capital [investments|. It requires so much more analyzing
and specialized knowledge. It takes time and, in general, the returns have been poor.”

(Respondent #R33, PE fund of fund)

Finally, as expected, the ‘non-financial’ investors in the dataset devote a major part of
their capital to VC investments, i.e., on average 65%, which is in line with earlier
research (Mayer ez al., 2005). As discussed, the government agencies argue that they are
seeking not only good returns from their private equity investments, but also to pro-
mote activities that create jobs and contribute to economic growth.
Corporate investors, meanwhile, maintain that they seek to support innovations in line
with the objectives of their parent organizations.

Also, when it comes to geographical focus for the investments, differences between
the four groups can be noticed. Earlier research shows that while the geographical
location of a PE fund tends not to be important for pension funds, corporations and
insurance companies, it may play a vital role in the selection process for banks and
government agencies (Schertler, 2005). The line of reasoning is that the latter groups
may be interested in developing relationships with clients or supporting national
growth and hence are primarily interested in local investment activities. In the current
material, there is a clear inclination among the Swedish institutions to predominantly
invest locally. That is, besides the group of ‘investment companies’, which mostly
consist of international institutions, a vast majority of the other institutions prefer to
invest in the Nordic countries. However, differences are also notable here. The ‘hybrid’
investors allocate 63% of their investments to Nordic-based funds. The ‘balance sheet’
investors, on the other hand, allocate almost half of their private equity capital to
investments outside the Nordic region. As expected, the ‘non-financial’ group of
investors tends to invest only domestically. One argument for preferring local invest-
ments concerns the challenges associated with evaluating fund managers that are
remote from the home market, especially for VC funds:
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“We have a focus on Sweden and to some extent on the rest of the Nordic [countries| for
onr PE investments. Outside this region we mafke very few investments, and if so only
throngh fund of funds. It would be too expensive to evaluate non-Nordic teams since we
bave limited networks outside onr home market. |...| Only in Scandinavia do we have
some kind of insight about the GPs.”

(Respondent #R34, Corporate investor)

Yet another allocation strategy considers the proportion of investments into various
types of PE investments, such as: (i) directly into portfolio firms, (i) in private equity
funds, or (i) in PE fund of funds. A few of the government agencies and corporate
investors dedicate significant resources and capital to make investments directly into
portfolio firms. On average, the ‘non-financial’ group set aside 35 percent of their
capital to portfolio firms and the remaining 65 percent to private equity fund investing.
Some of the ‘hybrid” and ‘balance sheet’ investors used to make investments into
portfolio companies, but have stopped due to resource constraints and also to avoid
competing with their own GPs.

However, recently, a new type of direct investment opportunity has emerged,
namely, the possibility to co-invest in portfolio firms together with GPs. Such co-
investments are considered advantageous since they enable investors to take larger
capital bets while still keeping the number of GP relationships manageable. The latter
has become critical to large fund investors, since organizational size and thus costs are
both closely related to the number of PE firm relations. Being a passive co-investor
would be in line with the parameters of limited partnership agreements, while also
letting the LPs ‘free ride’ on the GP. Another attractive component of co-investing is
that investments can be made without paying extra fees. Hence, co-investments are
considered interesting investment options to several of the investors in the study:

“Up until now, we have not made any co-investments since no interesting opportunities have
appeared so far. But it is in the cards. This approach gives better returns and the fees go
down. [...] We wonld not, however, make any direct investments into private companies
onrselves — it wonld not be appreciated by our GPs.”

(Respondent #R1, Asset manager)

Besides investing in private equity funds, which were the main private equity invest-
ment vehicle for the investors in the dataset, eight institutions also considered PE fund
of funds as interesting complements to their PE portfolios. A few arguments for
making investments into PE fund of funds were suggested during the interviews. First,
investing in fund of funds may be a way to gain access to superior funds, such as top-
quartile US venture capital funds, which otherwise would not be available to the inves-
tor. Second, geographical proximity was put forward as critically important when
investing in an industry, such as private equity, that is characterized by high levels of

141



CHAPTER 6

uncertainty and where in-depth understanding about the targeted market and access to
local networks therefore were considered crucial (cf. Section 2.2). Thus, some institu-
tional investors choose PE fund of funds as intermediaries when investing in areas
distant from their home matket. Third, others argue that they only have the resources
to manage a limited number of PE firm relationships, and consequently, they use PE
fund of funds to broaden their capacity:

“We do direct investments in Nordic buyout and venture capital funds. We also have ca-
pacity to go directly into mega pan-European buyout funds. However, getting access to US
V'Cs requires intermediaries, i.e., fund of funds. We do not do any direct country-specific
buyont fund investments in Europe or in the US. 1t takes too many resources. Only if the
Sfunds are larger than one billion dollars does it make any sense to enter.”

(Respondent #R2, Public pension fund)

Another strategic decision when investing in private equity is to what extent fund
investors are willing to invest in the firs? fund set up by a new management team. This is
a question that is obviously of key intetest to this dissertation. The primaty reason for
investing in such funds, put forward in the interviews, is that if the fund is successful,
LPs that did not participate may not be invited to invest in the next fund:

“If the GP does reach superior returns, other LPs run the risk of not getting a seat in the
next fund.”

(Respondent #R29, Insurance company)

Other advantages of investing in such funds were also proposed, including the strong
incentives for first fund managers to succeed:

“The advantage of a first-time fund is that the incentive to succeed is so high. They have to
be successful or otherwise they will never get a second chance.”

(Respondent #R29, Insurance company)

The ‘investment companies’ tended to be rather positive to a certain proportion of
first-time fund investments. They presented two additional arguments in favor of
investing with newly formed PE firms. First, according to this group of investors,
some of the best-performing PE funds ever introduced were first-time funds. Second,
successful PE teams tend to raise larger funds over time. Hence, institutional investors
interested in small to medium-sized PE funds are more or less forced to occasionally
invest in first-time funds:
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“Small teams get bigger. The best teams are initially pretty small. However, after great per-
formance, GPs tend to raise larger and larger funds — and suddenly they cannot provide the
same profits. Therefore, the best strategy is to capitalize ontstanding start-up PE teams,
stay with them for 2-3 funds and then leave.”

(Respondent #R10, PE fund of fund)

As expected, all of the government agencies in the study were prepared to invest in
first-time funds as a way to mitigate market failures.

However, investing in new teams is also considered risky. While 30 percent of the
investors in the study said that they would consider investing in first-time funds,
42 percent stated that they would not. The ‘balance sheet’ investors claimed that they
are willing to do a few first-time fund investments, although they have become more
restrictive over time. Further, only first funds managed by teams with previous expe-
rience from the private equity field would be taken into consideration. This view is
shared by the ‘hybrid’ investors, who emerged in the dataset as the group most reluc-
tant to invest in first-time funds. Also, the ‘investment companies’ only accept new PE
firms with extensive previous experience from private equity investing; spin-outs from
well-known PE firms are preferred:

“We conld do first-time fund investments, but only if the team members have considerable
previous private equity experience and have worked together before.”

(Respondent #R29, Insurance company)

6.4.2 Investment criteria

The next area of interest in the interviews concerned criteria used for evaluating in-
vestment opportunities. When selecting a GP, investors evaluate the investment strate-
gy and focus of the funds, the fund’s competitive advantages, organizational structure
and practices, and, not least, its performance track record (cf. Shanahan and Marshall,
2010). In line with previous research (Fried and Hisrich, 1989; Barnes and Menzies,
2005), the most important fund selection determinant to all investor groups in the
present study concerns the management team’s strengths (mean score of 3.8 on a 1-4
scale). That is, the importance of selecting high-performing managers is considered
crucial, given the large heterogeneity in fund performance that has been discussed
previously. The types of skills and experiences that are desired, however, seem to vary.
For example, some of the investors argued that financial skills are of top priority, while
others put forward the notion that industrial experience is more important:

143



CHAPTER 6

“Teams are absolutely critical. I want buyout teams with relevant industrial experience
that have beld operational management positions. Financially competent people count thir-
teen on a dogen.”

(Respondent #R24, Private pension fund)

A concluding remark indicated that needed skills vary depending on the fund’s charac-
teristics and focus:

“Teams are extremely important — for V'C as well as for buyout investments. But yon
wonld look for slightly different things in each case. For example, financial competence is
an extremely important skill when investing in buyouts. On the other hand, when it comes
to venture capitalists, an entrepreneurial backgronnd is very important.”

(Respondent #R2, Public pension fund)

When evaluating teams, fund investors seemed particularly to care about to what
extent the managing team had worked together before and if they jointly had contri-
buted to previous successes. That is, they seemed to prefer consistency and continuity
rather than dependence on one or two key individuals:

“Team evaluations bave a large impact on onr final investment decision. We evaluate sev-
eral components. Is the GP run in a democratic way? If not, trouble is likely to come. How
strong is the team together — is it a one-man show? We always assess the performance of
each team member — how bave they contributed in the past and are they likely to continue
to contribute?”

(Respondent #R13, PE fund of funds)

The second most important reason to accept, or refuse, a PE fund investment propos-
al was past performance (mean score 3.5 on a 1-4 scale), a result in line with previous
findings; PE teams that have a proven capability to generate superior returns in one
PE fund, are expected to do so in subsequent funds (Kaplan and Schoar, 2005; Diller
and Kaserer, 2008)%8. However, the institutions do not automatically look for PE teams
with absolutely outstanding performance with one fund; instead, they look for teams
that have delivered good returns consistently over time:

“A return of 10x generates questions about whether it was pure luck — consistent perfor-
mance of 3-4x is much better.”

(Respondent #R11, Asset manager)

28 Note, however, that this was not clear from the analysis of the PE funds in the quantitative dataset collected
within the framework for this dissertation, as discussed in Section 5.4.2.
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Thereafter, the major criteria used when evaluating PE funds tended to diverge among
the investor groups. To the ‘investment companies’, and also to some extent, to the
‘balance sheet’ investors, ferms and conditions between LPs and GPs were considered of
vital importance. The investors stressed the importance of agreements that should
adhere to standard market levels for fees, carried interest, hurdle rates, etc. (cf. Barnes
and Menzies, 2005). However, a rather widespread dissatisfaction with the currently
high compensation levels in the industry emerged in the interviews. Representatives of
these institutions felt that increasing fee levels, considered a result of successful PE
teams’ tendency to over time raise larger funds while still keeping the same fee percen-
tages, may put the alignment of interests between LPs and GPs at risk:

“We do not want the team to get rich on fees, but rather, on returns. But you just have to
buy the terms today. Besides that, it feels completely wrong that [person X gets rich on
fees. I mean, [PE firm X] stil] has 1.25% in management fees despite the fact that their
funds today have mega siges.”

(Respondent #R6, Public pension fund)

A few respondents, though, did not consider the fees to be excessive, arguing that
management teams of successful private equity funds actually deserve high compensa-
tion levels:

“It pays to invest money in the right people. We are not able to attract such competence to
our organization. But skills cost, so it’s fair to pay for them.”

(Respondent #R26, Public pension fund)

Another criteria used when evaluating PE funds that was put forward in the interviews
concerns the status of other LPs. Those institutions within the ‘hybrid’, ‘balance sheet’
and ‘non-financial’ groups argued that the prominence of existing, or lead, investors is
definitely a factor taken into consideration when making investment decisions (mean
score 2.9 on a 1-4 scale):

“There must be some other LPs prepared to invest that you can trust and rely upon. Since
LI'm the only one at [the LP)| working with private equity investments, which, in addition,
is a minor part of my responsibilities, I need to cooperate with other LPs with sufficiently
large PE organizations. Such LPs bave significantly greater expertise on private equity
compared to us.”

(Respondent #R18, Private pension fund)

Most of the ‘investment companies’ did carefully point out that other fund investors’
views or behaviors are of no interest to them. That is, they asserted that they would
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never consider what others are doing but would instead make their own judgments.
One of the larger and more influential investors in this subgroup, however, states:

“Saying that it is uninteresting to listen to what others have to say about a fund is non-
sense. Of course you think twice if no one else is interested in the fund you are presently eva-
Inating.”

(Respondent #R12, PE fund of funds)

The observation is interesting, and it supports the notion that actions undertaken by
organizations perceived as having a good reputation on the market will impact other
organizations’ behaviors. This to some extent contradicts the finding of Groh and Von
Liechtenstein (2011) who in their study found that commitments from other well-
reputed LPs was not considered to be an important criterion. They authors did show,
however, that the criterion was somewhat important to smaller investors.

6.5 Working procedures

While the previous section discussed what institutional investors do, the next area of
interest concerns how they do it. That is, this section will analyze the working proce-
dures utilized by institutional investors in the selection and governing of private equity
funds. Hence, this subsection will present identified differences and similarities among
the four groups of institutional investors within the areas of decision making, fund
evaluation, governance of funds, and cooperation with other LPs (see Table 6.4 for a
summary of discussed statistics).

Table 6.4. Summary of working procedures for the various investor groups

Decision of

(i) investment
criteria,

(i) investments

Due diligence

Governance &
control”

Interest to co-
operate with
other LPs (scale
1-4)

1'Percentage of investors having advisory boards or investment boards

INVESTMENT

COMPANIES
(i) & (ii) 50%
board, 50%
partners

Full own: 92%
Light own: 8%
No DD: -

Adv board:  75%
Inv board: -

2.3

HYBRID

(i) 86% board,

14% mgmt.

(ii) 67% board,
33% mgmt.

Full own: 50%
Lightown: 17%
No DD: 33%

Adv board:  38%
Inv board: -

2.4
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BALANCE SHEET

(i) 100% board
(i) 57% board,
43% mgmt.

Full own: 71%
Light own: 29%
No DD: -

Adv board:  67%
Inv board: -

2.6

NON-FINANCIAL

(i) 100% board
(ii) 88% board,
12% mgmt.

Full own: 38%
Light own:  50%
No DD: 12%

Adv board:  75%
Invboard:  38%

1.9
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6.5.1 Decision making

One topic discussed during the interviews, and one that seems not to be well covered
in the existing literature, concerns how decisions about private equity investing are
made at the LP level. The fund investors were asked to describe how decisions about
overall investment criteria and individual fund investments were undertaken within
their organizations. Two major groupings emerged from the material. On the one
hand, the ‘investment companies’ described themselves as having rather delegated
decision mandates, while on the other hand, the three remaining groups of investors
tended to have more centralized decision-making processes. For these latter groups,
decisions about what criteria to apply for PE investing were set by the organizations’
board of directors in 96 percent of the cases. Decisions about specific investments, i.e.,
whether or not to invest in a particular fund, were taken on by either a board of direc-
tors or at the CEO level. The high risk profile of the asset class was put forward as a
major reason for the centralized decision-making processes in the three groups. How-
ever, several less financially rational motives were also suggested:

“The long investment horizon |[of private equity] is obviously one reason for the board of
directors to get involved, but there are also other reasons. Boards seem to love the environ-
ment of private equity — not least to be in close contact with other ‘high flyers’ in the indus-
try. BEven today, onr board of directors, althongh we have decided to stop investing in
private equity, continues to ask questions about the few remaining investments we have. No
other single investment wonld receive such a high degree of attention from the board.”

(Respondent #R30, Public pension fund)

Investment professionals working in any of the ‘investment companies’ seemed to
have more influence on overall strategy as well as on specific investment decisions
compared to the others. About half of these investors made decisions about invest-
ment criteria and specific fund investments on a partner level. Given that many in-
vestment companies, not least PE fund of funds, are owned by individual partners, the
result is not surprising.

6.5.2 Due diligence processes

After elaborating upon criteria that need to be fulfilled in order to attract interest from
PE fund investors, an adjacent area of interest is how to ascertain whether a fund has
the potential to meet set expectations. That is, to determine how institutional investors
carry out due diligence assessments of funds and their managers. Such processes
involve investigation of the capabilities of the management team, performance records,
investment strategies, and potential legal issues. Due to the opaque nature of the asset
class, not only in terms of the general lack of information but also in terms of the
challenge of comparing performance between funds, evaluating private equity funds is
considered a difficult task (see sections 2.2 and 2.3.4):
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“If I gave you all of the information we have about onr funds and you conld sit here for
days and read it, you would still not be able to tell which of two funds had performed better.
What I mean is that there are so many different wordings, time horigons, ete, and place-
ment agents are so well-trained in presenting them, that any fund could be dressed up to
look like a top-quartile fund.”

(Respondent #R13, PE fund of funds)

Earlier research suggests that institutional investors tend to follow comprehensive and
structured procedures when selecting which fund to invest in (Barnes and Menzies,
2005). This study, however, pointed at heterogeneity in evaluation practices across
institutional investors. Again, the ‘investment companies’ emerged as the ones carrying
out the most comprehensive and systematic due diligence processes. According to
these investors, evaluation of hitherto unknown private equity management teams is a
continuous and long-term process where highly structured formats and procedures are
followed. Several of these investors referred to thick investment memoranda contain-
ing 50 to 60 pages with detailed analyses about potential PE fund investments. Before
entering a new investment area, such as a new type of PE instrument or a new geo-
graphical region, the analyses go even deeper. Fund managers, and especially their
ability to generate continuous streams of good returns, are in many cases observed and
evaluated for years before the ‘investment companies’ are prepared to invest:

“We apply a disciplined investing approach based on rigorous in-depth analyses where we
Jollow teams for years, from sketchy concepts to final investment proposals.”

(Respondent #R8, Asset manager)

Hence, a vast majority of the ‘investment companies’, i.e., 92 percent, stress that they
carry out comprehensive investments evaluations in-house and would never rely on a
third party for such an important activity:

“We would never piggyback on another investor in a DD process; we always undertake
onr own, and we spend a lot of time on it.”

(Respondent #R1, Asset manager)

This is in line with indicative results presented by Da Rin and Phallippou (2010) sug-
gesting that large investors engage in more intense due diligence assessments, are more
likely than other investors to refuse to re-invest in a fund, and are less likely to free-ride
on other investors’ fund evaluations. Also, the ‘balance sheet’ institutions cleatly
declared that they always carry out their own due diligence and do not rely on others.
About 71% of them claim that they make very careful and detailed evaluations of
potential fund investments, while the remaining conduct somewhat less involved
analyses. Many of the ‘hybrid’ investors, though, seem to choose another strategy when
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evaluating funds. While only half of them say that they carry out their own compre-
hensive due diligence, one-third of these institutions rely fully on evaluations made by
other LPs. That is, their investment decisions are based on opinions put forward by
other institutional investors:

“IThe due diligence] is not so thorough; it’s like buying a pig in a poke. We talk with
other investors. One bas to rely on others. We wonld never invest if the other LPs are un-
known.”

(Respondent #R32, Bank)

From the ‘non-financial’ group of investors, two themes emerge. First, the group of
government agencies performs very thorough investment evaluations. These respon-
dents, together with the ‘investment companies’, demonstrated the highest knowledge
about the field on both an overall market level and in terms of details such as legal and
structural issues and compensation terms. Second, the group of corporate investors
conducts relatively minimal due diligence investigations of presumptive fund invest-
ments.

6.5.3 Governance and control

Another area of interest in the interviews concerns how investors exercise governance
and control of the funds they have invested in. There are two common formal group-
ings, or meeting points, for fund investors and fund managers; investor committees
and advisory boards. The first type of group typically provides guidelines, supervises
fund operations and makes decisions on specific investment proposals (Sahlman,
1990). Advisory boards, on the other hand, do not have any operational responsibilities
but are expected to provide access to deals or to contribute with technical expertise or
financial competence (ibid.). These forums may also be used for discussing portfolio
valuation, handling potential conflicts of interests, and constituting a place for ex-
changing information. Institutional investors may also have more informal relations
with their fund managers on a regular basis.

As discussed in Chapter 2, the prevailing organizational form for private equity
funds today is the limited partnership structure, which has important tax and legal
considerations for the parties. In order to qualify for such a model, the partnership
must meet a few conditions. One of the more important criteria is that LPs are not
allowed to participate in the active management of a fund. Hence, most institutions in
this study avoid getting involved in any operational fund activities and would not take a
seat in any investor committee or in a similar type of decision-making body, which is in
line with previous research (Lerner and Schoar, 2004). Many of the institutions are,
however, eager to maintain close contact with their GPs in order to continuously gain
access to detailed information. The purpose is to ensure better monitoring of the
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existing fund, facilitate future re-investment decisions and to further develop personal
relationships (cf. Miller, 2008). Again, variations in the material were apparent.

Both the ‘investment companies’ and the group of ‘balance sheet’ investors were
keen on having seats on advisory boards. The major reason put forward was to get
better access to information. Otherwise, these institutions stressed the importance of
LPs only having passive roles in order not to put the limited partnership agreements at
risk. A few of the ‘balance sheet’ investors mentioned that they used to take on consi-
derably more active roles when the industry was young and immature, and other
structures were in place, an approach which they do not see a need for anymore:

“We used to have seats on investment committees, you know, when the market was imma-
ture. Today, we do not see a need to be involved in operational issues. Instead we favor the
discretionary way of working, when the GPs take full responsibility for the investments.”

(Respondent #R20, Public pension fund)

Having said that, a few of the ‘balance sheet’ investors argued that in case a fund runs
into trouble, LPs would still be forced to step in and work closely with the fund man-
agers, regardless of the legal terms agreed upon between them:

“One thing we have learned is that the P/ GP relation shonld be discretionary where the
responsibility for investments is fully held by the GPs. Unfortunately, however, my expe-
rience is that when a fund gets into trouble, the LPs get involved, whether they like it or
not.”

(Respondent #R30, Public pension fund)

The investors within the ‘hybrid” group were reluctant to even participate in advisory
boards, a practice they considered to be time-consuming and needless:

“Ut's not important to have seats on advisory boards. [...] Since you have such a limited
ability to influence important matters [on such boatds|, it's just a waste of time and re-
sonrces.”

(Respondent #R29, Insurance company)

The ‘non-financial’ investors, however, had a very strong interest in working closely
with the fund managers. A major argument for this was that since they often invest in
first-time funds run by management with limited experience in private equity investing,
the investors believed that they could actually contribute to the success of the funds by
sharing know-how. Hence, 75 percent of the ‘non-financial’ investors would demand
seats on advisory boards:
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“We do whatever we can to get a seat on the advisory board, because we see ourselves as
standard-setters. When investing in V'C funds, we always get a seat. 1t is more difficult in
BO funds, since our tickets are typically too small to allow for a seat.”

(Respondent #R31, Government agency)

In addition, contrary to all other institutions in the material, close to 40 percent of
these investors were in favor of participating in investment committees, often with the
argument that their regulations stipulate an active ownership style:

‘[The LP] is an active investor and makes investments only where we see possibilities for
us to influence processes. We cannot justify an investment to our board of directors if we do
not have a direct impact on the operational activities.”

(Respondent #R16, Corporate investor)

Many of the other respondents, though, were negative toward, and would even refuse
to invest in, funds in which other fund investors participate in investment decisions:

“We make thorongh [due diligence assessments| of the GP team and the fund we in-
vest in — but not on other LPs.”

(Respondent #R11, Asset manager)

“We cannot accept the notion that LPs might make decisions on investment committees,
since that wonld jeopardize the legal situation for all involved LPs.”

(Respondent #R13, PE fund of funds)

The respondents were also asked whether they felt they contributed any valne besides capital
to their fund managers. While all investors were unanimous in their view that capital
infusion is the single most important contribution, a few positive side-effects were
mentioned. A high proportion of the respondents, i.e., 65 percent, believed that an
investor, just by committing to invest in a fund, sends positive signals to the market
that will create benefits for the GP. In other words, the perceived quality of the fund,
and consequently its management team, will be improved once it has been accepted by
an investor — and more prominent institutions obviously send stronger signals. Such
certifications are considered especially important in discussions with other vital stake-
holders, including additional fund investors, potential investee firms or debt providers.
Signaling effects were considered especially valuable for new and unknown PE teams:

“Many GPs are open to having [the LP] onboard as an investor. The brand is well
known and we have a long-term perspective. We have been doing PE investing for quite
some time and our organization is considered to be highly professional.”

(Respondent #R2, Public pension fund)
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The ‘non-financial’ group of investors, and a few of the younger ‘investment compa-
nies’, maintained that LPs may contribute with some kind of general private equity
know-how and eventually also with useful contacts, especially to recently founded or
small management teams:

“Capital is a commodity and LPs need to differentiate themselves. Non-financial added
value can be a competitive advantage. To smaller teams, the ability to add value is impor-
tant. We spend at least 15-20 minutes per day to support onrs GPs.”

(Respondent #R10, PE fund of funds)

The more experienced ‘investment companies’ were more cynical and did not believe
that LPs add any value besides capital (excluding some positive signaling effects, as
discussed):

“There is a lot of bullshit when LPs say they provide added value. GPs just want the

money.”

(Respondent #R12, PE fund of funds)

6.5.4 Cooperation with other PE fund investors

The respondents were asked about to what extent they cooperate with other LPs. The
‘investment companies’ claimed that they have sporadic contacts with other private
equity fund investors with respect to conferences or similar events where informal
discussions take place. These institutions, though, emphasized that they do not partici-
pate in any type of formal coalitions of limited partners, e.g., as members of ILPA?. It
was apparent during the interviews that the younger and more inexperienced investors
in the group of ‘investment companies’ tended to be more interested in cooperating
with other LPs. They were especially keen on learning from institutions that have
lengthy experience with PE fund investing. The older and more experienced fund
investors, however, seemed to be reluctant to cooperate with others:

“LPs are not known for being great at cooperating — they are like a herd of cats”.
(Respondent #R8, Asset manager)

All ‘balance sheet’ investors were interested in cooperating with other fund investors
and stressed the importance of more formal cooperation through organizations such as
ILPA. Also, the investors within the ‘hybrid’ group put forward the importance of
having regular informal contacts with other LPs:

29 ILPA=Institutional Limited Partners Association, an informal networking group of LPs.
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“Coagperation with other LPs is crucial. During the annual GP meetings, it's the contacts
with other LPs that are the most valuable. There are always new things to learn. How oth-
er pension funds think about private equity is obvionsly of special interest to us.”

(Respondent #R24, Private pension funds)

The ‘non-financial’ investors could be split into two distinct groups with widely differ-
ing views. These groups consisted of, on the one hand, the government agencies that
were keen to cooperate with other institutions, and on the other hand, corporate
investors that see other fund investors mainly as competitors.

6.6 Satisfaction with returns and future outlook

Finally, the respondents were asked to indicate how satisfied they have been with the
returns from their private equity investments and whether they had decided to make
any changes in future allocations to the asset class. Motives for reducing allocations to
private equity, or even to stop investing in it, were also discussed during the interviews.
For a summary, see Table 6.5.

Table 6.5. Summary of return satisfaction and future outlook for the various investor groups

INVESTMENT HYBRID BALANCE SHEET NON-FINANCIAL
COMPANIES
Satisfaction with 2 LPs: Too early 1LP:  Tooearly
returns (scale 1-4) Oth avg.:3.7 Avg. : 3.6 Avg. : 2.6 Avg. : 2.3
Change in future Incr: - Incr: 50% Incr: 38% Incr: -
PE allocation Same: 92% Same: - Same: 25% Same: 75%
Decr: 8% Decr: 50% Decr: 37% Decr: 25%
Motives for Low liquidity Low liquidity Low liquidity
reducing/stop Heavy resource Heavy resource Heavy resource
investing in PE demand demands demand
Too high fees Too high risk

6.6.1 Return satisfaction

The four groups of investors exhibited differences in terms of the extent to which they
were satisfied with the performance of their private equity investments. The ‘invest-
ment companies’ were in general very satisfied with fund returns (mean 3.7 on a 1-4
scale). Only one of the investors in this group planned to decrease allocations to the
asset class, while the others will continue to set aside the same proportion as before.
More than half of these investors are PE fund of funds, which means that all their
capital is invested in private equity. These investors may be prone to advocate the asset
class given that they are themselves fully dependent on it. The majority of the ‘hybrid’
investors were also in general very satisfied with their proceeds from private equity
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investing (mean 3.6 on a 1-4 scale). Half of the investors in the group were prepared to
increase allocations to private equity, while the other half planned to decrease invest-
ments into the asset class.

Among the investors belonging to the ‘balance sheet’ group, the satisfaction with
private equity performance was considerably lower compared with the previously
mentioned investors (mean 2.6 on a 1-4 scale). Of the ‘balance sheet’ investors, 43%
were disappointed or very disappointed with returns. Still, fewer of the investors in this
group planned to decrease allocations to private equity than was the case for the group
of ‘hybrid’ investors. However, many of these investors intended to change allocation
schemes within their private equity portfolios by further decreasing the proportion of
VC investments. The ‘non-financial’ institutions, finally, represent the group of inves-
tors that were the most dissatisfied with financial returns arriving from PE investments
(2.3 on a 1-4 scale). Given their overreliance on venture capital investments, the result
is not surprising. Still, only two out of these eight institutions, both of which were
corporate investors, had decided to reduce their investments into private equity.

A final comment about performance satisfaction concerns time of entry. It be-
came apparent that the institutions who had entered the market around the ‘dot-com’
boom seemed to be more disappointed with returns than other investors, while institu-
tions that had started to invest in the asset class well before the boom were more
satisfied (cf. Gompers and Lerner, 2000). Also, fund investors entering the market
after the ‘dot-com’ bust had rather positive expectations about returns.

6.6.2 Motives for reducing/end private equity investing

As mentioned, only one of the ‘investment companies’ planned to reduce capital
allocations to private equity, while such considerations were more broadly expressed
by investors in the other groups. The arguments for lowering the amount of capital set
aside for the asset class, or even withdrawing completely, were relatively similar in
these three groups. One primary reason to avoid future PE fund investments was the
long investment horizons of this asset class, which have negative implications for liquidity:

“PE investments are not necessarily an optimal type of investment for a re-insurance com-

pany. An insurance company of onr type should in principal be able to convert the capital
into liguid assets within a day. Private equity, characterized by long holding periods, is con-
sequently not the most appropriate type of asset for us. For life insurance companies, the
sitnation is far different.”

(Respondent #R32, Insurance company)
Another motive behind reconsidering further PE investments was the perceived large

requirements put on the investment organization. Investing in a complex asset class such as
private equity is considered to require rather significant personnel resources with
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relevant competencies and experience. Hence, a few investors claimed that they did
not have, or were not interested in building, the necessary organizational resources and
skills needed to invest in private equity:

“The reason why we decided to stop investing in private equity is not that we do not believe
in the asset class; rather, the opposite is true, in fact. But 1.5 headcounts cannot possible
manage such a difficult asset class. PE fund of funds conld have been an alternative, but
investing in fund of funds also requires purchasing skills.”

(Respondent #R23, Private pension fund)

“Tnvesting in private equity requires significant personnel resources. Evaluation of potential
investments and ongoing governance and control of the funds put high demands on an or-
ganization. From time to time, the funds run into problems and then LPs need to take on
active roles. Also, reporting and valuation are significantly more complex compared to other
assets. With our limited capital, it is not efficient to invest in the asset class. To larger or-
ganizations with more capital under management, the sitnation is different.”

(Respondent #R34, Corporate investor)

In addition, high fees, bad experiences from 1/C investing and perceived extraordinary risks
associated with the asset class were put forward as reasons why a few investors had
decided to lower their investment levels for, or to leave, the investment area.

6.7 Summary

In this chapter, a study investigating institutional investors’ views about PE fund
investing was presented based on findings arriving from interviews with 36 investors.
To obtain wide variations in the material and thus a broader understanding of the
issues at hand, the institutions were split into four groups based on how they were
financed: ‘investment companies’, ‘hybrid’ investors, ‘balance sheet’ investors, and
‘non-financial’ investors. In line with eatlier research, this study shows that LPs’ atti-
tudes and approaches toward PE fund investing differs to a significant extent based on
their respective financial origins (Barnes and Menzies, 2005).

The ‘investment companies’ came across as the most sophisticated group of in-
vestors, with a strong devotion to the asset class. They had significant pools of capital
set aside for PE investing and made by far the largest number of investments per year.
In addition, these investors had organizations consisting of investment professionals
fully dedicated to managing their PE operations. The ‘investment companies’ primarily
targeted BO funds at the time of the interviews, but kept the doors open for future VC
investments. They were prepared to undertake investments in first-time funds with the
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primary motive of ensuring access to future funds run by superior GP teams. The
‘investment companies’ were in general very satisfied with returns.

The ‘hybrid’ investors had chosen an entirely different approach to private equity
investing. They set aside relatively limited levels of capital to the asset class and hence
make only a few investments per year. Furthermore, these investors typically have no
dedicated resources for PE equity investing but instead rely heavily on other LPs for
due diligence and governance of funds. That is, by ‘piggybacking’” on investors they
considered knowledgeable and prominent, the ‘hybrid’ investor may take part in PE
fund investing despite having limited know-how of her own. These institutions had a
low risk preference by investing more or less only in BO funds and only in subsequent
funds raised by experienced GP teams. They were also in general very satisfied with
returns.

The ‘balance sheet’ investors had more capital available for PE investing com-
pared to the previous group and also more human resources dedicated to investing in
the asset class. In addition, the ‘balance sheet’ institutions appeared considerably more
knowledgeable and professional in their way of working with private equity, including
developing investment strategies, evaluating and monitoring investments, formally
cooperating with other LPs, etc., compared with the ‘hybrid’ investors. The ‘balance
sheet’ institutions also had a broader scope, targeting not only BO funds but also VC
funds, not only PE funds but also PE fund of funds, and were also open to investing
in first-time funds. The ‘balance sheet’ investors were not overly satisfied with returns
from private equity investing.

The final group of investors was the ‘non-financial’ organizations, which have ad-
ditional goals for their investment activities other than purely financial motives. These
investors had rather limited levels of capital under management but a strong devotion
to the asset class with relatively large investment organizations. They primarily targeted
venture capital investments, did not invest only in PE funds but also ditectly into
portfolio firms, and were definitely willing to invest in first-time funds in order to
support new ventures and the development of new technology. The ‘non-financial’
investors did not consider the financial returns from PE investing to be particularly
impressive.

Table 6.6 provides a summary of the results discussed in this chapter.
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Table 6.6. Overview of heterogeneity across investor groups in the qualitative study

INVESTMENT
COMPANIES

HYBRID
INVESTORS

BALANCE SHEET
INVESTORS

NON-FINANCIAL
INVESTORS

PE fund of funds and asset managers (# 12). Invest third-party capital
25% Swedish, 75% international

Large PE investors — highly devoted to the asset class
AVG: Capital for PE: 43.1 bil. SEK, PE funds/y: 12.2. Inv prof.: 13.2

PE focus: Primarily BO funds (87%), European (51%), PE funds (94%), ok with 1%
time funds

Investment criteria: Strong team, good past performance, acceptable terms &
conditions

Comprehensive and thorough due diligences
Active professional discretionary investors
Very satisfied with returns from PE investing

Banks, insurance companies and private pension funds (# 8). Invest own and third-
party capital

100% Swedish

Small PE investors — low devotion to the asset class

AVG: Capital for PE: 1.9 bil. SEK, PE funds/y: 1.5. Inv prof.: 2.0

PE focus: BO funds (92%), Nordic (63%), PE funds (88%), later funds

Investment criteria: Strong team, good past performance, prominence of other LPs
Often light or no own due diligences — typically rely on other LPs

Rather passive investors

Very satisfied with returns from PE investing

Families/foundations and public pension funds (# 8). Invest own capital
100% Swedish

Small/moderate PE investors — moderate dedication to the asset class
AVG: Capital for PE: 5.0 bil. SEK, PE funds/y: 3.4. Inv prof.: 3.0

PE focus: BO & VC funds (56%/44%), Nordic & rest of world (54%/46%), PE funds &
PE fund of funds (69%/24%), ok with 1% time funds

Investment criteria: Strong team, good past performance, prominence of other LPs
Often comprehensive and thorough due diligences

Active and rather professional discretionary investors

Not very satisfied with returns from PE investing

Corporate investors and government agencies (# 8). Invest own capital
87% Swedish, 13% international

Small/moderate PE investors — highly dedicated to the asset class
AVG: Capital for PE: 5.3 bil. SEK, PE funds/y: 3.3. Inv prof.: 6.0

Motives for PE investing: Financial goals and national growth/technological
development

PE focus: Primarily VC funds (65%), Nordic (79%), direct & PE funds (35%/65%),
positive to 1* time funds

Investment criteria: Strong team, good past performance, prominence of other LPs
Typically comprehensive and thorough due diligences

Active and often not discretionary investors

Rather dissatisfied with returns from PE investing
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This study has provided a rich description of how institutional investors perceive the
asset class of private equity, pointing at heterogeneity among investors in terms of
characteristics and motives, investment strategies, working procedures, and satisfaction
with returns, as summarized above. A few of the findings of particular interest to the
development of the research model in the following chapter deserve to be mentioned
again:

The analysis identified a number of reasons for investing in private equity funds
that have been described in earlier literature; including financial motives, good citi-
zenship, technological development and learning (see Section 2.3.6). Two additional
reasons were also identified: (i) improving firm image, i.e., building an improved
reputation in the field, and (ii) herd mentality, i.e., following the behaviors of prom-
inent organizations in the market.

The group of investors in the study with: (i) higher PE investment skills and with
dedicated PE investment teams, (ii) larger pools of capital set aside for PE fund in-
vesting, and (iii) larger proportions of BO versus VC funds within their investment
portfolios seemed in general to be more satisfied with returns from PE fund invest-
ing than did the others. These findings support indications in earlier research about
performance determinants for PE fund investors (see Section 2.3.0).

However, another set of investors turned out also to be highly satistied with PE
fund returns although they did not fulfill criteria (i) and (ii) above. Instead, these
investors had relatively limited knowledge about the asset class, did not have any
dedicated PE resources, and invested rather limited amounts in this asset class. This
group of investors had chosen a radically different investment strategy than that
taken by the more skilled investors: they followed the behaviors of other institu-
tional investors perceived as having a good reputation in the industry. This finding
suggests there might be alternative investment strategies for successful PE fund in-
vesting.

The ‘non-financial’ investors, i.e., the investors with additional goals for their
investment activities other than only purely financial motives, were less satisfied
with returns than were the others, which was expected and supports existing re-
search.

The discussions about whether or not to invest in first-time funds raised by newly
established PE firms uncovered a few interesting observations: (i) the area consti-
tutes an important part of a PE fund investor’s investment strategy, (ii) investing in
a first fund is considered to be risky given the limited knowledge about the capabili-
ties of the new fund manager, but (iii) on the other hand, not investing in first
funds may result in missed future opportunities in case the investor is not invited to
participate in subsequent funds.

The study also pointed at large differences between the VC and the BO fund
segments. The investors appeated for some time to have had a limited interest in
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investing in VC funds, referring to the high failure rates of VC funds and difficul-
ties gaining access to the few top-performing VC funds.

A final and important remark is that the findings listed above all indicate strong con-
nections to the theoretical constructs defined as central to this thesis, i.e., entry order,
uncertainty, and reputation (see Chapter 3). Thereby, this study, while providing a rich
description about private equity fund investing, also served as a tool for fine-tuning the
hypothesis formulations, but, more importantly, constituted an important source for
interpreting the results arriving from testing them. Accordingly, the specified research
model that has been the guiding star for the hypothesis development will be presented
next.
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CHAPTER 7

Specification of the research model
concerning entry order and performance

In this chapter, the theoretical model developed in Chapter 3 is operationalized by incorporating findings idents-
Jeed: (i) in existing PE research (Chapter 2), (ii) from the empirical studies about the Swedish PE industry’s
rise and development, performance heterogeneity across PE fund investors, and PE fund performance deternii-
nants, as presented previously (Chapter5), and (iii) from the broader qualitative study about PE fund investors
and their investment strategies (Chapter 6). Taken together, these findings result in a specific research model,
constituting the foundation for the upcoming hypothesis development about organizational characteristics, entry
order and performance (Chapter 8). As such, this chapter may be seen as a bridge between theory and new
insights on the one hand and the hypothesis-testing study on the other hand (Chapter 9).

7.1 Infroduction

The purpose of the hypothesis-testing study is to test and analyze hypotheses oriented
around organizational characteristics, entry order and performance. The integration of
theoretical perspectives in Chapter 3 arriving from the two major entry order streams
of research, i.e., the FMA and the imitation literatures, provided a general model that
encompasses broad and general constructs. However, it is impossible to include all
dimensions of the environment and organizational resources in one single empirical
study. Researchers may also make different conceptualizations of the same constructs.
Therefore, in order to facilitate a test of the model empirically, the concepts need to be
specified and operationalized, and the model downsized accordingly.

This chapter presents: (i) the boundaties for the model in the present study in
terms of macro characteristics and organization-specific resources, and (ii) a discussion
of how theoretical constructs are operationalized. A list of the variables discussed in
this chapter, with detailed descriptions of how they are measured and calculated, is
available in Appendix 12.

7.2 Operationalization of theoretical concepts

Chapter 3 pointed out a few theoretical concepts of special importance to this disserta-
tion, including: (i) first and late movers, (ii) uncertainty, and (iii) reputation. That these
constructs are considered important to investors when investing in PE funds was also
made apparent in Chapter 6. In addition, given that the model sets out to test
(iv) performance, this concept needs to be elaborated upon as well. Hence, the way
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that these four constructs will be operationalized in the present study will be discussed
in the following sections.

7.2.1 First and late movers

Traditional FMA research classifies the first organizations entering into a new product
or geographical market as ‘first movers’ and the others in the market as ‘late movers’,
as discussed in sections 3.2.1 and 3.2.2. In these studies, categorizations of first and late
movers are usually based on either: (i) the time elapsed since the entry of the first
mover(s), or (ii) the numerical order in the sequence of entry; typically, the first 20 to
25 percent entrants are classified as ‘first movers’ and the others are relegated to the
category of ‘late movers’ (Lieberman and Montgomery, 1988; Robinson ez af, 1992;
Schnaars, 1994; Carow ef al., 2004). In this thesis, however, a somewhat non-traditional
method of defining pioneers and followers is developed and applied. This model is
based on an organization’s inclination to invest in first or subsequent PE funds.

If it is successful, a private equity firm raises several funds. As indicated in the qu-
alitative study (Chapter 6), the question of whether or not to invest in first-time funds
is considered an important part of the investment strategy for PE fund investors. In
this dissertation, institutional investors willing to invest in a considerable number of
first funds are categorized as ‘first movers’, as they actually take on risks somewhat
similar to those entering a new market. That is, they invest in new PE management
teams having no experience in private equity and without the benefit of a track record
— at least not at the firm level. Since this is a new application area for FMA theory,
there is no earlier research that can provide guidelines of how to classify the organiza-
tions into groups of first and late movers. I determined that institutional investors that
have made at least one-third of their investments into first-time funds will be referred
to as first movers, and the others as second movers®. Hence, this study will also test
whether or not such a classification is reasonable. The associated binary variable is
termed First mover in the hypothesis testing. The reverse variable, Second mover, is also
used in the statistical analyses. These entry order variables are used both as dependent
and independent variables in the hypothesis testing.

7.2.2 Uncertainty

To operationalize uncertainty is considered impossible; at best, the perception of the
construct may be operationalized. Research originating from the field of strategic
management applies a wide range of measurements for ‘risk’, although the interpreta-
tion of the concept in the stream tends to be closer to Knight’s (1921) definition of

30 Other splits between first and second movers were also tested. No significant differences were identified
when splitting the data based on ratios close to one-third.
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‘uncertainty’ (see Section 3.2.3). Operationalizations of risk/uncertainty within the
strategy literature include: variance of some performance measure, variance in return
on equity or return on assets, variance in analyst forecasts of earnings, or stock return
data by drawing on finance theory (for a review, see Bromiley and Rau, 2009). To
finance scholars, methods of measuring risk are considerably more unified, and are
based first and foremost on the theory of systematic and unsystematic risks as stipu-
lated in the CAPM or similar portfolio models (see Section 3.2.3).

While risk, as defined by Knight, is quantifiable, it could be questioned whether
uncertainty can be measured on a continuous scale. Rather, uncertainty may be looked
upon as a more general condition. However, a broad stream of research arriving from
strategy, entrepreneurship, and, more recently, finance, applies an ordinal scale to
measure uncertainty, often varying between low’, ‘medium’ and ‘high’ (e.g., Collins and
Ruetli, 1992; Anderson ef al., 2009; McKelvie ez al., 2009). In other words, while an
exact measurement of uncertainty cannot be made, measures of uncertainty typically
incorporate some type of relative stance in comparison with industry competitors or
other industries (ibid.).

In Section 3.2.3, various types of uncertainties were presented and classified into
exogenous versus endogenous factors. Based on these classifications, four groups of
exogenous and endogenous uncertainties were outlined, as presented in Table 7.1. The
table presents comparisons between BO fund investing, VC fund investing and some
sort of ‘average’ financial industry in terms of ‘estimated’ uncertainty. First, PE fund
investors, like all other market actors, face general environmental uncertainties derived
from political, macro-economic or social factors (Miller, 1992). In this thesis, it is
assumed that such uncertainties are similar in type and extent to those that face any
average firm operating in the financial market. Second, the private equity fund invest-
ment industry possesses some unique characteristics, as outlined in Section 2.2.5, such
as: () a long-term and illiquid nature, (ii) the lack of transparent information, and
(iii) difficulties in assessing interim values of funds. Taken together, this indicates that
the PE fund investing area faces greater uncertainty than many other financial seg-
ments in these respects. Third, the respective fund investment areas, i.e., BO versus
VC funds, possess clear differences in terms of uncertainty. Historically, returns from
VC fund investing have showed significantly greater levels of volatility compared with
returns from BO funds (see sections 2.3.5 and 5.4.4). Furthermore, the VC market has
an inherently higher risk profile in comparison with the BO market given its target type
of investments, i.e., early-stage firms as opposed to more mature companies. This
indicates that the VC fund investment market is considerably more risky/uncertain
than the BO market. Fourth, the endogenous types of uncertainties, in this case those
associated with the institutional PE fund investors themselves, are expected to be in
line with the internal uncertainties facing an ‘average’ financial organization on the
market.
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Table 7.1. Exogenous and endogenous uncertainty factors facing BO vs. VC fund investors. Comparison is
made with an ‘average’ firm operating in the financial market

Moderate uncertainty High uncertainty
BO FUND INVESTING VC FUND INVESTING

Exogenous: General

- -> Similar uncertainty
environmental factors

Long-term and illiquid assets
Exogenous: Industry Lack of information
specific Difficulties to assess interim values
- Higher uncertainty

Moderate return volatility High return volatility
Exogenous: Industry . . . . .
e Moderate uncertainty of underlying High uncertainty of underlying
specific; individual sub- . . . .
. investment (i.e., mature PFs) investment (i.e., early-stage PFs)
-> Similar uncertainty -> Higher uncertainty
Endogenous: Firm-specific -> Similar uncertainty

To summarize, in this thesis, the BO fund investment market is considered to be a
sub-segment of the PE fund investment market characterized by moderate uncertainty,
while the sub-segment VC fund investment market is considered to be characterized
by high uncertainty.

7.2.3 Reputation

Similar to the previously discussed construct, measuring reputation is not a
straightforward task since the concept is abstract and only attains some measure of
reality from others in a social environment. That is, organizational reputation should
be measured as stakeholders’ perceptions, not factual representations (Walker, 2010).
Prior research has, however, suggested a number of ways to operationalize reputation,
including; corporate ratings put together by well-known ranking institutions and media
(Deephouse, 2000; Deephouse and Carter, 2005), economic performance (Roberts and
Dowling, 2002; Brammer and Pavelin, 2000), organizational size (Fombrun and Zajac,
1987; Zyglidopoulos, 2003), and market share (Fang, 2005). The venture capital litera-
ture has presented a range of ways to operationalize organizational prominence, includ-
ing: the level of capital under management or amount of invested capital (Gulati and
Higgins, 2003; Dimov ef al, 2007; Nahata, 2008), age (Lerner, 1994a; Gompers, 1996),
network centrality in syndication networks (Sorenson and Stuart, 2001), number of
successful IPOs (Lee and Wahal, 2004; Hochberg ef a/., 2007), and number of invest-
ments completed (Hsu, 2004; Dimov e# a/., 2007).

While investments into private equity funds have some similarities with invest-
ments made by PE firms into portfolio companies, there are also differences that
affect the optimal operationalization of the reputation construct. For example, while
the amount of capital under management likely is a reasonable measure of reputation
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for venture capitalists, it is less useful when studying institutions investing in PE funds,
given that allocation levels to this particular asset class tend to vary significantly be-
tween investors. That is, whilst a PE fund of fund allocates all its capital to private
equity, other investors may only set aside a few percent to this type of investments.
The age measure is also not considered a suitable proxy, given that an institutional
investor who has only made a few fund investments over a long period of time would
be unlikely to be perceived as prominent within the field of PE fund investing. Instead,
operationalizing reputation in terms of deal experience, measured as the number of
investments made, appears to be a reasonable proxy for reputation (Hsu, 2004; Dimov
et al., 2007). This measurement clearly incorporates past experience and hence a pet-
ception of capability, which is an important part of the concept’s definition (Fombrun,
1996). It also takes into account the ‘prominence’ aspect of the reputation construct
(Rindova et al., 2005), since PE fund investors who make a lot of investments are well-
known within the industry, as evidenced in the qualitative study presented in Chap-
ter 6. Hence, the number of previously carried out PE fund investments is in this study
used as a measurement for reputation. In the statistical analysis, this vatiable is referred
to as Done PE fund investments, and states the total number of previously undertaken PE
fund deals, not only those that are Swedish in origin, prior to each investment3!.

7.24 Performance

Performance could be measured in a number of different ways, in financial as well as
in non-financial dimensions. Past FMA research has used various performance mea-
surements, such as returns on assets (Yoo et al, 2009), sales growth (Durand and
Coeurderoy, 2001), survival (Mascarenhas, 1992; Robinson and Min, 2002; Min e 4/,
2006), stock price effects (Carow ef al., 2004; Boyd and Bresser, 2008), and above all,
market share (Mascarenhas, 1992; Coeurderoy and Durand, 2004; Bijwaard e a/., 2008).
More FMA studies using appropriate measures of profits have been called for
(Lieberman and Asaba, 2000), a request to which this thesis responds.

The standard practice in the private equity industry is to evaluate PE fund per-
formance either as a ‘multiple’, i.e., the ratio of cash proceeds over cash investments,
or as ‘IRR’, i.e., the annualized internal rate of return. Each of these measures has
advantages as well as limitations (Fraser-Sampson, 2007). An important advantage of
the IRR is that it considers the ‘time value of money’, meaning that it incorporates the
time aspect of fund investments. On the other hand, the multiple is considered simpler
to calculate and easier to interpret in comparison with the more complex IRR mea-

31 In otder to avoid a simple mechanical effect caused by the fact that the number of completed PE fund
investments has an inherent correlation with time, the variable was adjusted by making it relative to the aver-
age number of PE fund investments made by all LPs active in the Swedish market during a specific five-year
period.
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surement. In this study the multiple ratio is used as the performance measurement.
The reason for this is that comparable IRR data were difficult to obtain from the
respondents, and hence the multiple ratio turned out to be a more robust and treliable
vatiable. The multiples are reported net to investors, i.e., after payments to the manag-
ing PE firms. In the study, the aggregated performance is calculated and used, i.e., the
overall performance multiple for each institutional investor from 1983 through 2003
for all of their investments (this equals total returns divided by total invested capital
into Swedish-based private equity funds throughout the period)32. This dependent
vatiable is simply referred to as Performance.

7.3 Other variables

In addition to the central constructs elaborated upon in the previous sections, the
model also incorporates a number of other concepts that need to be operationalized.

7.3.1 Other independent variables

Besides reputation, the organizational variable discussed above, four other organiza-
tion-specific constructs are included in the research model as independent variables:
(i) size, (il) experience, (i) geographical proximity, and (iv) investment motive.

Size in this study is measured as the total level of capital an investor has under
management, i.e., not only for PE fund investing but for all types of financial invest-
ments. The variable is referred to as Assets under management. The variable Experience
measures how long the organization has been active as a PE fund investor prior to
each investment®. In order to measure geographical proximity to the target market a
binary variable, Local/, was introduced. The variable indicates whether the institutional
investor is a Nordic organization, i.e., whether it was founded in, and/or headquar-
tered in, any of the Nordic countries.

Two overriding motives for investing in private equity funds emerged in Chap-
ter 2 and Chapter 6: (i) to attain the best possible financial returns, or (i) to achieve
additional goals, such as spurring national growth or supporting technology develop-
ment. Hence, the binary variable No# only profit was also incorporated in the research
model and the hypothesis testing. Following eatlier research (Lerner e al, 2007,

32 Two comments: (i) using aggregated returns when evaluating performances for PE fund investors is in line
with previous research (cf. Lerner ef a/., 2007), and (ii) in order to control for period effects, the performance
vatiable was adjusted by making it relative to the average performance of all LPs active as PE fund investors
during a specific period (for details, see Section 5.4.1).

3 In order to avoid the simple mechanical effect caused by the fact that experience has an inherent correlation
with time, the experience variable was adjusted by making it relative to the average experience level for all LPs
active as Swedish PE fund investors during a specific five-year period.
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Phalippou and Gottschalg, 2009), local governmental institutions and corporate multi-
national firms were categorized into the group of organizations having additional goals
for their PE investing activities.

7.3.2 Interaction variables

A central part of the present study is to test interaction, or moderator, effects (which
will become apparent in the next chapter). A moderator variable provides information
regarding the conditions under which a cause or relationship is likely to be stronger
(Aguinis, 2004). That is, the moderator effect occurs when the interaction variable
changes the form of the relationship between another independent variable and the
dependent variable. In the current study, to what extent a favorable reputation rein-
forces or even changes a specific entry order’s effect on performance is of vital inter-
est. Hence, an interaction variable was developed and included in the research model.
The variable is referred to as Second x Done PE fund inv.

7.3.3 Control variables

Establishing and including the cotrect control variables is no easy task as effects and
relationships may be unobservable. As discussed in Chapter 2, previous research shows
that two of the most important and well-documented determinants of private equity
fund performance are: (1) fund focus, i.e., whether the fund has a VC or BO focus, and
(i) temporal effects. These findings were also supported by the current data when
tested in Chapter 5 (see Section 5.4). Given that the database was split into two parts,
ie., () only including investments in venture capital funds, and (ii) only including
investments in BO funds, the issue of fund focus was resolved.

Temporal effects were controlled for in two ways: (i) by adjusting the perfor-
mance metric for time effects (see Section 5.4.1 for details), and (ii) by using dummy
variables indicating in which period the institutional investors entered the market. That
is, the study aims to incorporate the effects of the so-called ‘dot-com bubble and bust’
periods. Hence, three binary variables were introduced measuring whether the institu-
tional investor entered the market before 1998, Start period 1, between 1998 and 2000,
Start period 2, or between 2001 and 2003, Start period 3 (cf. Hege et al., 2008). Only two
of these variables were obviously used in the regressions.
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7.4 Summary

After (i) limiting the theoretical model from Chapter 3 in terms of macro characteris-
tics (i.e., only focusing on a context characterized by moderate and high levels of
uncertainty) and organization-specific resources (i.e., size, experience, geographical
proximity, investment motives, and reputation), and (i) substituting the theoretical
concepts that emerged in Chapter 3 with more researchable variables as outlined in this
chapter, the research model depicted in Figure 7.1 was developed.

Environmental contexts
* Moderate uncert.: BO fund inv.
¢ Highuncert.: VC fund inv.

General organizational characteristics
 Size: Assets under management
* Experience

¢ Geo. proximity: Local

« Motive: Not only profit

First mover: \ 4 Performance:
% of 1%t PE fund inv. A Investors’ ack. returns

A
A specific organizational characteristic

* Reputation: Done PE fund inv.

Figure 7.1. Proposed research model of organizational characteristics, entry order and performance

This research model will constitute the foundation for the hypothesis development
that will be presented in the next chapter.
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Hypothesis development: Organizational
characteristics, entry order and performance

Based on the research model outlined in the previous chapter, 16 hypotheses are developed and presented. The
hypotheses deal with possible links between organizational characteristics, entry order and performance when
investing in private equity funds, a financial asset class characterized by relatively high levels of uncertainty, but
to varions degrees depending on the type of fund.

8.1 Introduction

As discussed in Chapter 3, most FMA-based research has focused on “datasets that
contain only large, well-established businesses in mature markets, where survivorship bias and large-
company bias are likely to exaggerate both the magnitude and the sustainability of entry order adyan-
tages” (Makadok, 1998). However, the extent to which identified FMAs transfer to
other industries and settings is still relatively pootly understood. Hence, there is a need
to explore the existence and antecedents of first, and for that matter late, mover advan-
tages in industries where sustainability is less directly connected to well-established
firms and industrial maturity. This is particularly important in contextual settings where
ambiguity is high and transparency is low — that is, when uncertainty is a prevailing
environmental characteristic. Hence, emerging and fragmented industries with intangi-
ble products that are easy to imitate have been suggested as highly suitable empirical
settings in which to further extend entry order theories (cf. Makadok, 1998; Lépez and
Roberts, 2002). The financial services industry, which in this study is represented by
the PE fund investment market, aligns well with this description.

The research model outlined in the previous chapter, which is illustrated in Fig-
ure 7.1, constitutes the foundation for the hypothesis development. Based on research
derived from the entry order streams of literature as outlined in Chapter 3 and existing
PE studies discussed in Chapter 2, as well as from findings emerging from the empiri-
cal studies presented in Chapter 5 and Chapter 6, 16 hypotheses are developed. The
hypotheses are split into three sets. The first set of five hypotheses concerns how
organizational characteristics may affect performance in this specific empirical setting,
ie., a financial services industry characterized by relatively high uncertainty in many
dimensions. This set contributes to increase the general understanding about the
hitherto relatively unexplored atea of private equity as an asset class. The hypotheses in
the second set examine how different types of organizational characteristics may
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impact entry order in situations of moderate or high uncertainty. The third set of
hypotheses analyzes the links between entry order and performance, and also addresses
whether a specific organizational resource such as reputation can alter the optimal
entry order in a given environment.

8.2 Organizational characteristics’ effects on performance

While this thesis sets out to develop and empirically test an extended model of entry
order, it also has another equally important goal to increase the general understanding
about performance determinants for PE fund investing. Clearly, organizational re-
sources and capabilities also affect performance irrespective of entry order, or as
Lieberman and Montgomery (1988) put it, “Proficiency and luck also affect profits in ways that
are unrelated to first-mover advantages” (p. 49). Hence, the five hypotheses below address
links between organizational characteristics and performance for organizations operat-
ing in a financial services industry with relatively high levels of uncertainty.

The first two hypotheses concern the links between size and performance as well
as between experience and performance. These relationships are likely two of the more
investigated areas in the fields of economics and strategic management. A large stream
of research claims that organizational size has a positive effect on financial perfor-
mance because larger firms in general benefit from economies of scale and scope
(Porter, 1980). Similarly, longer experience in a field is expected to have positive effects
on performance since more practice likely increases an individual’s/organization’s
competence levels and hence its competitiveness (Dreyfus and Dreyfus, 1986).

A number of studies on mutual and hedge funds, i.e., financial segments that have
many similarities to the present empirical field, have analyzed how size may impact
performance. However, whether larger or smaller capital bases are preferable and lead
to superior returns is somewhat unclear. For example, some studies report no signifi-
cant difference between the net performance levels of small and large mutual funds
(Grinblatt and Titman, 1989; Wermers, 2000), while research from the hedge fund
industry indicates decreasing returns for larger funds (e.g., Getmansky ez a/, 2004). As
outlined in Chapter 2, the PE research field has also investigated relationships between
size and performance. Similar to the findings from the hedge and mutual fund indus-
tries, the results are mixed. Having said that, the vast majority of these studies show
positive links between PE fund sizes and performance for both BO and VC funds
(e.g., Laine and Torstila, 2004; Phalippou and Gottschalg, 2009; Metrick and Yasuda,
2010). There are reasons to believe that this observation is transferable to the institu-
tional PE fund investor level; ie., PE fund investors that have more capital under
management are assumed to achieve better returns since they enjoy economies of scale
and can diversify portfolio risks (cf. Sharpe, 1964; Lintner, 1965). Hence, it is hypothe-
sized that:
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H1. In a financial services industry characterized by moderate to high uncertainty, size will
positively impact performance.

The link between experience and performance has also been investigated in studies
focused on the mutual and hedge fund industries. Here, though, there is a more wide-
spread and uniform opinion that increased experience leads to superior outcomes (e.g.,
Fung and Hsieh, 2000; Nicolosi ¢ a/., 2009). The major explanation provided for this is
that individual investors learn from previous mistakes and successes, adjust their future
trading plans accordingly, and subsequently achieve higher levels of investment per-
formance as they gain additional experience. Similar findings have been gathered in
studies focused on the private equity industry, showing that more experienced and
skilled PE firms, whether they be VC or BO oriented, have higher survival rates and
offer better returns compared to others (Manigart ¢ al, 2002; Kaplan and Schoar,
2005; Diller and Kaserer, 2008; Phalippou and Gottschalg, 2009). There are also
indications in the literature that PE fund investors as well clearly benefit from more
experience. Lerner ez al. (2007) argue that institutional fund investors with longer
experience in the field develop a deeper understanding, i.e., are more sophisticated,
than less experienced investors, which is assumed to constitute a comparative advan-
tage. Based on these discussions, it is hypothesized that:

H2. In a financial services industry characterized by moderate to high uncertainty, longer expe-
rience in the field will positively impact performance.

The next organizational characteristic in focus concerns geographical proximity. Oz-
ganizations closer to a focal market are considered not only to be better located to
access, understand and economically value information about the market, but also to
pick up information that point them toward an opportunity (Fuentelsaz ¢f al., 2002).
Hence, local organizations have an advantage over their international counterparts in
their relative closeness to the market. Sociologists assert that geographical proximity
greatly facilitates the development of social networks (Stuart and Sorensen, 2003). Such
networks are regarded as crucial for inter-organizational knowledge sharing and trans-
fer, which is assumed to lead to improved capabilities and thereafter to increased
competitiveness. In his study of primarily US-based institutional PE fund investors,
Hobohm (2009) found that institutions geogtraphically closer to successful VC-intense
areas achieve significantly better returns than do more distant investors. It is reason-
able to believe that this finding transfers not only to buyout funds, but also to private
equity fund investing in general. Following this, the next hypothesis is formulated as:
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H3. In a financial services industry characterized by moderate to high uncertainty, geographical

proximity fo the market in question will positively impact performance.

The next organizational characteristic concerns investment objectives. As outlined in
Chapter 2, for a vast majority of institutional investors, the overriding goal of PE fund
investing is simply to receive as high a rate of return as possible. But, as discussed,
investors may have additional motives for getting involved in private equity investing.
Such motives were also apparent in the qualitative study presented in Chapter 6. Ex-
amples of identified, more or less pronounced, secondary goals for PE fund investing
include: establishment of future customer relations, learning from others, expectation
of enhanced organizational image and reputation, and herding (see Section 6.3.3).
However, some institutional PE fund investors have more fundamental alternative
purposes for their investment activities that are closely linked to their, or their parent
company’s, principal objectives. Aside from the promise of financial returns, two
additional motives tend to dominate: to stimulate local economy and to spur technolo-
gical innovation. The first purpose is especially common among public institutions
such as government agencies or regional municipalities (Lerner, 2007). The second
motive is frequently expressed by multinational corporations having a special interest
in technological development, for example within the areas of high-technology or life
science (Maula, 2001). Accordingly, institutional investors can broadly be divided into
two groups: (i) investors having (mainly) financial objectives, and (ii) investors with
objectives other than purely financial for their investment activities.

There is indicative evidence in the PE literature that investors having goals other
than pure financial gain, tend to receive lower returns. For example, Lerner ez a/. (2007)
suggested that public pension funds face political pressures which often negatively
affect financial performance, and Hobohm (2009) found that US government agencies
underperform all other types of institutional PE fund investors. The analysis of per-
formance heterogeneity among investor types presented in Section 5.3 also indicated
that corporate investors and government agencies underperform relative to other
investors. A plausible explanation for the findings is that investors with additional
goals for their investment activities are more interested in PE firms’ operations per se,
and are less focused on constantly maximizing investment returns. In other words,
such investors may need to, from time to time, make tradeoffs between purely finan-
cially driven decisions and overall organizational goals. This leads to the following
hypothesis:

H4. In a financial services industry characterized by moderate to high nncertainty, having addi-

tional objectives besides purely financial motives will negatively impact performance.
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The final organizational characteristic, or actually, asset, discussed within this subsec-
tion is organizational reputation. As outlined in Section 3.2.4, a good reputation is
considered to be a critical asset to organizations given its rare, socially complex and
hard-to-imitate nature (Barney, 1991; Rao, 1994; Fombrun, 1996). Further, it is a type
of ‘social approval’ asset considered especially important and valuable in situations of
high uncertainty (Cyert and March, 1963). The basic idea is that an organization with a
favorable reputation can capitalize on its prominence and hence enjoy various benefits,
which in turn leads to enhanced performance. A large body of research has docu-
mented a positive relation between organizational reputation on the one hand, and
superior outcomes of various kinds on the other (Benjamin and Podolny, 1999;
Deephouse, 2000; Roberts and Dowling, 2002).

Also, in the VC literature, there are clear indications of links between a favorable
reputation and better performance. For example, Lerner (1994b) found that prominent
venture capitalists are more successful than others in taking portfolio companies public
near market peaks. Nahata (2008) showed that more reputable VC firms select superior
firms, which is in line with the findings presented by Serensen (2007). Lee and Wahal
(2004) put forward the finding that more reputable VC firms are able to raise more
money. Finally, Hochberg e a/. (2007) argued that more prominent VC firms expe-
rience significantly better fund performance than their peers. It could be expected that
these findings are transferable to the PE fund investment segment, suggesting that
more reputable PE fund investors benefit from general advantages leading to supetior
financial returns, hence the hypothesis:

H5. In a financial services industry characterized by moderate to high uncertainty, a favorable
reputation will positively impact performance.

The above hypotheses had a rather narrow focus on how organizational factors may
affect performance in a financial services industry characterized by relatively high
uncertainty, here represented by the PE fund investment field. The following two sets,
however, lift the generalization level when hypothesizing around entry order and
subsequent outcomes in environments of moderate and high uncertainty, respectively.

8.3 Organizational characteristics’ effects on entry order

This subsection develops hypotheses which relate to how organizational characteris-
tics, including resources and capabilities, may affect entry order within situations of
moderate to high uncertainty.

173



CHAPTER 8

Two organizational features that have frequently been investigated within the
FMA research stream are size and experience. As outlined in Chapter 3, a large number
of FMA studies demonstrate that large and/or expetienced firms are natural first
movers (Mitchell, 1989; Schoenecker and Coopert, 1998). The central idea is that such
organizations are expected to have acquired the resources and capabilities needed to
enter, build and maintain a new market, which will be difficult or even impossible for
firms with limited resources. An argument that supports the notion that more expe-
rienced firms are expected to pioneer is that firms with experience from a related
business possess many of the necessary capabilities needed to compete in the trelated
field (Schoenecker and Coopet, 1998).

Given that most empirical studies within the FMA-based research have focused
on mature packaged-goods industries, however, these results may not be transferable
to other contextual settings. In other words, whether the same types of characteristics
are associated with an eatly entry, or a later move, in a financial services industry with
relatively high levels of uncertainty is unclear. Here, it is hypothesized that whether
larger organizational size and/or longer expetience in the field leads to an increased
propensity to pioneer depends on the level of uncertainty. In cases where uncertainty is
moderately high, it is expected that organizations with strong resources and longer
experience are willing to take on risks by moving early because they can afford to
gamble (cf. Bromiley ¢ a/., 2001), leading to the two following hypotheses:

Ho6a.  When uncertainty levels are moderate, size will positively impact entry order.
and

H7a.  When uncertainty levels are moderate, longer excperience in the field will positively impact
entyy order.

However, in cases in which uncertainty is very high, even resource rich and highly
capable firms are likely to avoid risky first moves. Shamsie ¢ a/. (2004) argued that an
organization with significant financial assets can await the resolution of uncertainty and
then use its resources to cancel out potential first mover advantages created by eatly
entrants. This is considered especially true in environments with high uncertainty and
comparably low entry barriers (Kerin ef al, 1992), such as the situation for VC fund
investing, where first moves in general do not require significantly high levels of capital
or human resources. In addition, organizations with previous experience in a similar
industry or from another geographical location may substitute such knowledge for the
specific experience acquired by first movers (Lord and Ranft, 2000; Bayus and
Agarwal, 2007). Within the private equity market, which is characterized by a high
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degree of standardization, as discussed in Chapter 2, international experience in PE
fund investing is likely a relatively good substitute for experience gained in the local
market. Based on this, the following two hypotheses predict that size and prior expe-
rience in the field are negatively associated with early entry in a market characterized by
high levels of uncertainty:

Hob.  When uncertainty levels are high, size will negatively impact entry order.

and

H7b.  When uncertainty levels are high, longer experience in the field will negatively impact entry

order.

The next hypothesis concerns how geographical proximity may affect entry order. This
area has, in contrast to the above-discussed concepts, received limited interest in the
entry order literature, with the exception of a few studies, and hence merits more
elaboration. The line of thinking outlined in this section has close links with the rea-
soning behind Hypothesis 3.

Organizations are expected to consider entry into new contexts only if they have
access to, and are capable of understanding and evaluating, information about the
situation (Cotterill and Haller, 1992). In general, information is considered to be costly
and may be difficult to access, depending on its nature, i.e., whether it is publicly
available, private or tacit. Organizations closer to a focal market are expected to be in a
superior position to access local information due to a greater general understanding
about the topic of interest, but also due to better access to local networks (Fuentelsaz
et al., 2002). Hence, while organizations distant from a particular market are expected
to perceive higher degrees of uncertainty, proximity implies better knowledge of the
focal market. Research from the private equity field in general supports these observa-
tions. Sorenson and Stuart (2001) found that the likelihood that a ventutre capitalist
would invest in a new venture declines sharply with geographic distance. In a similar
vein, Jeng and Wells (2000) showed that VC firms tend to invest as well as exit their
investments primarily in their home markets. In one of the few studies investigating
PE fund investors, Hobohm (2009) found a significant degree of home bias. In other
wortds, institutional investors tend primarily to invest in regions close to their origins, a
pattern that was found to be especially true for VC funds. Hobohm’s study included
primarily US-based PE funds. Following this finding, it is expected that local institu-
tional investors in general are better positioned and therefore more willing to take on
ploneering investing roles in local PE funds, which leads to the following hypothesis:
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HS. When uncertainty levels are moderate to high, geographical proximity to the market in
question will positively impact entry order.

Another possible determinant of entry order that has not been analyzed in the main-
stream literature relates to company mission, i.e., to what extent the overriding busi-
ness goals of the organization have any effect on the organization’s willingness to enter
eatly or late. As outlined in Chapter 2, as well as in the discussion leading to Hypothe-
sis 4, certain organizations have additional goals for their PE fund investment activities
other than to attain the best possible financial returns. In other words, institutional
investors can broadly be divided into two groups: one group of investors that seeks to
optimize returns, and another group having additional motives for investing in private
equity other than purely profit-driven thinking. Consequently, it is expected that these
institutional investors are willing to take on pioneering roles in order to kick-start
private equity investing into, for example, specific technological areas or geographical
regions, while financial returns are considered to be of secondary importance. This
leads to the ninth hypothesis:

HO. When uncertainty levels are moderate to high, having additional objectives besides purely

financial motives will positively impact entry order.

As discussed in Chapter 3, reputation refers to external stakeholders’ expectations of
an actot’s capability to deliver value along some key dimensions, determined by general
perceptions of its previous efforts. Thereby, reputation incorporates an extrapolation
from the past to future behavior, implying that an organization needs to have reached
a certain level of maturity in order to be reputable (Deephouse and Suchman, 2008).
Given the efforts needed to be perceived as a prominent organization within the
industry/society, organizations that have reached such a position are likely to be
hesitant to take actions that may hurt their favorable reputation. Hence, it is expected
that high-reputation organizations in uncertain contexts, where the consequences of a
particular course of action are especially difficult to foresee, will avoid first mover
roles. Instead, unknown or troubled firms with poor reputations, are expected to be
more willing to enter early in attempts to improve their situations (cf. Bowman, 1982;
Figenbaum and Thomas, 1986). Following this discussion, the tenth hypothesis can be
formulated as:

H10.  When uncertainty levels are moderate to high, a favorable reputation will negatively impact
entry order.
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8.4 Entry order effects on performance

This final subsection will elaborate upon hypotheses concerning how pioneering, or
following, affects performance in the chosen empirical setting with its moderate to
high levels of uncertainty. In addition, the question of whether organizational reputa-
tion may be used as a moderating factor on optimal entry order will be hypothesized
around.

8.4.1 Entry order effects on performance in moderate/high uncertainty
As outlined in Chapter 3, a number of sources focusing on first mover advantages
seem to apply only to industrial or packaged goods markets, while others are more
broadly applicable. Of the proposed sources of first mover advantages, ‘preemption
factors’ and ‘proprietary effects’ are isolating mechanisms, i.e., mechanisms through
which pioneers can be protected from imitative competition, which are applicable to
most industries and contextual settings (cf. McNamara ez 2/, 2008). First movers may
preempt market opportunities by building relationships with important stakeholders,
for example with customers, partners, or investors (ibid.). In this way, a pioneer is in a
position to identify opportunities earlier than rivals due to asymmetric information;
and also in a better position to gain control of critical assets before their full value
becomes known to the larger market (ibid.). In other words, first movers are likely to
pursue and acquire the ‘best’ targets, and thereby to limit choices for followers (Carow
et al., 2004). The proprietary experience effects relate to advantages stemming from
learning and experience, which will also benefit first movers (Porter, 1980; Lieberman
and Asaba, 2000). In other wotds, there are clear examples of first mover advantages
that could likely benefit pioneers in non-packaged goods industries, such as a financial
services industry.

Having said that, strategy as well as imitation scholars tend to generally put for-
ward following as the most advantageous entry order in situations of uncertainty.
Strategy scholars consider following to be an efficient response to uncertainty and
ambiguity where later entrants learn from preceding organizations and thereby avoid
costly mistakes (Kerin e al, 1992; Naveh e7 al., 2004). That is, late movers are likely to
be better informed about the emerging market’s characteristic and opportunities, and
thus can ‘leap-frog’ pioneers (Naveh ez al., 2004; Kopel and Loffler, 2008). Institutional
scholars also indirectly emphasize the benefits of entering a market first when uncer-
tainty has been resolved and increased industrial legitimacy enhances the possibility of
acquiring resources and attracting the interest of important stakeholders (Hannan and
Carroll, 1992; Aldrich and Fiol, 1994; Suchman, 1995).

Taken together, it is unclear whether first, or for that matter second, mover ad-
vantages actually exist within a financial services industry characterized by relatively
high levels of uncertainty. Extant FMA research on the finance sector provides rather
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ambiguous and mixed results on this matter (Tufano, 1989; Makadok, 1998; Berger
and Dick, 2007). However, a fundamental assumption in the FMA theory is that the
contextual situation will have a major impact on to what extent pioneers, or followers,
will be able to exploit their position and build sources of sustainable advantages
(Lieberman and Montgomery, 1988). Following this basic notion, it is proposed that an
optimal entry strategy depends to a high extent on the level of environmental uncer-
tainty — also within a certain industry.

The preemption factors leading to first mover advantages addressed above are
likely also to be applicable to an area such as PE fund investing and to the question
about whether or not to invest in first funds. In this industry, institutional investors
that avoid first-time fund investing may face situations where, for example: (i) they are
not invited to invest in later funds run by PE firms with excellent track records, (if) if
they are invited, they may have limited ability to affect fund manager compensation
terms, and (iii) they may find themselves in a position where important service provid-
ers, such as lawyers and investment banks, are engaged by first movers. In other words,
followers (here, investors that fancy later funds) may be forced to invest with fund
managers with limited, or even poor, track records, pay higher fees, and be supported
by less skilled third-parties (cf. Carow e al., 2004). Based on the previous discussions,
in cases where uncertainty is moderate, it is proposed that there exist first mover
advantages:

H11.  When uncertainty levels are moderate, pioneers will ontperform followers.

However, in cases when uncertainty reaches very high levels and risks associated with
an early entry increase commensurately, possible FMAs will likely be surpassed by late
mover benefits (cf. Schoenecker and Cooper, 1998). This reasoning applies to the field
of PE fund investing and the area of first versus subsequent fund investing. Investing
in first-time funds raised by recently founded PE firms with no or limited track records
is obviously a considerably higher risk compared to investing in a second, third, fourth,
etc., fund. In these instances, the PE firm is assumed to have gained more experience,
cultivated larger networks, and, of particular importance, amassed a record of past
performance that the institutional investor can evaluate before making an investment
decision. And, the higher the uncertainty level associated with an investment, the less
likely an investor is to be willing to move eatly. Thus, in line with previous research
suggesting that following may be the optimal entry strategy in the face of uncertainty
(Kerin et al., 1992; Lieberman and Asaba, 2000), the following hypothesis is proposed:

H12.  When uncertainty levels are high, followers will outperform pioneers.
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8.4.2 Moderating effects of reputation

In this final subsection, hypotheses that investigate how organizational reputation may
alter an earlier optimal entry order strategy are developed.

As discussed, of several ‘social assets’ that contribute to prominence, reputation
holds a central position in the strategy literature (see Section 3.2.4). While such an asset
is valuable to the high-reputation organization itself, it can also strengthen the trust-
worthiness of associated parties. A large number of studies have reiterated the vital
roles that endorsing organizations play as ‘certification’ providers (e.g., Stuart e al,
1999; Gulati and Higgins, 2003; Dacin e al, 2007). In particular, the venture capital
literature provides a substantial body of research and evidence in this area (Megginson
and Weiss, 1991; Hsu, 2004 ; Serensen, 2007; Nahata, 2008; Puti and Zarutskie, 2009).
These studies put forward the notion that more reputable venture capital firms have
stronger and more positive impacts on the development of their portfolio firms, which
in turn generate advantages to the VCs themselves in terms of, for example, access to
investments of higher quality and potential, more skilled and reputable external advi-
sors, and better exit routes.

Unlike PE firms, institutional PE fund investors are not in a position to contri-
bute with any value-add to the operations of their investees, i.e., PE firms. In fact, the
GP-LP relation prevents institutional investors from taking an active part in opera-
tions, as discussed in Chapter 2 (see Section 2.2.4). However, prominent institutional
investors will likely contribute through signaling effects just by making an investment
decision public. In other words, an institutional investor with a favorable reputation
that, after an evaluation of a PE fund and its management firm, decides to invest sends
a strong signal about the quality of said firm and fund. Such signals are expected to
have positive effects on other stakeholders, for instance: other fund investors, ma-
nagements in potential portfolio companies, industrial or financial sellers or buyers,
investment banks, advisors, senior executives, and so forth. Especially in the private
equity industry, which is characterized by high levels of secrecy and uncertainty, posi-
tive indicators from prominent institutional investors are likely considered as important
proxies for specific, detailed, and hard to obtain information about specific private
equity firms and funds. That is, in a less uncertain environment, stakeholders would
have more opportunities to examine the firm in greater detail and would not need to
rely as heavily on others. Hence, private equity firms are also expected to benefit from
endorsements from prominent investors, at least until the former have built their own
solid track records. This idea was also apparent in the in-depth interviews, presented in
Chapter 6 (see Section 6.5.3).

Given that an association with a prominent organization brings clear benefits and
advantages to an organization, while the endorsing entity puts its own reputation on
the line by taking such a risk, such associations are expected to exact a price. That is,
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reputation-rich organizations are likely to expect something in return for their willing-
ness to let reputation-poor entities ‘piggyback’ on their prominence. Determining the
exact costs of affiliations with prominent organizations is a subject that has, however,
gained limited interest in the literature, with only a few exceptions. For example,
Podolny (1993) proposed that suppliers are not willing to be affiliated with entities that
may damage their reputation. Hsu (2004) showed that VC firms tend to be concerned
with their status on the market, given the highly networked nature of the private equity
industry and the ongoing need for capital and attractive investment opportunities.
Hence, when analyzing the costs borne by entreprencurs for affiliating with more
reputable VCs, Hsu (ibid.) showed that more prominent venture capitalists enjoy better
conditions as shareholders compared with others. Kaplan and Strémberg (2003)
argued that firms that foresee clear benefits from certification provided by a chosen
venture capitalist would accept unusually strict terms and conditions. Finally, Chen ez
al. (2008) investigated the price of engaging high-level affiliates as executive managers
or as company board members, and found significant differences in payments. Some
types of organizations and/or individuals, such as venture capitalists or senior execu-
tives, may be able to directly capitalize on their reputation by extracting higher rents or
demanding higher salaries (e.g., Hsu, 2004; Chen e¢7 a/., 2008). However, the same is not
true for others. For example, Pollock e 2/ (2010) argued that commissions to under-
writers are rather uniform, i.e., aligned to some type of general market level. Hence, the
authors put forward the notion that underwriters tend instead to capitalize on their
prestige through higher stock prices. In the PE fund investment market, the situation
is similar. That is, terms and conditions such as management fees, hurdle rates, carried
interest levels, etc., are fairly standardized (Barnes and Menzies, 2005). Thus, institu-
tional investors that have strong positive reputations, and are likely especially attractive
as PE fund investors, would hardly expect any specific advantages related to, for
example, fee structures or return schemes compared to other investors. What they may
look for, though, are ways to reduce a feature prevailing in this industry, namely, risk.

As hypothesized above, it is proposed that in the case of moderate uncertainty,
first mover advantages would outweigh the risks of early entry. That is, organizations
arriving late might lose the opportunity to gain access to the best opportunities, i.e., in
this case, they might not be invited to participate in funds raised by the best-
performing private equity management teams. Hence, in situations of moderate uncer-
tainty, a first mover strategy is in general proposed to be the optimal entry strategy
(Hypothesis 11). However, the risks of entering early are obviously also higher in
situations of moderate uncertainty compared with entering later when uncertainty has
been resolved — and hence, the latter entry order is probably preferable in case the
benefits associated with pioneering would be offered. It is likely that a prominent
investor most often would be welcome to invest in any PE fund, regardless of whether
they have invested previously or not, given the strong signal such a commitment would
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send to society at large and, specifically, to other key stakeholders. Put differently, an
organization with significant bargaining power in terms of possessing a strong reputa-
tion is expected to be in a position where it can trade endorsement for access to supe-
rior investment opportunities. Hence, it is proposed that prominent institutional
investors do not have to take on risky pioneering roles by investing in first-time funds.
Rather, they can await the accumulation of a certain track record gained by the private
equity firm and then invest in subsequent funds. Consequently, the prominent institu-
tional investor gets the option to wait for new information to arrive, whereby the delay
in entry is expected to reduce the effect of uncertainty. This means that a good reputa-
tion moderates the positive effect of pioneering in situations of moderate uncertainty,
leading to the following hypothesis:

H13.  When uncertainty levels are moderate, organizations with favorable reputations will benefit

more from following than from pioneering.

Building on the reasoning above, it is hypothesized that organizations with strong
reputations are also in a position to be invited to the best performing teams in cases of
high uncertainty, and hence it is hypothesized that:

H14.  When uncertainty levels are high, organizations with favorable reputations will benefit more
than others from following.

8.5 Summary

The hypotheses developed in this chapter are depicted in Figure 8.1 and summarized
in Table 8.1.
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Environmental contexts
* Moderate uncert.: BO fund inv.
¢ Highuncert.: VC fund inv.
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Figure 8.1. Proposed researchmodel of organizational characteristics, entry order and performance —
hypothesized connections

Table 8.1. Overview of developed hypotheses and expected relationships

ORGANIZATIONAL | MODERATE UNCERTAINTY | HIGH UNCERTAINTY
e l Performance First mover l Performance First mover
Si + + + R
e H1 H6a H1 Héb
) + + + -
Experience H2 H7a H2 H7b
) . + + + ¥
Geographical proximity H3 H8 H3 Hs
Investing motive: - + - +
Not only profit H4 H9 H4 H9
. + - + -
Favorable reputation H5 H10 Hs H10
First + -
irst mover W11 Wi
Favorable reputation & + +
Second mover H13 H14

In the following chapter, the results from testing these 16 hypotheses empirically will
be presented and analyzed.
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Prediction of entry order and performance

In this chapter, empirical findings for the hypotheses developed in the previous chapter about links between
organizational characteristics, entry order and performance are presented and analyzed.

9.1 Infroduction

In the previous chapter, 16 hypotheses arranged into three sets were developed. Hypo-
theses 1 to 5 outline how organization-specific characteristics may be connected to
performance for investors active within a financial services industry. Hypotheses 6a to
10, on a more general level, seek to investigate links between organizational characte-
ristics and entry order in situations of uncertainty. The final set, consisting of hypo-
theses 11 to 14, focuses on entry order and its effect on performance in the same type
of contextual setting. This chapter presents outcomes from testing the hypotheses
empirically. Given the statistical methods chosen, however, the results will not appeat
in the same order as the hypotheses were developed in Chapter 8. First, results from
testing the hypotheses where entry order constitutes the outcome variable are outlined,
i.e., H6a — H10. Second, test results for the hypotheses developed for predicting
performance, ie., HI — H5 and H11 — H14, are provided. After this information is
offered, a deeper analysis of the results with links back to existing literature is pre-
sented. First, though, a few reminders about the datasets used in the tests and how key
variables have been operationalized will be given.

The quantitative dataset col- rple 9.1. Data used in the hypothesis-testing study
lected within the research for this (cf. Figure 4.4)

dissertation was presented in Section BO funds (A) | VC funds (B)
4.4. The database consists of 334 | Funds 46 27
institutional investors that together | Investments 342 506
have made 848 investments into 73 | Institutional investors 219 186

ptivate equity funds. Since the hypo-

theses set out to test entry order and performance effects in situations of moderate
versus high uncertainty, two subsets of the full database were used (see Table 9.1).
First was one subset of the database that only contains investments made into BO
funds, referred to as dataset ‘A’. Second was a subset that consists of VC fund invest-
ments, referred to as dataset ‘B’. As discussed in Section 7.2.2, the BO fund investment
segment is in this study used as a representation of a moderately uncertain environ-
ment, while the VC funds represent an investment segment characterized by high
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levels of uncertainty. Moreover, pioneers are operationalized in the study based on
institutional investors’ inclination to invest in first-time funds (see Section 7.2.1).
Investors who have made at least one-third of their PE fund investments into first
funds are here referred to as ‘first movers’ and the others are termed ‘second movers’.

A list of the variables used in the hypothesis tests is provided in Appendix 12.
Appendices 14 and 15 present descriptions and correlations for variables predicting
entry order for BO and VC fund investments, respectively. Appendices 16 and 17
contain correlation tables for variables predicting performance for the two datasets3.

9.2 Factors affecting entry order

In this section, relationships between institutional investors’ organizational characteris-
tics and their preference for taking on roles as first movers are investigated, correlating
to hypotheses 6a to 10. The analyses were made using binary logistic regressions. In
order to simplify the explanations of how individual predictors impact the research
model, odds ratios were calculated. The ratio indicates how much more likely it is that
an investor with the organizational characteristic under study will become a first mov-
er. A value greater than one indicates that the odds of taking on a pioneering role are
increased, while the opposite is true when the odds ratio is less than one.

Given that the concept of reputation is of special importance to the study, the re-
gressions were run on two sequential models: excluding and including the reputation
construct. The first model, Model 1, includes the following variables: (i) variables used
for controlling temporal effects, (ii) the investor’s average level of assets under man-
agement, (iif) the investor’s average experience from PE fund investing, (iv) whether or
not the investor is local (in this case, Nordic), and (v) whether or not the motive for
PE fund investing is purely financial. The second model, Model 2, incorporates the
reputation construct, measured as the average of previously made PE fund invest-
ments. As stated above, the regressions are run on both databases, i.e., investments
into BO funds (‘A’) as well as VC funds (‘B’).

Table 9.2 reports the coefficients, standard errors and odds ratios for variables
predicting institutional investors’ inclination to become first movers.

34 Regression diagnostics for the datasets are presented and discussed in Appendix 5.
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Table 9.2. Summary of logistic regression analysis for variables predicting investors’ inclination to invest in
first-time PE funds

Dependent BO FUNDS (A) VC FUNDS (B)

variable: ‘Moderate uncertainty’ ‘High uncertainty’

FIRST MOVER Model Al: Base Model A2: Reput Model B1: Base Model B2: Reput
Coef.” OR. Coef.” O.R. Coef.” OR. Coef.” OR.

Start period 1 2687 | 14637 | 2665 | 1416

(0.61) (0.61)
Start period 2 0.92F 2.50" 0.87F 2.38"
(0.49) (0.50)

Assets under -1.43 0.87 -0.08 0.92 0.21 1.22 0.23 1.25

man. (0.20) (0.20) (0.16) (0.16)

Experience 0.99 2.69 3.00" 20.16" | -3.147 | 0.04" -2.40" 0.09"
(1.23) (1.53) (1.21) (1.22)

Local 1.86" | 6417 | 1697 | 5.44™ -0.13 0.88 -0.29 0.75
(0.47) (0.48) (0.45) (0.46)

Not only profit 0.73 0.77 2.17 1.45" 425" 146" 431"
(0.50) (0.51) (0.50) (0.50)

Done PE fund inv. -0.80" 0.45" -0.34 0.71

‘Reputation’ (0.37) (0.30)

McFadden’s ps. R® 0.150 0.172 0.173 0.178

Likelihood ratio y* 32.00" 36.88 4238 43.62

Change in ps. R® 0.023 0.005

2 .

X fon; change in 188" 123

ps. R

N 219 219 186 186

Significance levels: ~"p<0.001; ~"p<0.01; “p<0.05; Tp<0.10.
Y Standard errors reported in parentheses below the coefficient estimate.

The logistic regressions for BO fund investments encountered a numerical issue
referred to as a “zero-cells” problem (Chen e 4/, 2010). The underlying cause is that
only four of the institutional organizations in this dataset that started their investment
activities in period 2 were classified as first movers, which, due to it being such a small
group size, leads to computation problems. A suggested way to circumvent the prob-
lem is to remove variables from the regression model. Hence, for the computation of
the dataset containing BO fund investments, the two variables indicating when the LP
started to invest were taken out.

When running the logistic regressions on the dataset containing BO fund invest-
ments, McFadden’s pseudo R? arrived at 0.150 for Model Al. The model has a rela-
tively moderate explanatory power, given that values close to 0.2 and above are
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considered satisfactory (Chen e# al, 2010). Model A2, though, significantly increased
the explanation capacity by 0.023 (32 = 4.88, p < 0.05) to 0.172. In other words, the
reputation construct, i.e., the variable Done PE fund investments, enhanced the fit and
should be included in the regressions when testing entry order determinants in the case
of BO fund investing. Thereafter, the model was tested on VC fund investments.
McFadden’s pseudo R? arrived at 0.173 for Model B1, which constitutes a significant
fit of data (y2 = 42.38, p < 0.001). When adding the reputation variable, however, the
new model, Model B2, turned out not to be statistically significant. In other words,
reputation as an organizational asset seems not to impact a VC fund investor’s inclina-
tion to become a first, or for that matter a second, mover. Hence, Model 1 provided a
better fit of data when predicting entry order in the case of VC fund investing. Figure
9.1 shows the odds ratio for each predictor with a one-standard-deviation change, i.e.,
the increased chance in percentage form of taking on a first mover role for Model A2
and B1, respectively.

100,0%
80,0%
60,0%
40,0%

20,0%

0.0% T

-20,0%

Percentage change in chance

-40,0%

-60,0%
Assets under | Experience + Not only Done PE fund
Local + 1SD
man. + 15D 15D 0l +1SD | ofit+ 15D | invest.+ 15D
BO: First Mover (Model A2) -8,0% 74,0% 132,7% 28,0% -47,5%
B VC: First Mover (Model B1) 28,6% -48,8% -5,4% 85,3%

Figure 9.1. Factors associated with inclination to investin first-time PE funds

Hypothesis 6a proposed that larger financial investors in terms of assets under man-
agement are more likely than others to pioneer (in this research, to invest in first-time
funds) in situations of moderate uncertainty. On contrary, Hypothesis 6b suggested
that if uncertainty levels are high, asset-heavy investors are expected to await resolution
and take on second mover roles. None of these hypotheses were supported; size did
not have any significant impact on entry order, irrespective of uncertainty level. Hypo-
thesis 7a predicted that more experienced PE fund investors, measured in years, are
likely to pioneer in situations of moderate uncertainty. The hypothesis was supported
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with an odds ratio of 20.16 (p < 0.10), which here implies that experienced PE fund
investors are more keen to invest in first-time BO funds than are other investors.
Hypothesis 7b, on the other hand, proposed that when uncertainty levels are high,
experienced investors will prefer a follower strategy. This hypothesis was also sup-
ported (O.R. = 0.04, p < 0.01).

The next hypothesis, Hypothesis 8, predicted a positive relationship between be-
ing a local organization and the likelihood of pioneering, regardless of uncertainty level.
The hypothesis received significant support in the case of BO fund investing, with an
odds ratio at 5.44 (p < 0.001). However, the hypothesis was not supported and actually
indicated negative odds for VC funds. According to Hypothesis 9, institutional inves-
tors having not only financial objectives for their investment activities are more likely
than others to make first moves in both moderately and highly uncertain situations.
This hypothesis received significant support for VC funds with an odds ratio of 4.25
(p < 0.01). The hypothesis was, however, not significantly supported for BO fund
investing (although the direction was in line with the prediction). Finally, Hypothesis
10 predicted that a favorable reputation is negatively related to taking on pioneering
roles when uncertainty is moderate to high. This means, for the current empirical
context, that institutional organizations having made a larger number of PE fund
investments are less willing to invest in first-time funds, whether BO or VC funds.
This hypothesis received significant support in the case of BO fund investing with an
odds ratio of 0.45 (p < 0.05). The model including the reputation construct, i.e., Model
2, was, as stated above, not significant for investments made into VC funds, and hence
the hypothesis was not supported for investments in such funds. Although the direc-
tion of the variable was in line with the hypothesized prediction, it was without statis-
tical significance (Model B2: O.R. = 0.71, p = 0.27).

9.3 Factors affecting performance

Chapter 8 outlined nine hypotheses concerning performance in relation to:
(i) organizational characteristics (hypotheses 1 to 5), (i) pioneering in situations of
moderate and high uncertainty (hypotheses 11 and 12), and (ii) combinations of
pioneering, environmental uncertainty and organizational reputation (hypotheses 13
and 14). In this section, results from testing these hypotheses will be presented.

The tests were carried out through multiple linear regressions. In the same way as
detailed in the previous section, blocks of variables were introduced sequentially, and
thereafter, determinations of their respective explanatory capacities were made (i.e.,
hierarchical regressions). The dependent variable is apparently performance, measured
as an institutional investor’s overall return from investing in Swedish PE funds
throughout the period 1983 to 2003.
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The first block, Model 1, contains variables controlling for the starting time as
Swedish PE fund investors. Model 2 adds five variables outlining institutional inves-
tors’ organizational characteristics, including: (i) average level of assets under manage-
ment at the time of each investment, (ii) average experience level in years at the time of
each investment, (iif) whether or not the LP is local (in this case, Nordic), (iv) whether
or not the LP has others goals for its PE investment activities than profit maximizing,
and (v) the reputation construct, ie., the average number of completed PE fund in-
vestments at the time of each investment. Model 3 incorporates to what extent a
specific entry order (in this case, a second mover position) affects performance. Final-
ly, a block with the interaction effect between organizational reputation and entry
order is introduced, i.e., Model 4. Table 9.3 presents the results from the hierarchical
regressions for both datasets, including BO funds (‘A’) and VC funds (‘B’), respective-
ly.

Model 1 shows that the control variables alone explain 24.6% when applied on
BO fund investments (Model Al) and 17.7% for VC fund investments (Model B1).
Given that an R?between 0.1 and 0.2 indicates a moderate fit of data and values greater
than 0.3 indicate a strong fit, both sub-models constitute adequate representations. The
ways and extent to which the starting date for Swedish PE fund investment activities
affect performance vary between the two types of investments. BO fund investors that
started to invest in Sweden before 2000 have, according to these results, received lower
returns than peers entering the market later. In the case of VC fund investing, market
entrance between 1998 and 2000 is clearly associated with poor performance.

Model 2 improved the explanatory power for both datasets; Model A2 exhibited a
statistically significant increase of R? with 2.5%, and Model B2 a similar increase with
11.2%. Hypothesis 1 proposed that within a financial services industry, size has a
positive effect on performance. In this study, organizational size is measured based on
an investor’s total assets under management. This hypothesis received no support. The
f weight was very weak (§ = 0.01) for BO funds and not significantly supported.
Furthermore, when tested on the VC fund dataset the result turned out to be reversed
from the hypothesis proposition (Model B2: § = -0.31, p < 0.001). The size variable
also continued to be significantly negatively associated with performance for VC funds
in Model 3 and 4.
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Hypothesis 2 predicted a positive relationship between experience and perfor-
mance. This hypothesis received significant support in the regression analysis made for
BO fund investments (Model A2: § = 0.20, p < 0.01) and also when tested on the VC
dataset (Model B2: f = 0.17, p < 0.10). The significant positive effect of experience on
performance also remains in Model 3 and 4 for BO fund investments. For VC fund
investing the positive direction is maintained in Model 3 and 4; however, it was with-
out statistically significant support. Hypothesis 3 suggested that local investors (in this
case, Nordic) enjoy higher returns compared with international peers. In the case of
investing in BO funds, the hypothesis was not supported. While the § is positive, as
predicted, the weight is small and not statistically significant (f = 0.05 in Model A2).
The regression analysis for VC fund investments, on the other hand, shows a moderate
support for the hypothesis in Model B2 (§ = 0.16, p < 0.05), which remains equal in
Model B3 and B4. Hypothesis 4 proposed that investors having not only financial
objectives for their investment activities would receive lower returns than others. This
hypothesis found no support in either of the datasets, and although the directions of
the fs were negative, as expected, they were small. The final hypothesis associated with
institutional investors’ characteristics is Hypothesis 5, which predicted that organiza-
tions possessing higher levels of reputation will enjoy better returns than others. The
result indicates, however, that organizational reputation has no direct effect on per-
formance, either positive or negative, irrespective of uncertainty level. In other words,
the hypothesis was not supported.

Model 3, concerning order of entry effects, increased the explanation capacity for
both datasets with statistically significant increments. Model A3, evaluating BO fund
investing, made an improvement of R? compared with the preceding model by 8.0%.
Model B3, pertaining to VC fund investments, also saw a significant increase of expla-
natory power compared with the previous model, although with a more modest in-
crease in R? of 1.6%. Hypothesis 11 predicted that in moderately uncertain contexts,
first mover advantages exceed the possible negative effects of eartly entry and, thus,
pioneering constitutes the optimal entry order strategy. This suggests, in reverse, that a
second mover position is negatively associated with performance in such environmen-
tal settings. Again, BO fund investing represents in this study an investment segment
characterized by moderate uncertainty levels. The hypothesis was supported, meaning
that a second mover position, i.e., one associated with comparably fewer investments
in first-time funds, predicts lower returns from BO fund investing (Model A3: f =
-0.33, p < 0.001; Model A4: = -0.26, p < 0.001). On the other hand, Hypothesis 12
predicted that in cases where uncertainty is very high, a second mover position is
preferable to a first mover position. In this case, the VC market constituted the test
bed for a market characterized by high uncertainty. The hypothesis was supported,
showing that a second mover position is positively related to performance in contexts
characterized by high uncertainty (Model B3 and B4: § = 0.14, p < 0.05).

190



PREDICTION OF ENTRY ORDER & PERFORMANCE

Model 4 includes interaction effects between entry order and reputation. As out-
lined in the previous chapter, the line of thinking at play here is that organizational
reputation may alter optimal entry order strategy. This model made a significant im-
provement when tested for BO fund investments (Model A4: AR? = 0.026, p < 0.05).
However, the model did not contribute to the explanatory power over Model B3 when
run for VC funds.

Hypothesis 13 predicted that high levels of organizational reputation counteract
the need for pioneering roles in situations of moderate uncertainty, and instead pro-
posed that high-reputation organizations may also benefit from second mover roles in
situations of moderate uncertainty. When applied to the current empirical setting, this
means that organizations with good reputations can avoid the risks associated with
investing into first-time funds and primarily invest in subsequent funds. When testing
this interaction effect on the dataset including BO fund investments, the interaction
variable had a significant positive effect on performance (Model A4: § = 0.18, p <
0.01)%. In other words, the hypothesis was supported.

BO FUNDS - without interaction effects BO FUNDS - with interaction effects
Ol o~
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@ |
8" 8o |
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Figure 9.2. BO fund investments. Reputation and entry order predicting performance, without and with
interaction

Figure 9.2 illustrates the interaction effect between entry order and reputation in the
case of moderate uncertainty (i.e., BO fund investing). The figure shows performance
as a function of reputation for first and second movers while holding other variables
constant at their mean. The graph on the left shows how first mover and second
mover positions affect performance, where first mover positions are preferable in case

3 In order to test for possible reverse effects, the regression was also run with the reverse interaction variable
First x Done PE fund investments. The variable had a statistically significant negative effect on performance
(8 =-0.18, p < 0.05), which gives further support to the hypothesis.
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of moderate uncertainty (as stipulated in Hypothesis 11). However, the right-hand
graph with the interaction effect provides a more nuanced view. As illustrated, an
organization possessing low levels of organizational reputation will benefit from taking
on first mover positions in situations of moderate uncertainty, while following is the
preferable entry order for high-reputation organizations (Hypothesis 13).

Hypothesis 14 predicted that high levels of favorable reputation in combination
with second mover positions would also have an additional impact on performance in
situations of high uncertainty. As stated above, though, the model did not increase the
explanatory power of the performance variance above the preceding model, Model B3,
and hence the hypothesis was rejected.

This subsection has presented outcomes from testing the 16 developed hypothes-
es in hierarchical logistic and multiple linear regression analyses. The following subsec-
tion will provide a more detailed discussion of the results, and will also provide links to
earlier PE studies and to the entry order literature.

9.4  Analysis of hypothesis testing results

Following the same order as above, the results from testing the seven hypotheses
investigating entry order determinants are first elaborated upon. Thereafter, the nine
performance-related hypotheses are discussed. Additional discussion of the results will
be provided in Chapter 10.

9.4.1 Entry order

H6a. When uncertainty levels are moderate, sige will positively impact entry order, and H6b. When
uncertainty levels are high, size will negatively impact entry order. The impact of organizational
size on entry order is a topic that has gained significant interest in the literature, where
it has been appointed as a predictor of early — but also of late — entry (Lieberman and
Montgomery, 1988; Schoenecker and Cooper, 1998; Fuentelsaz e al., 2002). Again, the
type of environmental setting has been put forward as a steering factor that helps to
determine when large organizations are likely to pioneer or to follow. Most FMA
literature has investigated entry order in settings such as the mature packaged goods
industries, where first mover advantages and entry barriers are considered relatively
high and size is often seen as being strongly associated with pioneering (Schoenecker
and Cooper, 1998). On the other hand, the strategy literature as well as the imitation
literature identify following as a common path to entry in a new contextual setting or
in more uncertain situations (Suchman, 1995; Schoenecker and Cooper, 1998). Follow-
ing this, the level of uncertainty was in these hypotheses used as a differentiating factor
to explain large organizations’ inclination to pioneer or to follow. Interestingly enough,
however, neither of the hypotheses was supported. In other words, organizational size
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measured in financial terms seems not to impact entry order, irrespective of uncertain-
ty level, when applied to this financial services industry. The result contradicts the
findings presented by Fuentelsaz e a/ (2002) in a study conducted on an adjacent
industry. They found that size, in terms of financial resources, had a positive and
significant impact on the timing of new market entry in the savings bank market. On
the other hand, the result of the current study supports the findings of Schoenecker
and Cooper (1998). While these scholars identified organizational size, measured by the
number of employees, as a predictor of entry order, they did not find any links be-
tween size in terms of financial resources and entry timing,.

H7a. When uncertainty levels are moderate, longer experience in the field will positively impact
entry order, and H7b. When uncertainty levels are high, longer experience in the field will negatively
impact entry order. The reasoning behind these two hypotheses is somewhat similar to the
previous two. Traditional FMA research focused on mature and stable industries tends
to appoint experienced firms as early movers. The line of thought holds that such
organizations are assumed to have the necessary skills and capabilities to also compete
in related fields, and hence are more willing to pioneer (Mitchell, 1989; Schoenecker
and Cooper, 1998). In contrast, in more uncertain environments, experienced organi-
zations are expected to await resolution of uncertainty and use their experience to
cancel out first movers in later phases (cf. Kerin ef a/, 1992; Helfat and Lieberman,
2002). Hence, the level of uncertainty was also used here to explain how and when
organizational experience may lead to early, as well as to late, entries. Both hypotheses
were supported. In situations of moderate uncertainty, such as the case of BO fund
investing, more experienced investors were found to take on pioneering roles (i.e., in
this study, to invest in first-time funds). This result supports the finding made by
Schoenecker and Cooper (1998) in their study about the minicomputer industry. On
the other hand, as hypothesized, in the case of high uncertainty (i.e., VC fund invest-
ing) experienced investors were less common as first movers. This latter result could
be interpreted to signify that these investors were not particularly keen to take on large
risks by investing in first-time funds raised by newly established PE firms, but would
rather invest in later funds when the team was somewhat more proven. This finding
obviously supports a fundamental idea in both the strategy and the imitation streams
of literature, i.e., firms are especially prone to move later in situations of high uncer-
tainty (Porter, 1980; DiMaggio, 1988; Banerjee, 1992).

HS. When uncertainty levels are moderate to high, geographical proximity to the market in
question will positively impact entry order. The general arguments behind this hypothesis are
that geographical proximity implies: (i) better knowledge of the objective market,
(i) higher social network quality and thus access to key stakeholders, and (iii) greater
opportunities to control local activities (Cotterill and Haller, 1992; Fuentelsaz e al,
2002). Given this link between proximity and superior market knowledge, the option
of waiting for new information to arrive is less valuable. Hence, an organization closer
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to a particular market was also in this study hypothesized as being more likely to take
on a pioneering role, irrespective of uncertainty level. When investigating investors’
propensity to invest in first-time funds, the hypothesis was supported for BO fund
investments; in other words, Nordic investors were more likely to invest in local first-
time BO funds than were others. This result supports earlier findings, such as, for
example, those garnered in studies about entry into the US supermarket space
(Cotterill and Haller, 1992) as well as the savings banking industry (Fuentelsaz e af,
2002). However, when tested on the VC fund investment segment, the hypothesis was
rejected with a reverse direction (although not one that was statistically significant).
That is, international institutions seem to be more willing to invest in first-time VC
funds than are their local peers. This result was obviously quite surprising. However,
when analyzing the result in more detail, it turns out that a smaller number of the VC
funds raised during the ‘dot-com bubble’ period were particulatly successful in attract-
ing international capital, which skews the aggregated data and explains this unexpected
result. When leaving these funds out, the analysis of VC fund investments also shows
that local investors to a higher extent than others take on pioneering roles (not to a
statistically significant degree, though).

HY9. When uncertainty levels are moderate to high, having additional objectives besides purely fi-
nancial motives will positively impact entry order. The line of thinking behind this hypothesis
is that organizations having additional goals besides profit maximizing for their in-
vestment activities are expected to be more willing to support unproven businesses in
order to spur technological development or establish new ventures. In other words,
these organizations are more likely to be active in areas that purely profit-seeking
parties may avoid due to high risk. In the current study, local government agencies and
corporate investors were classified as ‘not only for profit’ investors. The hypothesis
was supported in the case of VC fund investing. That is, institutions funded by go-
vernmental or regional means, as well as by corporate investors, were more inclined
than others to invest in unproven teams that manage first-time VC funds. This sup-
ports earlier findings and expectations (see Section 2.3.6). In the case of BO fund
investing, however, the hypothesis was not supported. That is, investors having other
goals besides financial ones do not take on first mover roles to a higher extent than
others when investing in BO funds. Since this is an area that, until now, according to
my knowledge, has remained unexplored, both these findings add new knowledge to
the field.

H10. When uncertainty levels are moderate to high, a favorable reputation will negatively impact
entry order. The theoretical argument behind this hypothesis is that high-reputation
organizations are particularly unwilling to jeopardize their achieved reputation by
entering an uncertain environment. On the contrary, little-known firms or firms pos-
sessing negative reputations, e.g., newly established companies aiming to gain market
shates or distressed firms trying to turn around negative situations, are more likely to
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take on extraordinary risks, including pioneering new markets (Bowman, 1982;
Figenbaum and Thomas, 19806). As mentioned, reputation has in this dissertation been
operationalized as previously made PE fund investments (in any geographical loca-
tion). Furthermore, BO fund investing represents an area with moderate uncertainty
and VC fund investing an area characterized by high levels of uncertainty. The hypo-
thesis was significantly supported for BO fund investing, and also had the same direc-
tion for VC funds (although not to a statistically significant level). This to some extent
contradicts the findings presented by Dimov ef 4/ (2007) in a study adjacent to the
present investigation, which showed that more reputable PE firms (with high finance
capacity) made more eatly-stage investments than did their less reputable counterpatts.
The result of this hypothesis also reveals new knowledge, since the links between
organizational reputation and entry order in situations of uncertainty has not directly,
to my knowledge, been investigated before.

The next nine hypotheses, focusing on how organizational characteristics and en-
try order predict performance, will be discussed in more detail in the following subsec-
tion.

9.4.2 Performance

H1. In a financial services industry characterized by moderate to high uncertainty, size will positively
impact performance. In line with earlier research on performance determinants for private
equity fund investing (Laine and Torstila, 2004; Phalippou and Gottschalg, 2009;
Metrick and Yasuda, 2010), this hypothesis suggests that large investors perform better
than their smaller peers due to economies of scale and strong market positions. Size
here is operationalized as ‘assets under management’ which includes the total capital
base, i.e., not only allocations to PE fund investing. However, the hypothesis was not
supported in the case of BO fund investing and was actually reversed for VC funds.
The notion that size, in terms of financial capital under management has no, or actually
a negative, effect on performance supports earlier findings from the hedge and mutual
fund industries (Grinblatt and Huang, 1989; Wermers, 2000; Getmansky ez a/, 2004).
Still, the results are somewhat surprising since they contradict earlier research about PE
fund performance determinants (Laine and Torstila, 2004; Phalippou and Gottschalg,
2009; Da Rin and Phalippou, 2010; Metrick and Yasuda, 2010). Hence, these findings
merit further analysis, which is provided in a subsequent section discussing Hypothe-
sis 3.

H2. In a financial services industry characteriged by moderate to high uncertainty, longer expe-
rience in the field will positively impact performance. The reasoning behind this hypothesis
arrives from a well-supported concept in both the organizational and the strategic
management streams of literature, namely that longer experience in a field is expected
to lead to competitive advantages (e.g., Dreyfus and Dreyfus, 1986). Extensive expe-
rience not only indicates better knowledge, but it also usually leads to a well-developed
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social network with important stakeholders in the market in question. The idea that
longer experience, on an individual as well as on an organizational level, is associated
with better performance has been supported in a number of empirical settings closely
related to the present study, including the finance literature (e.g., Nicolosi ¢ 4., 2009),
studies about private equity firms (Kaplan and Schoar, 2005; Phalippou and
Gottschalg, 2009), and in existing research about PE fund investors (Lerner ef al,
2007). The hypothesis was supported in the current study irrespective of uncertainty
level, i.e., for both buyout and venture capital fund investing (although not significantly
for the latter in the final model). Put differently, an investor with more experience in
the field in question (in this case, PE fund investing) on average performs better than
less experienced investors.

H3. In a financial services industry characterized by moderate to high uncertainty, geographical
proximity to the market in question will positively impact performance. In line with the thoughts
underpinning Hypothesis 8, this hypothesis is also derived from the idea that geo-
graphical proximity implies better knowledge and strong links with important stake-
holders in the relevant market setting (Stuart and Sorensen, 2003). Such knowledge and
social networks are assumed to lead to improved skills and capabilities, advanced
opportunities and, consequently, to superior performance. In the current study, there
were no noticeable differences in returns between local versus non-local investors in
the case of BO fund investing, which in this study represents a moderately uncertain
environment. In other words, for this type of investment, the hypothesis was rejected.

However, the hypothesis was supported for VC fund investing, which in this
study represents an environment characterized by high levels of uncertainty. It was
found that Nordic investors have in general enjoyed better returns than their interna-
tional peers. When analyzing the results in more detail, the ‘size’ factor elaborated
upon in Hypothesis 1 appeared to affect the results. This ‘assets under management’
variable is rather strongly negatively correlated with the local” variable. As a post hoc
test, a group analysis (ANOVA) was carried out in order to investigate whether geo-
graphical proximity or size is the decisive factor for variations in returns. The result
showed with statistical significance® that Nordic institutions with lower levels of
capital under management have received significantly better returns from their VC
fund investments compared with both Nordic investors managing larger capital pools
and international investors. The international investors, irrespective of having high or
low levels of capital under management, and the larger Nordic investors all received
about the same levels of returns from VC fund investing. The result indicates that both
smaller sizes and geographical proximity affect returns, where the latter seems to be of

36 ANOVA test: I(3,182) = 7.83, p < 0.001.
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particular importance. This to some extent supports the finding presented by Hobohm
(2009), in which it was shown that fund investors closer to successful VC-intense areas
are more successful than remote investors.

H4. In a financial services industry characterized by moderate to high uncertainty, having addi-
tional objectives besides purely financial motives will negatively impact performance. The idea behind
this hypothesis is the expectation that a financial investor that has more than economic
motives for engaging in investing activities sometimes needs to make decisions that
negatively impact direct returns but support a higher goal. In this study, this could be
exemplified by a local government agency that invests in newly established PE funds in
order to support new market initiatives, or a corporate investor that invests in early-
stage high-tech VC funds in the expectation of gaining access to superior technology
that may be beneficial to the parent company’s core business. However, no significant
support for the hypothesis was provided, either for VC or for BO fund investing (and
the f weights were rather small for both datasets). This result contradicts earlier re-
search showing that government agencies underperform relative to other PE fund
investors (Hobohm, 2009). The result is somewhat surprising but is nevertheless
interesting, showing that having additional purposes for an operation does not neces-
sary imply that a conflict of interest between that particular purpose and financial
performance will occur. The result also contradicts the indicative findings presented in
Section 5.3.

H5. In a financial services industry characterized by moderate to high uncertainty, a favorable
reputation will positively impact performance. This hypothesis is of central interest to this
dissertation, given the importance of the reputation construct. The hypothesis arrives
from the idea that an organization possessing a positive and strong reputation can
capitalize on this asset and enjoy benefits that are expected to lead to superior perfor-
mance. A number of studies have indicated positive links between prominence and
strong outcomes, not least within the PE literature (Lerner, 1994b; Benjamin and
Podolny, 1999; Gompers and Lerner, 1999a; Deephouse, 2000; Lee and Wahal, 2004;
Hochberg et al, 2007). Interestingly enough, this study found no support for the
notion that a high level of favorable reputation in itself leads to better performance.
This was irrespective of the type of fund investment, i.e., BO or VC; in both settings,
the hypothesis was rejected. The result contradicts the finding presented by Hochberg
et al. (2007) in an adjacent study about VC firms, which showed that a good organiza-
tional reputation leads to better performance.

The following two hypotheses concern relationships between order of entry and
performance.

H11. When uncertainty levels are moderate, pioneers will ontperform followers. The funda-
mental reasoning behind this hypothesis is that first mover advantages are expected to
exist when environmental uncertainty levels are relatively modest. In other words, in
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the case of moderate uncertainty, early movers will seize the best opportunities and
thereby limit the available options for followers. This hypothesis received strong
support. In the context of the current study, this means that institutional investors that
have a higher share of first-time BO fund investments will enjoy better returns than
investors with BO portfolios containing predominantly later fund investments. Hence,
a central first mover advantage in this empirical setting arrives from building eatly
relations with PE firms and thus securing invitations to invest in subsequent funds. By
contrast, an investor that avoids investing with nascent teams in their first commercial
attempt, i.e., their first fund, may not be invited to invest in a subsequent fund if the
first is successful. As such, this result supports earlier findings from another financial
industry which could be characterized as relatively certain, namely, banking, where first
mover advantages have been identified (Tufano, 1989; Berger and Dick, 2007).

H12. When uncertainty levels are high, followers will outperform pioneers. This hypothesis
follows a reversal of reasoning compared to the last-discussed hypothesis. That is, in
the case of high uncertainty, organizations prefer to await resolution of uncertainty and
thus to take on late mover positions; ot, put differently, in such environments the high
risk is expected to outplay potential FMAs. This hypothesis was also supported, which
means that when investing in venture capital funds, second movers have been more
successful compared with first movers. The result to some extent contradicts the
findings presented by Makadok (1998) in a study investigating how first mover advan-
tages may be sustained in the mutual fund industry, which is considered a young and
highly fragmented market; in other words, a relatively uncertain type of industry.
Makadok’s study showed that also in such an industry, early movers enjoy sustainable
market share advantages; that is, opposite from the finding for the present study.

The final two hypotheses investigate moderating effects of reputation on the rela-
tionship between entry order and performance.

H13. When uncertainty levels are moderate, organizations with favorable reputations will bene-
[fit more from following than from pioneering. This is one of the central hypotheses in the
dissertation and arrives from the idea that a favorable reputation is an organizational
asset that may be exchanged for other resources or favors (Fombrun, 1996; Rindova ez
al., 2005). Here, it is hypothesized that a high-reputation organization can allow rela-
tively unproven businesses to ‘piggyback’ on its reputation in return for a favorable
order of entry position. Hence, also in situations when first mover advantages do exist,
organizations with good reputations can await resolution of uncertainty and still enjoy
advantages that otherwise would only be available to first movers. The hypothesis was
significantly supported, which is illustrated in Figure 9.2. Taken together with Hypo-
thesis 11, the result can be interpreted as follows in the present empirical setting: While
pioneering has been the superior entry position for BO fund investors in general,
investors possessing high levels of reputation have been better off as late movers. In
other words, such investors seem to be in a position where they can trade their promi-
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nence, i.e., providing certification, for a seat in a subsequent fund irrespective of earlier
funds’ performance. The finding that there is a price associated with certifications
provided by prominent patties supports existing tesearch, e.g., in terms of better
financial terms and conditions (Kaplan and Strémberg, 2003; Hsu, 2004), higher stock
prices (Pollock ¢ al., 2010), or higher employee salary levels (Chen ¢ 4/, 2008). This is,
though, to my knowledge the first time a study has indicated that prominence may also
be exchanged for a favorable entry order position.

H714. When uncertainty levels are high, organizations with favorable reputations will benefit
more than others from following. The line of reasoning here was similar to the one called on
in the previous hypothesis. The hypothesis was not supported.

9.5 Summary

This chapter has presented and discussed results from testing 16 hypotheses. The first
set of hypotheses concerned relations between organizational characteristics and entry
order in market settings with moderate and high levels of uncertainty. In situations of
moderate uncertainty (here, BO fund investing), experienced and local investors were
especially common as first movers, while high-reputation investors tend to take on late
mover roles. When investigating investments in situations of high uncertainty (in this
study, to invest in a high proportion of first-time VC funds), less experienced investors
and those having more than purely financial goals for their investment activities were
more likely than others to pioneer.

The second set of hypotheses analyzed links between organizational characteris-
tics, entry order and performance in various levels of uncertain environments. This
section showed that variables indicating higher performance multiples from PE fund
investing are: (i) smaller organizational size when investing in VC funds, (i) longer
prior experience in PE fund investing activities (although not significantly for VC
funds), and (iii) geographical proximity in the case of investing in VC funds, while
(iv) reputation in isolation turned out not to have any effect on performance. Moreo-
ver, taking on a first mover position in settings with moderate uncertainty, but follow-
ing instead of pioneering in situations of high uncertainty, were both courses of actions
that were associated with superior returns. However, organizations with good reputa-
tions will benefit more from following than from pioneering in situations of moderate
uncertainty.

Table 9.4 summarizes the results from the hypotheses testing. Support is given
when the tested hypothesis has the correct direction and is statistically significant at the
p < 0.10 level or lower. A hypothesis is reversed when the coefficient is statistically
significant but in the opposite direction to that which was hypothesized.
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Table 9.4. Summary of hypothesis testing results

AREA HYPOTHESIS RESULT
H6a. When uncertainty levels are moderate, size will positively
. Not supported
impact entry order.
Heb. When uncertainty levels are high, size will negativel
. y gh, siz g v Not supported
impact entry order.
H7a. When uncertainty levels are moderate, longer experience
. ) X L R Supported
in the field will positively impact entry order.
H7b. Whe.n unce.rtalnty !evels. are high, longer experience in Supported
the field will negatively impact entry order.
Entry order
H8.  When upcgrtamty levels are. modere.lte to.hlgh, .gfaogra.phl— BO: Supported
cal proximity to the market in question will positively im-
VC: Not supported
pact entry order.
H9. Wh(.ar} uncertémty levels .are moderat.e to hlgh, ha.vmg . BO: Not supported
additional objectives besides purely financial motives will
L . VC: Supported
positively impact entry order.
H10. When uncertainty levels are moderate to high, a favora- BO: Supported
ble reputation will negatively impact entry order. VC: Not supported
H1. Ina flnanaal seFV|ces.|ndu§try charactgrlzed by moderate BO: Not supported
to high uncertainty, size will positively impact perfor-
VC: Reversed
mance.
H2. Ina flnanaal serwces industry chgracterlzed by mod.erate BO: Supported
to high uncertainty, longer experience in the field will po-
. . VC: Not supported
sitively impact performance.
H3. Ina flnanClaI serwces |ndustry.charact<.ar|?ed by moderate BO: Not supported
to high uncertainty, geographical proximity to the market
. R . " ) VC: Supported
in question will positively impact performance.
H4. In afinancial services industry characterized by moderate
to high uncertainty, having additional objectives besides
X R . : . . Not supported
purely financial motives will negatively impact perfor-
mance.
Perfi " : S :
eriormance H5.  In afinancial services industry characterized by moderate
to high uncertainty, a favorable reputation will positively Not supported
impact performance.
H11. When uncertainty levels are moderate, pioneers will
Supported
outperform followers.
H12. Wh inty level high, foll ill -
en gncertalnty evels are high, followers will outper: Supported
form pioneers.
H13. When uncertainty levels are moderate, organizations with
favorable reputations will benefit more from following Supported
than from pioneering.
H14. When uncertainty levels are high, organizations with
favorable reputations will benefit more than others from Not supported
following
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After this discussion of the findings from testing 16 hypotheses, the next, and final,
chapter will provide conclusions arrived at from all empirical studies in this dissertation
and consider possible implications for futute research.
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CHAPTER 10

Conclusions and implications

This chapter concludes the dissertation by discussing the primary findings from the empirical studies. Interpreta-
tions of general patterns that have been observed and their theoretical meanings are offered. Other insights
acquired throughont the development of this dissertation are presented to further the discussion. Then, implica-
tions for the private equity research stream, for the entry order literature, and for practice, are elaborated npon.
Finally, the limitations of the dissertation and suggestions for future research are discussed.

10.1 Introduction

This dissertation is rooted in a noticeable lack of research about private equity as an
asset class in general, and more specifically, about performance determinants for fund
investors. The specific aim of the dissertation was formulated as:

To enhance the understanding of PE fund investing in general, and, more specifically, to
explore how heterogeneity in organization-specific characteristics and entry order strategies
may impact investment performance.

In order to fulfill this aim, four research PE fund investing

topics were identified as areas of focus, as

illustrated in Figure 10.1. The overall research Performance
. . determinants

area concerns the asset class of private equity,

with the purpose of providing a broader

: g K X Investment
understanding about PE fund investing in strategies
general. Within this area, particular attention
was devoted to performance determinants. Entry order
That is, the dissertation secks to identify and strategies

investigate factors that affect investor returns
from PE fund investing. Of possible perfor-
mance factors, a few organizational characte-
ristics were investigated carefully. However,
factors that are more directly controlled and affected by organizations were of greater
interest, and thereby merited the need to get a better insight about different investment
strategies. Of such investment strategies, entry order was chosen as an area of central
importance to this dissertation.

Figure 10.1. Overview of research areas in focus
for the dissertation (identical with Figure 1.2)

Aside from the private equity literature, the major theoretical framework for the
thesis arrives from the entry order streams of research. By cross-fertilizing first mover
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advantage theory with ideas stemming from the imitation literature, the expectation
was to develop a richer set of tools to theoretically explain entry order behaviors and
outcomes also in environments less commonly described in traditional FMA research,
namely, a financial services industry with relatively high levels of uncertainty in many
dimensions.

The strategy pursued to fulfill the aim for the dissertation was to apply both an
inductive and a deductive research approach. In order to provide a rich and encom-
passing understanding about private equity as an asset class, a qualitative study was
undertaken based on 36 in-depth interviews with institutional PE fund investors
located in Sweden and in the UK. In addition, to facilitate a thorough investigation of
links between organizational characteristics, entry order and performance, a quantita-
tive study was also carried out. Within the frame for this study, 16 hypotheses were
developed that subsequently were tested on a unique database. The information in the
database was collected from primary and secondary sources for the purpose of this
study; it contains information about Swedish PE fund investments made by 334 insti-
tutional investors between 1983 and 2003. The hypotheses were tested using logistic
and multiple linear regressions. Furthermore, the data collected for the hypothesis-
testing study was also used for: providing an overview of how the Swedish PE fund
industry has evolved over time, undertaking a high-level analysis of performance
heterogeneity across investor types, and analyzing PE fund performance determinants.

In the following section, conclusions of the findings derived from the empirical
studies will be provided.

10.2 Conclusion of findings

Based on the four research areas depicted in Figure 10.1, this section presents conclud-
ing remarks on the findings emerging from the studies completed within the frame of
this dissertation.

10.2.1 Private equity fund investing

The PE literature review, presented in Section 2.3, pointed at a clear lack of research
about private equity as an asset class, where the few studies on the topic tend to be
somewhat scattered and contradictory. There is a particular scarcity of studies that
thoroughly investigate and theoretically explain performance determinants for PE fund
investors. Consequently, this thesis has had a special focus on investigating such
performance factors. Before discussing performance, though, a few more general
insights about PE fund investing arriving from this work deserve special mention.

From the analysis of the emergence and development of the Swedish PE fund
market (see Section 5.2), the crucial roles held by large institutional organizations in the
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establishment of the Swedish private equity industry are striking. That is, the industry
does not primarily stem from independent entrepreneurial initiatives but rather from
formal directives and actions taken by large Swedish institutions. This finding suggests
that a private equity market could hardly emerge without strong sponsors, which may
consist of private or, for that matter, governmental institutions. The sponsors were
important as capital providers — but likely equally important as certifiers to young
teams in a nascent market. This finding supports the notion of the importance of
legitimacy providers in eatly life-cycle stages (Hannan and Carroll, 1992; Aldrich and
Fiol, 1994).

Another reflection from the overview of the Swedish PE market development
concerns how local investors have behaved over the years. After the ‘dot-com bubble’
burst, Swedish institutions seemed to be quicker to abandon the venture capital seg-
ment compared to their international peers. It would be interesting to understand more
about the reasons behind this behavior. One explanation may be that local investors
had an advantage in comparison with international peers due to their geographical
proximity and thereby superior market knowledge (cf. Hobohm, 2009), and hence
were faster to withdraw from the market when the VC downturn arrived. That in turn
suggests that local VC fund investors could be expected to in general perform better
than their international counterparts — which was also one of the results from the
hypothesis-testing study (see below). The finding indicates, though, that some kind of
‘Joyalty’ from local investors in terms of continuing to invest in local VC funds during
down periods — an expectation that is sometimes put forward by practitioners — does
not seem to exist. Also, within the BO fund investment segment, international institu-
tions outnumbered the local PE fund investors over the years. However, here the
reason is likely very different from the one described in the previous finding, given the
significant differences between the two investment fields. Instead, due to the boom in
the buyout market that occurred at the beginning of this century, one plausible expla-
nation for the shift is that international investors with larger capital bases and stronger
reputation simply, to some extent, crowded out their local peers.

Another interesting reflection from the overview of the industry development was
that local government agencies have been equally committed to BO fund investing as
they have been to VC fund investing over the years. This finding is surprising since
governmental institutions are expected to put national innovation and growth before
financial returns, and thereby to primarily invest in venture capital-oriented funds (cf.
Section 2.3.6). One likely explanation is that even these investors need to invest in less
risky investments, such as BO funds, to ensure continuous streams of positive cash
flows to be used for their core, more inherently uncertain, activities. Still, the result was
somewhat unexpected.

A final observation from this descriptive material is that the mix of PE fund in-
vestors in Sweden in some ways differs from the composition presented by EVCA for
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the overall European market. It was especially interesting to note that whilst banks
have been the largest capital providers to European PE funds, they have had a rather
modest role in Sweden over the years. On the other hand, asset managers and PE fund
of funds have become the largest groups of investors on the Swedish market, which is
not the case for the European region as a whole. One partial explanation behind these
differences may be that Sweden has a fairly large BO fund industry, and that these
latter types of investors seem predominantly to invest in BO funds?’.

The qualitative study provided a more in-depth knowledge about the asset class of
private equity. In order to convey a comprehensive understanding about heterogeneity
in attitudes and approaches to private equity across investors, the material was split
into four groups based on the institutions’ respective sources of capital (cf. Barnes and
Menzies, 2005; Mayer ez al., 2005; Lerner ¢ al., 2007): ‘investment companies’, ‘hybrid’
investors, ‘balance sheet’ investors, and ‘non-financial’ investors. The analysis revealed
noteworthy variations among the different investor types in terms of: investment
motives, investment strategies, working methods, and performance satisfaction. The
final subsection in Chapter 6 summarizes the results, which both confirmed and
amplified a number of previous findings but also offered a number of new insights,
whereof some deserve special mention.

First, the analysis broadly confirmed the view that private equity is a difficult asset
class to invest in, due to its complex, opaque and uncertain nature. Hence, a number of
motives for not investing in PE funds were put forward including: the long investment
horizon, the heavy organizational demands, the comparatively high costs, and the
extraordinary risks associated with investing in such assets. These specified properties
are well in line with some of the characteristics commonly used to describe the asset
class (see Section 2.2.5). On the other hand, strong motives for investing in the asset
class were also argued for. Several of the reasons addressed during the interviews
support findings in earlier research, including: expected high returns and portfolio
diversification, an interest in spurring technological development and economic
growth, as well as a way to enhance organizational learning (cf. Maula, 2001; Lerner ¢#
al., 2007; Phalippou and Gottschalg, 2009). In addition, two other explanations were
mentioned. One was related to brand building, where private equity fund investing is
expected to positively contribute to an investor’s corporate image. Another explana-
tion could be referred to as herd mentality. That is, some of the respondents argued
that they became interested in private equity because other investors, especially those
perceived as highly prominent on the financial market in question, had begun to invest
in PE funds.

37 Another possible explanation for the observed differences is that the data presented by EVCA likely are
incomplete (cf. Ljungqvist ez a/., 2007, and Section 2.3.4).

206



CONCLUSIONS & IMPLICATIONS

One of the more striking observations from this study involved the significant
differences in investment strategies across the four groups, which will be discussed
next.

10.2.2 Investment strategies

In the analysis of the findings of the qualitative study, it was apparent that the four
groups of investors vary along a continuum in their sophistication levels (cf. Lerner ¢f
al., 2007) and dedication to private equity — an observation that in itself is not overly
surprising. More interesting, though, was that the investors that came through as being
the most satisfied with returns belonged to one of the two extreme groups, despite the
fact that their respective approaches to investing in private equity differed. On one end
of the continuum are the ‘investment companies’, which are highly dedicated to the
asset class and set aside large proportions of managed capital to private equity, main-
taining separate PE investment organizations, and possess solid knowledge about the
investment area. On the other end of the spectrum are the ‘hybrid’ investors, which
typically do not have any dedicated staff for private equity investing, make only a few
PE investments per year and demonstrate a relatively limited understanding about this
particular asset class. In between these two extremes, in terms of sophistication and
dedication to PE fund investing, were the other two groups of investors.

The ‘investment companies’ emphasized their rigorous in-house due diligence
processes; a majority of the respondents were keen to stress their independence in
relation to other investors. The ‘hybrid’ investors, on the contrary, relied heavily on
other LPs’ opinions and actions in terms of both evaluating and monitoring funds. In
other words, these latter institutions admitted their preference for ‘piggybacking’ on
other institutions with solid reputations as skilled private equity investors. Both groups
were highly satisfied with returns — and several explanations for this are plausible. First,
these investors have had, in comparison with the other institutions, a relatively high
proportion of BO fund investments. This dissertation has clearly confirmed eatlier
studies that have suggested that BO funds on average have outperformed VC funds
(see Section 5.4.4). Hence, the two extreme groups may simply have enjoyed higher
returns than the others due to the greater proportion of BO funds in their investment
portfolios. Another possible explanation is linked to what type of signals the respon-
dents want to send about performance satisfaction. That is, the representatives for the
‘investment companies’, where PE fund of funds were in a majority, may have a mo-
tive to exaggerate their satisfaction with PE fund investing. The line of thinking here is
that several of these companies themselves are dependent on external capital and thus
on a generally positive attitude toward investing in this asset class. A third explanation,
and perhaps one that is more intriguing, is that both types of investment strategies may
lead to satisfactory returns. Research and common practice indicate that investment
skills are crucial in order to succeed as a PE fund investor, given the complexity of the
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asset class (see Section 2.2.5) — skills that seem to match the profile of many of the
‘investment companies’ in this study. However, in cases where skills are lacking and
hence uncertainly levels are very high, moving late may be a better investment strategy
(cf. Kerin et al., 1992; Naveh e al., 2004) — which can lead to imitation of prominent
parties, as discussed several times throughout this dissertation. In other words, this
result indicates that there may be two very different investment strategies that lead to
superior results when investing in PE funds: (i) to be a devoted, highly skilled and
independent investor, or (ii) to copy the behaviors and decisions taken by other inves-
tors perceived as having high skills and thus prominence within the market in question.
This, in turn, suggests that organization-specific characteristics determine which strate-
gy will be the optimal choice for a certain investor.

Another observation about investment strategies from this study is that the ‘bal-
ance sheet’ investors, 1.e., the group dominated by public pension funds but which also
includes a few family offices/foundations, have in comparison made a large number of
investments into VC funds and ate more open to investments into first-time funds
than any other group. Put simply, they seem to be willing to take on more risks com-
pared with their peers. A possible explanation behind such a behavior, in line with
suggestions provided in existing research (Lerner ef al, 2007), is that public pension
funds may implicitly be subject to political pressures to support venture capital and/or
first-time funds in order to stimulate domestic innovation and growth. In other words,
they may operate under conditions that are similar to the expectations placed on local
government agencies, though somewhat less explicit and less general.

Following this general discussion of private equity investment strategies, the next
section will focus more specifically on entry order.

10.2.3 Entry order

Given that entry order is considered one of the more important strategic decisions
within the strategy literature (Porter, 1980; Lieberman and Montgomery, 1988) and the
current lack of research on possible links between entry order and returns from private
equity fund investing, the dissertation has had a particular focus on this area.

The in-depth interviews confirmed the importance of entry order as such, i.e., the
question of whether or not to invest in first-time funds is perceived as one of the more
important strategic decisions for PE fund investors. Arguments in favor of first-time
fund investing were: (i) to ensure a seat in a future fund in case the first is successful,
and (ii) some of the best performing funds in recent memory have been first-time
funds, due to a large incentive for nascent PE firms to succeed. This ‘seat at the table’
argument supports the idea of preemption factors addressed within the FMA literature;
that is, early movers preempt market opportunities by building early relations with
important stakeholders in the field (Lieberman and Montgomery, 1990; McNamara ¢#
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al., 2008). On the other hand, the basic argument against investing in first-time funds
that was put forward in the interviews was the perceived higher risks associated with
such investments compared with investing in later funds, which allows earlier perfor-
mance and behavior to be evaluated. The reduced risk associated with a later entrance,
and thus the existence of second mover advantages in cases of high uncertainty, also
has strong support in the literature (Kerin ez a/., 1992; Lieberman and Asaba, 2000), as
discussed.

To further investigate entry order strategies, seven hypotheses were developed. A
few of them also examined whether the level of environmental uncertainty affected
organizations’ propensity to move early within a financial services industry, which is
here represented by BO and VC fund investing. A schematic overview of the results is
presented in Figure 10.2 and Figure 10.3 below.

Financial services industry with moderate uncertainty: BO fund investing

Size: Assets under management

| Experience

" o + First mover
| Geographical proximity: Local >1/3 1 BO fund inv.

Not only profit objectives

| Good reputation: Done PE fund inv.

Figure 10.2. Factors affecting investors’ inclination to pioneer in a financial services
industry characterized by moderate uncertainty (here, to invest in 15t BO funds)

Financial services industry with high uncertainty: VC fund investing

Size: Assets under management

| Experience <

Geographical proximity: Local Firstmover
>1/3 15t VC fund inv.

Not only profit objectives

+

Good reputation: Done PE fund inv.

Figure 10.3. Factors affecting investors’ inclination to pioneer in a financial services
industry characterized by high uncertainty (here, to invest in 15t VC funds)

When investigating entry order in situations where uncertainty levels are not extremely
high, which has been assumed to represent the situation for BO fund investing, a few
observations were particularly noteworthy. First, investors with extensive experience in
the field have been more inclined than others to move early. This finding suggests that
the traditional argument in the FMA literature that companies with longer experience
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in the field are expected to be early movers, due to their assumed accumulation of the
superior skills and resources necessary to make such moves (Mitchell, 1989;
Schoenecker and Cooper, 1998), also holds true here. Second, the test results showed
that geographically closer investors were more willing to invest in unproven businesses,
which was according to expectations. The line of thinking here is that such parties have
better knowledge about the market and, thus, the risk of moving early is lower com-
pared with the situation for more distant peers (Cotterill and Haller, 1992).

Third, and rather unexpectedly, the size factor had no impact on entry order — a
factor that in most FMA research has been strongly associated with first, or for that
matter late, moves. However, the fact that size here reflects the total level of assets
under management and not only the capital set aside for PE investing may have dis-
torted the results. That is, even if an organization has large amounts of capital under
management, the restrictions related to PE investing may be constrained due to inter-
nal and external factors (as discussed in Section 2.2.1) and thus the total capital may be
a poor indicator of entry order. Fourth, links could not be found between eatly entries
and having goals other than purely financial ones for investment activities, such as is
the case for many corporate and governmental investors. Given that such objectives
are especially associated with VC investing, the motives behind investing in BO funds
are likely also for these types of organizations to maximize profits (in line with the
discussion in 10.2.1).

Finally, the reputation construct was, as a result of the cross-fertilization between
the FMA and the imitation literatures, incorporated in the tests of entry order. The
idea was that in situations of high uncertainty, such an asset is considered to be highly
important (Fombrun, 1996; Deephouse, 2000), and hence it was argued that the repu-
tation concept deserves to be tested in this empirical setting. As hypothesized, firms
possessing good reputations turned out not to be especially keen to take on first mover
positions, which is here interpreted to mean that such organizations are not willing to
jeopardize their strong reputations by interacting with unknown parties (cf. Bowman,
1982; Figenbaum and Thomas, 1980).

Moving over to VC fund investing, which represents a financial investment field
characterized by very high uncertainty, the general expectation was that second moves
would be expected from large, experienced and established firms (Kerin e a/., 1992;
Helfat and Lieberman, 2002). The results on this count were interesting. First, as
hypothesized, experienced organizations are more inclined to await resolution of
uncertainty by taking on second mover roles when investing in VC funds. Second, the
fact that size, in terms of financial means, did not have any effect on entry order is
likely due to the same reasons discussed above for BO funds. Third, while a favorable
reputation was not a statistically significant predictor of late moves, there were indica-
tions that high-reputation organizations would also avoid eatly entry when investing
into VC funds. Fourth, as hypothesized, organizations having aims other than profit
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maximization for their VC fund investing were found to be eatly movers. Fifth, and
more surprisingly, geographical proximity was not associated with eatly entry, ie.,
Nordic investors were not more prone than anyone else to invest in first-time VC
funds. The explanation, as addressed in Section 9.4.1, is that a large number of interna-
tional investors entered the VC fund market around 2000.

Taken together, except for the specific results just presented, the analysis indicates
three things: (i) the level of uncertainty seems to affect which factors explain eatly or
late entry, and thus should be an environmental component to include when testing
entry order, (ii) while the existing FMA literature, with its primary focus on mature
product markets, seems to accurately explain entry order in cases of moderate uncet-
tainty, the imitation literature contributes with theoretical explanations that apply in
situations of high uncertainty, and (iii) reputation turns out to be an asset that affects
entry order in situations of uncertainty. Next, performance determinants for PE fund
investing will be discussed.

10.2.4 Performance determinants

The first performance analysis presented in the thesis was the univariate analysis of
performance heterogeneity across various types of PE fund investors (see Section 5.3).
This analysis both supported and rejected eatlier research on the topic (Lerner e al.,
2007; Hobohm, 2009). The conclusion from this finding was that a more comprehen-
sive analysis of various performance determinants is needed.

A few tests of PE fund performance determinants were also made, which re-
vealed the following findings. The performance of a PE fund is clearly associated to
the date when it was founded. Funds raised before 1997 in general performed signifi-
cantly better than funds raised between 1998 and 2003. This observation verifies earlier
research (Gompers and Lerner, 2000; Kaplan and Schoat, 2005; Diller and Kaserer,
2008). Furthermore, it is likely that the strongest predictor of a PE fund’s performance
is whether it has a VC or a BO focus, as BO funds in general have performed signifi-
cantly better than VC funds. This finding has strong support in eatlier studies (e.g.,
Manigart e al., 2002; Cumming and Walz, 2010). The analysis also showed that subse-
quent funds generally perform better than first funds. However, if only evaluating PE
firms that have raised a sequence of funds (i.e., not only one fund), for venture capital
there are indications that first funds perform better than later funds. This result is an
extension of earlier research about links between fund number and performance (cf.
Hochberg ¢t al., 2007; Phalippou and Gottschalg, 2009). In contradiction to eatlier
studies (Nikoskelainen and Wright, 2007; Phalippou and Gottschalg, 2009), these tests
did not find any support for the notion that larger PE funds, i.e., those with higher
levels of committed capital, generate better returns than do smaller funds.
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Thereafter, nine hypotheses concerning performance determinants for private eq-
uity fund investing were tested in a multiple linear analysis. Once again, the two sub-
markets were used to test performance determinants within a financial services indus-
try in situations of moderate versus high uncertainty, i.e., BO versus VC fund invest-
ing. An overview of the results is depicted in Figure 10.4 and Figure 10.5.

Financial services industry with moderate uncertainty: BOfund investing

Size: Assets under management

Experience

Geographical proximity: Local

Performance

Not only profit objectives Investors’ ack. retums

Good reputation: Done PE fund inv.

Second mover: < 1/3 15tBO fund inv. -

Good reputation & Second mover +

Figure 10.4. Factors affecting investor performance in a financial services in-
dustry characterized by moderate uncertainty (here, represented by BO funds)

Financial services industry with high uncertainty: VC fund investing

Size: Assets under management -

Experience
- — +
Geographical proximity: Local
S Performance
Not only profit objectives Investors’ ack. retums
Good reputation: Done PE fund inv.
Second mover: < 1/3 15t VC fund inv. +

Good reputation & Second mover

Figure 10.5. Factors affecting investor performance in a financial services
industry characterized by high uncertainty (here, represented by VC funds)

A few reflections can be made on the findings emerging from the tests of performance
factors in the case of BO fund investing. First, as hypothesized, longer experience in
the field had a positive effect on performance. This is likely one of the more strongly
supported hypothesis in the strategic literature (e.g., Dreyfus and Dreyfus, 1986) and
the finding confirms earlier research about PE fund investing as well (Lerner, 2007).
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Second, and potentially more intriguing, a first move was positively associated with
performance when investing in BO funds. The result indicates that in situations of
moderate uncertainty, first mover advantages do exist in a financial services industry
(Lieberman and Montgomery, 1988; Lopez and Roberts, 2002). Third, it was interest-
ing to note that neither size nor geographical proximity were associated with over-
performance, which contradicted expectations. Fourth and finally, it was especially
remarkable that a good reputation did not have any direct effect on performance, but
could be used for altering the otherwise optimal entry order. In other words, an organ-
ization can use its prominence in exchange for a less risky (here, later) entry position
instead of being forced to enter early. This is likely one of the more interesting results
in this dissertation and supports the notion that prominence is an important and
valuable asset that can be traded for other favors (Kaplan and Strémberg, 2003; Hsu,
2004; Pollock ez al., 2010). To my knowledge, this is the first time that a study has
shown that reputation may be used in exchange for a better (read: less risky) entry
position, where said organization would still enjoy the same advantages as first movers.

When testing factors affecting performance for VC fund investors, here
representing a highly uncertain financial service market, other factors were apparent.
First, the negative link between organizational size and performance on the one hand,
and the positive link between geographical proximity and performance on the other
hand, was elaborated upon and analyzed in some detail in Section 9.4.2. This analysis
revealed that Nordic institutions with lower levels of capital under management have
received significantly better returns from their VC fund investments compared with
both Nordic investors managing larger capital pools and with international investors.
This could be interpreted as meaning that small local investors enjoy benefits stem-
ming from their geographical proximity (Stuart and Sorensen, 2003), as well as benefits
from being smaller and thus more likely to be flexible compared with larger and inter-
national peers. Second, although experience was not statistically significant in the last
model when tested for VC fund investing, there was a clear indication that longer
experience in the field also has a positive effect on performance for this type of in-
vestment. Third, a rather interesting result was that organizations having additional
goals for their PE fund investing activities, here represented by government agencies
and corporate organizations, did not retain significantly lower returns than did other
investors. This finding contradicts both eatlier research (Hobohm, 2009) and conven-
tional thinking. The result implies that complementary goals do not necessatily lead to
lower financial performance. Fourth, it was interesting to note that also in the case of
VC fund investing, organizational reputation does not have any particular impact on
financial results. This finding once again emphasizes that a good reputation in itself is
not a predictor of superior performance, but rather needs to be exchanged for other
favors to impact performance (Benjamin and Podolny, 1999; Deephouse, 2000;
Roberts and Dowling, 2002). Finally, as expected, in a highly uncertain area such as VC
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fund investing, taking on a late mover position was cleatly associated with higher
performance, which supports earlier research (Kerin ez a/, 1992; Lieberman and Asaba,
2000).

To summarize, the analysis of possible performance determinants for PE fund in-
vesting indicates, in addition to the specific results just presented, that: (i) the level of
uncertainty seems to be related to how entry order affects performance determinants
and hence needs to be taken into account when evaluating first and late mover advan-
tages, and (ii) reputation is not an asset that in itself contributes to supetior perfor-
mance, but it can be used in exchange for benefits, such as a favorable entry order
position, that subsequently may lead to enhanced performance.

After presenting the main findings derived from the empirical studies included in
this thesis, the next section will discuss possible implications.

10.3 Implications

The dissertation makes several relevant contributions that apply to: (i) the body of
private equity research, (i) the entry order literature, and (iii) practitioners.

10.3.1 Contributions to the private equity literature

This dissertation responds to a call for more research about private equity fund invest-
ing. Although the literature about private equity has grown significantly over the years,
this particular area has remained relatively unexplored. The dissertation makes some
valuable contributions to the field, three of which are especially important to highlight.

First, a central aim of this study was to provide a rich and comprehensive under-
standing of private equity as a financial asset class. Hence, significant effort has been
expended to study the topic from multiple research angles. First, a rigorous literature
review was conducted, encompassing more than 300 papers and books within the field
of private equity research with relevance to the dissertation. Next, detailed data about
73 Swedish private equity funds and their 334 investors were gathered, primarily
through personal interviews but also from secondary sources. Finally, 36 in-depth
interviews were carried out with a variety of PE fund investors. Hence, multiple pers-
pectives on private equity fund investing are offered within the frame of the disserta-
tion, including: (i) an extensive overview of what scholars currently know about the
field, (i) a discussion of how the Swedish PE fund investment area has evolved and
developed from its earliest stages to the present, (iii) deep insights into how various
groups of fund investors perceive and manage investment strategies for this asset class,
and (iv) an enhanced and detailed understanding of performance determinants for PE
fund investing related to organizational characteristics and entry order strategies.
Consequently, the dissertation has contributed to the literature by providing a consi-

214



CONCLUSIONS & IMPLICATIONS

derably broader understanding of private equity as an asset class than previously ex-
isted.

Second, this dissertation builds on a theoretically grounded model arrived at pri-
marily from the fields of strategy, economics and sociology. The few existing studies
about private equity fund investors tend to be either primarily empirically oriented
without any clear theoretical basis (e.g., Da Rin and Phalippou, 2010; Groh and Von
Liechtenstein, 2011) or rooted in the finance literature (e.g., Gompers and Lerner,
1998; Mayer ef al., 2005; Lerner et al., 2007; Hobohm, 2009). That is, in an effort to
understand private equity investing from a financial petrspective, behavioral elements
tend to be overlooked. As such, this study contributes with explanations of observed
phenomena that not only describe economically rational behaviors, but also highlight
sociologically rational motives.

Third, the hypotheses developed within the frame of this dissertation have been
tested on a primary and comprehensive dataset. Given a background as a professional
venture capital investor in the Swedish market, I was in a position to utilize my net-
work to get access to truly unique data. The dataset has several advantages over many
others used in the literature. First, unlike commercial databases provided by vendors
such as Venture Economics or Dow Jones Venture, it is free from self-reporting and
survivor biases (cf. Ljungqvist e a/., 2007). Second, it is a full population database in
the sense that it contains all PE funds raised in Sweden following the criteria outlined
in Section 4.4.1. Third, all information collected is reported in a homogenous way,
including performance data, which makes comparisons straightforward and reliable.

10.3.2 Contributions to the eniry order literature

When testing hypotheses about entry order, the dissertation made use of the related
theories stemming from the first mover advantage and the imitation literatures. A few
distinct contributions to these streams of research deserve special attention.

First and foremost, Lieberman and Montgomery’s (1988) seminal model of first
mover advantages was further developed and extended in several dimensions in the
dissertation. In response to a recent call for further investigation (Lieberman and
Asaba, 2000), the theoretical insights about entry order were developed by cross-
fertilizing the ‘empirically heavy’ first mover advantage research with the ‘theory-heavy’
imitation literature. In such a way, the new model developed was expected to better
explain entry order behaviors and subsequent outcomes in a financial services industry.
Varying levels of uncertainty played a particularly important role in this thesis, in
response to a recent call to extend the environmental categorization to a mote ovet-
arching level (cf. Suarez and Lanzolla, 2007). The next extension of the model con-
cerns the micro side. By adding the construct of reputation, a so-called ‘social approval
asset’, the model was assumed to be more applicable to environments typically in focus
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in the imitative body of literature, i.e., highly uncertain contexts (Fombrun, 1996;
Deephouse, 2000). Furthermore, by incorporating more recent research from both the
FMA literature and the imitation streams of research (e.g., Schnaars, 1994; Lieberman
and Montgomery, 1998; Boulding and Christen, 2008), the model also embraced late
movers to the same extent as it did first movers.

Second, the dissertation has contributed by empirically testing the FMA theory in
two new ways. The empirical area chosen was the private equity fund investment
segment, which exemplifies an environment characterized by particularly high uncer-
tainty in many dimensions; one that has rarely been in focus for traditional FMA
research. Furthermore, the extended FMA model was tested in a novel way by defining
first and late movers based on their propensity to invest in first or subsequent PE
funds. In this manner, the research model was tested in an even more rigorous way.

Third, the dissertation contributes with suggestions on how to operationalize two
central and complex theoretical concepts. When operationalizing the reputation con-
struct, existing research about reputation and similar concepts was used as inspiration.
Given the scarcity of empirical research about links between organizational reputation
and performance, the proposed operationalization and following tests may constitute a
reference for future studies. Furthermore, the ways of defining first and late movers
are unique and may constitute a source of inspiration for other researchers in the
future.

Finally, while the results from the hypothesis testing both confirm existing know-
ledge and add new insights in several areas, three theoretical conclusions deserve
special mention. First, these findings again provide evidence for the notion that FMA
theory definitely can be extended beyond the traditional focus on product or geograph-
ical contexts, and be applied in new settings (cf. Naveh ez a/, 2004; McNamara ef al.,
2008) — especially when cross-fertilized with ideas derived from the imitation streams
of research. Second, the results provide a strong endorsement of the more dynamic
and generic categorization of the macro environment in terms of various levels of
uncertainty used in this dissertation (Lieberman and Asaba, 2006). Third, it was tested
and confirmed that reputation is a tradable resource that can be used in exchange for
advantageous entry order positions. This has to my knowledge never been tested in
previous research, and it adds significantly to the understanding of the market for
affiliation (Stuart ez a/., 1999; Hsu, 2004).

10.3.3 Implications for practitioners

This dissertation has highligchted a number of findings that ought to be of interest to
practitioners working within, or in close connection to, the private equity industry.

An enhanced general understanding about the capital providers to private equity
is obviously of great importance to most stakeholders in this particular industry. For
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PE firms, for which fundraising is a crucial element of survival, such insights are
critical. For these firms, increasing the knowledge about the types of investors that will
be likely to invest in a specific fund, what return expectations various investors have,
and what bargaining power they can be expected to exert, should facilitate and im-
prove fund-raising processes.

A more comprehensive understanding about this specific area is likely to be of vi-
tal interest for policymakers as well. From this dissertation, policymakers can derive
information about investment areas that non-public investors tend to avoid and that
therefore may be in need of governmental support or intervention. That many private
investors have abandoned the venture capital fund segment is not surprising news.
However, this dissertation provides insight about another area that potentially deserves
more public attention, namely, the interest in investing in the first fund raised by a
newly founded PE firm. In addition, the study may also be used to evaluate how
government agencies have operated on the market. One interesting observation is that
these types of investors do not gain, contrary to expectations, significantly lower
returns from their private equity investing activities as the average investor.

Clearly, the practical implications of the study should be particularly important to
PE fund investors. The study has provided them with a broad understanding about the
relationships between organizational characteristics and order of entry behaviors on
the one hand and expected returns on the other. The results once again confirm the
widespread assumption that success from PE fund investing is highly related to the
mix of fund types, i.e., BO and VC funds, in a portfolio. But beyond that, the study
also pointed at several other important performance indicators. First, an optimal
investment strategy depends on organization-specific characteristics in terms of size,
experience, nationality and reputation. Hence, institutional investors need to define
what, for them, would be the optimal way to operate in the asset class. Second, the
connection between organizational characteristics and an optimal investment strategy
in terms of entry order is highly dependent on the prevailing environmental situation
(in this context, the level of uncertainty). Thus, the strategies need to be continuously
adjusted for the current macro environment. Finally, it is significant that institutional
investors perceived as having a good reputation can use this resource to achieve more
favorable positions and, thereby, enjoy better performance.

10.4 Limitations and directions for future research

This research, like all other empirical studies, is not without its limitations. However,
many of the limitations may also offer promising follow-on questions for future inves-
tigations. There are three categories of limitations that are particularly important to
emphasize within the frame of this dissertation: (i) limitations concerning the chosen
research methods and units of analysis, (ii) limitations due to choices of variables and
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operationalizations of theoretical constructs, and (iii) limitations concerning how the
results may be generalized to other contexts. Some concerns, limitations and sugges-
tions for future research considered to be particularly critical will be elaborated upon
below.

10.4.1 Choice of methods

One central concern in the hypothesis-testing study is related to causality, which was
already discussed in Section 4.6.7 but deserves to be commented upon again. Although
the study combines survey data and secondary data collected at different points in
time, the nature of the study is essentially cross-sectional. Such a design may limit
opportunities to claim causality in identified relations purely based on findings from
the empirical tests. However, the hypotheses were developed on the basis of entry
order theories and existing PE research, which is considered to reduce the risks of
converted causality. Other features of this study and the collected data, e.g., the long
study period and the evidence-based type of data used, also improve the possibility of
claiming causality between the independent and the dependent variables. Nevertheless,
a longitudinal research approach could help to alleviate any concerns dealing with
causality.

Another potential issue with the current research, also discussed in Chapter 4 but
worth highlighting again, concerns the data collection methods, which were primarily
based on interviews. Given the sensitivity of the information and the respondents’
reluctance to make information public, the decision was made not to record interviews
and to preserve anonymity. This may complicate the possibility of other researchers
repeating the study. This issue is less problematic for the hypothesis-testing study,
given its highly structured format, the collection of factually based data, and that patts
of the information were verified by secondary sources. However, for the qualitative
study, such an approach may challenge the reliability of the results. Methods that could
be used to reduce the negative effects of this approach were discussed in Section 4.3.2,
including rapid follow-ups with respondents in cases where clarifications were needed
and immediate transcriptions. Since the interviews were only one out of several data
sources used in the dissertation (i.e., in addition to the literature review, the quantita-
tive sutvey and secondaty data sources), the risks of not identifying cleatly biased
information were reduced. Still, this is a limitation to keep in mind.

10.4.2 Included variables and operationalization of constructs

The hypothesis-testing study makes use of a number of fixed-effect and variable
organization-specific factors for determining the influence on entry order and perfor-
mance. Additional independent variables would allow for more fine-grained analyses.
In particular, the issue of how social networks and business relations between investors
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and PE fund managers, consultants, etc., may impact imitative behaviors and subse-
quent performances would be interesting to evaluate further.

Two other matters to reflect upon concern how performance was measured in the
study. Two measurements are common in the private equity industry: IRR and mul-
tiples between proceeds and costs of investments. In this dissertation, the latter per-
formance measurement was used. However, multiple ratios do not take into account
timing factors and hence it would have been valuable to compare the results using IRR
as the performance measure. Furthermore, investor performance was calculated on an
aggregated level (cf. Lerner ¢f al., 2007). Evaluating entry order and performance on a
fund-by-fund basis, instead of using this chosen aggregated level, would represent an
alternative or even a complementary way to test the hypotheses. Using multiple per-
formance measures is considered a fruitful way to pursue strategic management re-
search in general, since performance is considered to be multidimensional
(Venkatraman and Ramanujam, 19806).

Another, potentially larger, issue concerns how the reputation concept has been
operationalized. As discussed in Section 7.2.3, operationalization of such a complex
construct is no easy task. The decision was made to operationalize reputation as expe-
rience in terms of previously made PE fund investments. One suggestion for future
studies is to test this operationalization of reputation in other contexts in order to
evaluate its validity.

The way the first mover construct was operationalized in this study also merits
further consideration. The definition of first movers used here was based on the
percentages invested in first versus later PE funds. Since this was a novel way of
applying the FMA theories, no common method of splitting the organizations into
first versus late mover groups was available for use. Thus, the investors were divided
into first and late mover categories fairly arbitrarily, based on the proportion of first
versus later funds. However, robust checks to investigate whether small adjustments of
the limit caused any significant changes in the result were made, and this turned out
not to be the case. In the future, checking whether this operationalization is valid when
tested on other PE fund databases would be a valuable way to further add to the
theories of entry order.

10.4.3 Generalizability

A central question that is applicable to most research is related to its generalizability to
other contexts — and here the discussion primarily concerns the hypothesis-testing
study. There may be a risk that the findings in this dissertation are only applicable to;
(i) a single industry, ot even only to part of an industry, (i) a single period in time, and
(iii) a single population. These three possible limitations will be discussed below, in
reverse order.
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The population in focus for this study is institutional investors investing in Swe-
dish private equity funds. This group represents approximately 60 percent of the total
capital that has flowed into the Swedish PE industry throughout the study period. This
capital has been invested in the most common type of investment vehicles in the PE
industry, i.e., the limited partnership structure with independent and closed-end funds.
However, the remaining 40 percent of the capital was invested in other types of ve-
hicles, e.g., publicly listed PE firms, subsidiaties of corporate organizations, govern-
ment-affiliated investment programs, etc. The capital arrives from various sources,
such as corporate investors, government authorities, business angels, private individu-
als, etc. These types of structures tend to have somewhat different investment models
in comparison with the limited partnership structure, e.g., often by having an evergreen
type of investment horizon. A suggested expansion of the current research is to ex-
plore how investment strategies and levels of performance differ across various types
of PE investment structures. For example, given the ongoing debate about the preva-
lent crisis in the VC industry (e.g., Mason, 2009), it would be interesting to investigate
whether alternative structures are more suitable for these particular types of invest-
ments in the long run.

Moreover, the Swedish context of the study might place some constraints on the
generalizability of the results to other national contexts. However, there are several
arguments for why the results may well be generalized to other PE fund markets. First,
PE fund investing is in many respects highly standardized and international, e.g.,
agreements between LPs and GPs follow standardized formats and compensation
schemes, working procedures on both the LP-GP and the GP-portfolio firm levels are
fairly similar in most regions, and there is a large presence of international institutional
investors in most geographies. Second, Sweden shares many characteristics with other
developed economies in terms of technological progress, financial structures, and
market conditions. Hence, it is expected that the results presented in this dissertation
can be generalized to PE fund investing occutring in other geographical areas. Having
said that, it would be interesting to carry out a multi-country study.

The period of study range from 1983 to 2003, a period that was extreme in many
ways. Booms and busts during this period have affected the entire PE market, but
especially the venture capital segment. Whether the VC market ever will get back to
what it was just before the ‘dot-com bubble’ burst is debatable. There have been
arguments put forward that the current venture capital crisis will force the industry to
downsize (which is already occurring) and that new investment models and structures
for VC investing are emerging, e.g., boutique funds and angel-backed investments
(Mason, 2009). Hence, the VC market could change shape radically and thus the results
related to these types of funds will be limited to this specific period in time. However,
the study period is long enough to have captured both booms and busts, which hope-
fully on a general level has eliminated the most pronounced extremes. That is, the
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results arrived at in this dissertation, based on measuring variables on aggregate levels,
are likely to be applicable to the PE fund investment market in the future, even if some
adjustments are made to the investment models. Nevertheless, continuing to track
what is happening in this dynamic industry will constantly lead to new insights.

Finally, the industry, or part of the industry, in focus for this dissertation is the
private equity fund investment market. I believe that the extended model of first and
late mover advantages as presented in this dissertation is fairly general and may be
transferred to other industries. In cases where the environmental conditions set out for
the hypotheses developed within the frame of the current study are similar, ie., a
financial services industry with moderate to high uncertainty, the conclusions are
expected to carry over as well. Still, a systematic empirical test of the model in other
tinancial industries would be a useful and important extension.

10.5 Final thoughts

Institutional investing into private equity has grown dramatically throughout the years
and has become a significant investment sector. Given that a large proportion of this
funding arrives from most of us, at least indirectly, through our bank savings, future
pensions, taxes, insurance, etc., an enhanced understanding about the phenomenon of
private equity investing ought to be of great interest to many people. Still, private
equity as an asset class is considered to be one of the less well-understood segments of
today’s financial markets. I believe that this dissertation has contributed one small but
significant piece to the larger puzzle that is this investment area. Furthermore, I hope
that the thesis has been conducted in such a manner that future researchers see value
in using it as a foundation from which to further expand the understanding about the
asset class of private equity.
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