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Foreword 

Over the past two decades, equity carve-outs (ECOs) have become an increasingly 
popular form of corporate restructuring in Europe. Individual business segments are 
separated from the parent conglomerate company, and a minority stake is listed on the 

stock exchange. The parent company thus retains economic control over the subsidiary, 
while simultaneously creating more transparency for capital markets, restructuring its 
investment portfolio and creating the option to either reintegrate or completely sell off 

the subsidiary at a later stage. The attractiveness of ECOs as research objects is largely 
due to their dualistic nature as both means of parent company financing and corporate 
restructuring. 

While comprehensive academic literature on ECOs already exists, studies mainly focus 
on the US market. The objective of the present study is to conduct corresponding 
analyses using a European sample, allowing the examination of both research issues on 

an intra-European level, and of the admissibility of analogies between US and European 
results. 

The author's goal is to cover all key aspects of the ECO literature with empirical 
analyses. This includes both financial (ex ante) and operating (ex post) considerations, 
as well as the analysis of the short- and long-term performance, and also covers related 

aspects such as the second event and the efficiency of internal capital markets. The 
relevant literature is comprehensively reviewed, and the specific research questions are 
properly derived on its basis. The author makes comprehensive use of existing empirical 

methodologies, employing alternative testing procedures to increase the robustness of 
results. While the economic interpretation of the analytical results is quite short in some 
cases, the author does ground the majority of the results in corporate finance theory. 
Overall the analyses are conducted very thoroughly and knowledgeably, and thus 
clearly demonstrate the author's competence in this field. 

The key results of the thesis are largely in line with intuition, both confirming results 
from previous studies, as well as adding a series of new insights. Operating and share 
price performance are found to be influenced by a number of event- and firm-specific 
characteristics, agreeing with economic common sense. Some of the results are 

surprising and noteworthy, e.g. an abnormally negative price reaction in the days 
following the initial ECO announcement (which, as in previous studies, is found to lead 
to positive announcement period returns). While some of the interpretations in the 
chapter on internal capital markets seem speculative and are therefore not able to 
answer the existing uncertainty regarding the efficiency of internal capital markets, the 

analysis is conducted very thoroughly and in great detail. The results regarding the 
second event decision complement existing literature by identifying some of the key 
drivers of the eventual wind-up of the ECO structure. 

The structure of the thesis is logically consistent and based on the international financial 

journal standards. The language and diction used complies with the high standards 
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required in international publishing. The breadth of the analysis' scope by far surpasses 
that of a standard dissertation, without impairing the quality of the empirical analyses. 
The geographical focus of the thesis, the one-of-a-kind sample and the level of 
analytical meticulousness render this study unique. In total, this thesis is a tour de force, 
representing a milestone in European ECO literature. 

Professor Ulrich Hommel, Ph.D. 
Rudolf-von-Bennigsen-Foerder- 

Foundation Professor of Finance at 
the EUROPEAN BUSINESS 

SCHOOL 



VII 

Preface 

"Another thesis on equity carve-outs?" This was the tough albeit justified reaction of a 

former work colleague when I asked him for his opinion about the suitability of this 

topic as a subject for my doctoral thesis. The process of identifying a fitting subject is 

daunting: Ideally, there should be some prior research on the topic to prevent having to 

establish a new research field from scratch, but gaps in understanding should exist; the 

subject should be specialised enough allowing the researcher to make some tangible 

contribution to his discipline, without running the risk of producing results only 

marginally relevant to anyone but himself; 1 and finally, the topic should be of interest 

outside of academics, e.g., for market practitioners. 

As for requirement one, a series of papers and Ph.D. theses on equity carve-outs (ECOs) 

have been published in recent years. 2 Simultaneously, existing literature leaves some 

crucial questions regarding the potential value creation in ECOs unanswered. 3 As for 

requirement two, ECOs are a clearly defined, specialised form of corporate 

restructuring, but at the same time offer fascinating features allowing the formulation of 

research questions regarding an array of corporate finance concepts. As for requirement 

three, European firms have carried out at least 178 ECOs with a total volume of approx. 

C91 billion over the last 20 years. Companies in Europe continue to possess potential 

ECO candidates, and transaction volume will remain high in the foreseeable future. 4 

ECOs thus promise to be an exciting research topic both for this thesis and for future 

studies. 

This thesis contributes to a better understanding of ECOs for firms, investors and 

academics: Firms learn under which conditions markets are likely to react positively to 

the announcement of an intended ECO, in which specific constellations of 

circumstances an ECO is likely to create value in the long term, and the potential impact 

of the ECO design on the firm's future growth, profitability and share price. Investors 

learn about the probable consequences of investing in firms engaged in an ECO, how to 

interpret the information provided by the parent firm regarding the ECO, and about 

profitable trading strategies involving the eventual reacquisition or complete sell-off of 

the partially floated subsidiary firm. Academics learn whether investors are able to 

differentiate efficient from inefficient internal capital markets, and whether ECOs tell us 

something about the efficiency of capital markets in general. In addition, academics 

may profit from a number of methodological insights presented in this study regarding 

both short- and long-term performance analysis. 

The pragmatically orientated reader may find some passages, in particular the 

methodological sections, tough going. The disadvantage of a detailed description of 

methodological issues is that readability of results may be hampered. The advantage is 

1 
On this point see Eco (2005), p. 16-22. 

2 
See sections 3.3, 4.3, and 5.3 for comprehensive literature reviews. 

3 
See section 1.2. 

4 
See section 1.1 and section 8.3. 
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that the relevant sections represent detailed overviews of the current state of knowledge 

regarding the methods used, and may be helpful for future researchers employing these 

methods. 5 Different reader groups will thus find value added in different sections. A 

helpful advice may be to begin with the end: Chapter 8 contains a summarizing 

conclusion of the key results of this study and may serve as a guide to individual 

sections of interest. 

As always, this thesis would not have been possible without ample support from various 

sides. I thank my supervisor, Prof. Ulrich Hommel, Ph.D., for giving me the opportunity 

to write this thesis, and for considerable support and valuable comments during its 

creation. Similarly, I thank Prof. Dr. Dirk Schiereck for acquiescing to co-supervise this 

thesis and providing a number of useful suggestions. I also thank Prof. Dr. Ralf Elsas 

for helpful discussions in the conceptual stage of the thesis, as well as for providing 

access to some crucial empirical data. I thank seminar participants of the 2006 Meeting 

of the Academy of Economics and Finance in Houston/Texas for constructive 

observations. Friends and former work colleagues have provided me with a series of 

comments and recommendations, as well as the appropriate amount of distraction over 

the last 18 months. My girl friend Carolin has been invaluable in supporting me and has 

proven an enviable amount of patience and tolerance when listening to my ups and 

downs while working on this project. Finally, and most importantly, I thank my parents, 

Dr. Jarmila and Peter Pojezny. Without their continuous manifold support over the last 

28 years I would not be where I am today, nor in fact anywhere else. Thank you Mum 

and Dad. 

Nikolas Pojezny 

This was pointed out to me by Prof. Balik at the annual meeting of the Academy of Economics and 
Finance in Houston/Texas in February 2006. 
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1 Introduction 

To appreciate the relevance of  the present thesis, the introductory chapter highlights the 

practical significance of  the research object, as well as its appeal to academics (section 

1.1). The current status of  knowledge regarding the research object is outlined, and key 

gaps in understanding are identified (section 1.2). The chapter concludes with an outline 

of  the key research questions and a description of  the structure of  the thesis (section 

1.3). 

1.1 Significance of research object 

Corporate restructuring in general and portfolio restructuring in particular have become 

an important part of  corporate life in Europe. The total volume of  exchange-listed 

disinvestments in Europe from 1990 to 1998 amounted to approx. C100 billion. 6 The 

general motive for these transactions is (or should be) the desire to create value for 

company shareholders by focussing on core businesses, disposing of  poorly performing 

divisions, eliminating negative synergies between unrelated business segments, creating 

pure-play companies easier to evaluate for investors, and reducing the debt burden. 7 

Equity carve-outs (ECOs) are a popular instrument in a firm's portfolio restructuring 

toolbox. This study identifies 178 ECOs in 13 European countries in the time period 

from 1/1/1984 to 31/12/2004, with a total money volume of  approx, t~91 billion, s This 

compares to a total initial public offering (IPO) volume in the same countries and over 

the same time period of  approx. (~580 billion. 9 A series of  recent high-profile 

transactions in Europe have brought ECOs onto the radar screen of  both firms and 

academics. ~~ 

From an academic's  point of  view, ECOs are fascinating because they combine 

elements of  two distinct corporate restructuring mechanisms. ~ First, an ECO is similar 

See Glatzel (2003), p. 4. Converted to • at the average of daily exchange rates from 1/1/1990 to 
31/12/1998 (approx. US$/t~ 1.25). 

7 See Gaughan (2002), p. 395-403. 
8 The ECO volume is calculated as the market capitalisation of the subsidiary on the first day of trading, 

multiplied by the percentage stake sold by the parent company. All data points required for this 
calculation could be identified for 151 out of the 178 sample firms. The total ECO volume is based on 
the total identified ECO volume, plus an estimate of the average ECO size multiplied by 27 (i.e., 178- 
151). 

9 The IPO volume estimate is based on all capital-raising transactions listed in SDC for the 13 European 
countries in which ECOs have been identified, with a transaction date from 1/1/1984 to 31/12/2004, 
IPO flag marked as 'yes', and excluding repeatedly listed transactions. The US$ amount is converted 
to C at day-end exchange rates as of the date of the respective transaction. 

10 Examples include the floatation of T-Online by Deutsche Telekom (2000), Epcos and Infineon by 
Siemens (1999 and 2000, respectively), Deutsche Postbank by Deutsche Post (2004) in Germany, 
Kemira GrowHow by Kemira (2004) in Finland, Pages Jaunes by Wanadoo (2004) in France, Terna by 
Enel (2004) in Italy, Cintra by Grupo Ferrovial (2004) in Spain, Converium by Zurich Financial 
Services (2001) in Switzerland, and Burberry by GUS (2002) in the UK. 

11 See chapter 2.1.2 for a detailed definition of ECOs and other corporate restructuring activities. 



to financial restructuring mechanisms like IPOs and seasoned equity offerings (SEOs) 

in that a subsidiary firm goes public, and cash is raised. Second, an ECO is similar to 

portfolio restructuring mechanisms like spin-offs and divestitures in that the 

composition of the parent firm's assets changes, and control over the subsidiary firm is 

transferred from the parent firm to shareholders. This dual nature renders ECOs a 

uniquely interesting research object, providing a range of potential research questions. 

ECOs can also serve as 'natural experiments' for addressing more general questions 
about the level of efficiency of internal capital markets. 12 

ECOs thus represent a prominent transaction mechanism for European firms, allowing 

them to (partially) exit non-core business areas, and to use the released capital for 

investment into core businesses, the repayment of existing debt, or for other financing 

purposes. Academics are attracted by the dual nature of ECOs as both a portfolio and a 

financial restructuring mechanism. Hence, both the volume of and interest in ECOs will 

continue to be substantial. 

1.2 Current knowledge and research gap 

Previous research has established some important knowledge regarding ECOs. 

Announcements of intended ECOs on average lead to positive abnormal returns. 13 Two 

sets of explanations are offered: First, according to the divestiture gains hypothesis, 

value gains arise because the business focus of both parent and subsidiary firm increases 

following the ECO, cash proceeds can be used to retire debt, the carved-out entity is 

able to separately finance its investment projects and is more likely to be taken over, the 

information availability regarding the subsidiary firm's performance increases, investors 

are more inclined to invest into the new pure-play stock, and managers' contracts can be 

designed more efficiently. TM Second, according to the asymmetric information 

hypothesis, issuing shares in the subsidiary firm signals an undervaluation of the larger 

parent firm assets and an overvaluation of the smaller subsidiary firm assets. Investors 
use this information and buy shares in the parent firm, leading to positive returns. 15 

Announcement period returns are higher on average when parent and subsidiary firms 
are from different industries 16, when pre-event informational asymmetry is high 17, when 

subsidiary firm assets are greater than non-subsidiary firm assets TM, when the ECO is 

conducted as a primary (rather than a secondary) offering 19, and when the parent firm 

12 
See chapter 6. 

13 
See chapter 3 for a literature review. 

14 
See Schipper/Smith (1986), p. 169-175 and Vijh (2002), p. 164-165. 

15 
See Nanda (1991) and Slovin/Sushk~Ferraro (1995) for a detailed description of the asymmetric 
information hypothesis. 

16 
See Vijh (2002), p. 177. 

17 
See Elsas/L/Sffler (2005), p. 15. 

18 
See Vijh (2002), p. 155. 

19 
See Kaserer/Ahlers (2000), p. 562-564. 



uses the proceeds to repay debt 2~ Parent and subsidiary firm operating performance 
improves in the first year following the EGO 21, with the subsidiary firm's operating 
performance declining again in the following years. 22 Carved-out entities tend to be the 
high-growth divisions of the parent firms. 23 

In many cases ECOs are temporary structures, and the parent firm either reacquires or 
completely sells off its partially floated subsidiary firm in later years. 24 An ECO thus 

creates a real option, allowing the parent firm to profit from the resolution of 
uncertainties. 2s Also, investors seem partially able to anticipate the second event: ECO 

announcements followed by an eventual take-over of the carved-out entity by a third 
party produce higher abnormal returns than announcements not followed by a take- 
over. 26 

Simultaneously, existing research fails to answer several aspects of value creation in 
ECOs. Regarding short-term price performance, it is unclear whether announcement 
returns differ across time and geography, whether there is a systematic price reaction at 
additional dates during the ECO process, and whether non-announcing firms with 
similar ECO candidates experience abnormal reactions to other firms' ECO 
announcements. 

Regarding long-term operating performance, it is unclear why the subsidiary firm's 

operating performance, after peaking around the time of the ECO, deteriorates in later 
years. The parent firm's operating performance has not been analysed in a multi-year 
window around the event. Evidence of earnings management around classical IPOs 

suggests that a similar phenomenon may occur in ECOs, which has not been analysed 
so far. Also, it is unclear whether ECO characteristics can explain the cross-sectional 
distribution of performance results: Answering this question will help firms to design 
ECOs more efficiently. 27 

Regarding long-term price performance, evidence is mixed. Parent firms are found to 
underperform 28, to perform in line with 29, and to outperform 3~ benchmark firms. 

20 See Allen/McConnell (1998), p. 165. 
21 See Hulburt/Miles/Woolridge (2002), p. 95-99. 
22 See Powers (2003), p. 32. 
23 See Powers (2003), p. 40. 
24 See Klein/Rosenfeld/Beranek (1991), p. 450. 
25 See Kranenburg/Perotti/Rossetto (2004) for a description of ECOs as real options. 
26 See Hulburt (2003), p. 30. 
27 For example, it is unclear how the stake retained relates to subsequent operating performance. While 

Boone/Haushalter/Mikkelson (2003) find that parent firm operating performance improves only when 
the entire stake is carved out, and subsidiary firm operating performance is unaffected, Powers (2003) 
finds a negative relation between subsidiary firm operating performance and the percentage of shares 
sold. 

28 See Madura/Nixon (2002), p. 172. Negative performance is exclusive to distressed parents. 
29 See Vijh (1999), p. 285-290. 
30 See Anslinger/Carey/Fink/Gagnon (1997), p. 166. 



Similarly, subsidiary firms are found to underperform IPO 31 and benchmark firms 32, to 

perform in line with IPO 33 and benchmark firms 34, and to outperform benchmark 

firms 35. Discrepancy in results is driven by differing test designs resulting from the 

disagreement about an appropriate methodology. Further, it is unclear whether ECO 

characteristics can explain the cross-sectional distribution of results. Also, the 

relationship between long-term operating performance and long-term price performance 

has not been analysed. 

Regarding internal capital markets (ICMs), there exist empirical studies and theoretical 

models supporting the notion both of efficient and of inefficient ICMs. Discrepancy in 

results suggests that the relative level of ICM efficiency depends on specific firm 

characteristics, rather than being low or high in general as suggested by some of the 

models. Previous studies use spin-offs and asset sales to analyse ICMs, while ECOs 

have not been used to that avail. It is unclear whether investors are able to discern 

efficient from inefficient ICMs, and what the conditions are required for an ICM to be 

efficient. 

Regarding the second event, the determinants of the decision of whether to reacquire or 

completely sell off the subsidiary firm have not been analysed in detail. It is unclear 

whether factors such as the parent firm's leverage, the subsidiary firm's valuation level, 

industry association, and the institutional setting of the parent firm's home country 

influence the decision. This study addresses these open issues. 

1.3 Key research question and structure of thesis 

Three key research questions form the framework for the entire thesis. 

�9 What are the sources of value creation in European equity carve-outs, both in the 

short term and in the long term? 

�9 What can researchers learn about the efficiency of internal capital markets with the 

help of equity carve-outs? 

�9 What factors determine the eventual wind-up of ECO structures through 

reacquisitions or sell-offs? 

The structure of the thesis is based on these research questions and the identified 

research gaps related to the short-term price performance following the announcement 

31 See Prezas/Tarimcilar/Vasudevan (2000), p. 130-134. 
32 See Madura/Nixon (2002), p. 172. Negative performance is exclusive to subsidiaries carved out of 

distressed parent firms, 
33 See Schikowsky/Schiereck/V61kle/Voigt (2005). 
34 See Vijh (1999), p. 285-290. 
35 Annema/Fallon/Goedhard (2002) find that subsidiaries gaining full independence outperform the 

S&P500, while subsidiaries remaining under the control of the parent underperform the S&P500 in the 
two years after the event. Powers (2003) finds a positive performance in his sample of 181 ECOs in 
the three years after the event, but results are due to positive first year performance. In each of the 
years 2-5, sample firms underperform. 



of the ECO (chapter 3), long-term operating and price performance of parent and 

subsidiary firms following an ECO (chapter 4 and chapter 5), the efficiency of internal 

capital markets using ECOs as research objects (chapter 6), and the nature and 

determinants of the second event following the initial ECO (chapter 7). Each of these 

chapters is structured similarly: Following an introductory paragraph detailing the 

specific research question 36, the relevant literature is reviewed, followed by a 

description of the data and methodology used, a presentation of the empirical results 

and their economic interpretation, and a summarizing conclusion. The following 

paragraphs provide an overview of the specific issues addressed in each chapter. 

Chapter 2 has two objectives. First, it defines the research object and differentiates it 

from similar portfolio and financial restructuring mechanisms. Second, the efficient 

market hypothesis is presented, and potential violations are discussed. Market efficiency 

is the yardstick against which abnormal price performance is assessed. 

Chapter 3 analyses the short-term price performance of firms announcing an ECO. An 

event study framework is used to address several questions. First, are positive abnormal 

returns constant across time and countries? If capital markets become more efficient 

across time, the changing relative value of internal vs. external capital markets may 

impact the level of abnormal returns. Similarly, abnormal returns may differ as a 

function of cross-country varying development states of capital markets. Second, is 

there a pattern in returns across three additional dates (first rumour date, bookbuilding 

date, first trading date) on which markets receive information about the impending 

ECO? Since the last two dates are known in advance, any systemic pattern could yield 

profitable trading strategies. Third, do abnormal returns differ on 'clean' vs. 

'contaminated' announcement dates? Companies may choose to link ECO 

announcements to other news, causing part of the generally claimed announcement 

period returns to be attributable not to the ECO itself. Fourth, do non-announcing 

companies with future ECO candidates show abnormal price reactions to ECO 

announcements by other firms? Investors could either sell the non-announcing firms, 

because they have not yet performed an ECO, or buy them as future ECO candidates. 

Chapter 4 analyses long-term operating performance (LTOP) of parent and subsidiary 

firms. According to the divesture gains hypothesis, operating performance should 

improve following the ECO. Firms could also engage in earnings management (similar 

to previous findings for IPOs and SEOs), by using discretionary accounting 

mechanisms to render themselves more attractive to capital markets, followed by a 

decline in earnings as the measures are reverted. LTOP is analysed using growth and 

profitability measures. The cross-section of LTOP is analysed in a multivariate 

regression framework as a function of various event and firm characteristics to identify 

the sources of positive operating performance development. 

In addition to the introductory section each main chapter is preceded by a journal-type abstract 
succinctly summarizing the key findings of the respective chapter. 



Chapter 5 analyses long-term price performance (LTPP) of parent and subsidiary firms. 

Extant studies offer contradicting results because of a lacking consensus on how to 

appropriately assess abnormal LTPP. Consequently a large variety of methodologies are 

applied to assure robustness of results. In addition to post-event LTPP, pre-event LTPP 

is also analysed. Two hypotheses are tested: First, is there a relationship between pre- 

event LTPP and short-term price performance? A positive short-term price performance 

could be merely a reaction to a negative pre-event LTPP; alternatively a positive short- 

term price performance could be positively linked to pre-event LTPP, indicating that the 

latter serves as a signalling mechanism reducing informational asymmetry between 

parent firm and future investors. Second, the relationship between pre- and post-event 

LTPP is analysed to assess whether managers market-time the ECO to occur in periods 

of high relative prices and valuation levels. The cross-section of LTPP is analysed in a 

multivariate regression framework as a function of various event and firm 

characteristics to identify the sources of positive price development. 

Chapter 6 addresses two specific questions regarding the efficiency of internal capital 

markets (ICM) using ECOs as a research object. First, how do investors view ICMs? 

Announcement period returns are regressed on ICM size and efficiency measures, 

controlling for other factors influencing abnormal returns as previously identified. If 

investors view ICMs negatively, parent firms with larger and less efficient ICMs should 

experience higher announcement period returns. In addition to absolute ICM measures, 

change measures are used to assess whether changes in ICM size and efficiency are 

related to announcement period returns. Second, what are the conditions for ICM 

efficiency? The mixed results in existing literature on ICM efficiency suggest that firm- 

specific factors are likely to influence relative ICM efficiency. Literature offers two 

contradictory views on when ICMs are efficient, ultimately differing in their conclusion 

on whether firms with related or unrelated business segments are more likely to have 

efficient ICMs. These hypotheses are tested by regressing announcement period returns 

on the correlation between parent and subsidiary firm cash flows. 

Chapter 7 addresses two key questions regarding the second event: First, what is the 

frequency of reacquisitions vs. sell-offs in Europe, relative to the US? If there is trade- 

off between internal and external capital markets, and the latter are more developed in 

the US than in Europe, ICMs are more valuable in Europe, and reacquisitions (i.e., re- 

establishments of partially closed ICMs) should be more frequent in Europe. Second, 

what are the determinants of the second event decision? Hypotheses on the impact of 

relative subsidiary firm valuation levels, the parent firm's debt burden, ICM size and 

efficiency, the parent firm's industry and country, and the development state of financial 

markets are developed and tested. 

Chapter 8 summarises and discusses the key findings of the empirical analyses in the 

present study, identifies recurring themes, and highlights areas for future research. 



2 Definitions and theoretical foundations 

This chapter has two objectives. First, it defines the research object (section 2.1) and 
analyses empirically identified and theoretical reasons of why firms engage in an ECO 
(section 2.2). Second, it presents the basic concepts of the efficient market hypothesis 
and reviews evidence for and against market efficiency (section 2.3). 

2.1 Description of research object 

This section proceeds by first placing the specific research object into a general context 
(section 2.1.1). ECOs are then defined in detail by listing typical characteristics (section 
2.1.2), by differentiating them from similar portfolio and financial restructuring 
mechanisms (section 2.1.3), and by distinguishing two forms of ECOs (section 2.1.4). 
The construction of the sample is described (section 2.1.5), and some summary 
descriptive statistics are provided (section 2.1.6). 

2.1.1 Corporate restructuring as the overarching concept 

Corporate restructuring can broadly be defined as "a major change in the composition of 
a firm's assets combined with a major change in its corporate strategy ''3v. It has 
attracted the attention of scholars in various fields, including financial, management and 
organizational research. The general goal of corporate restructuring, as evidenced by 
many company announcements, is to create shareholder value. 3s According to 
Bowman/Singh (1993), corporate restructuring comprises three different dimensions: 
First, portfolio restructuring refers to material changes in the firm's asset holdings 
through acquisitions, divestitures, liquidations, spin-offs and equity carve-outs. Second, 
financial restructuring refers to material changes in a firm's capital and ownership 
structure through public-to-private transactions (e.g., leveraged buyouts), private-to- 
public transactions (IPOs), leveraged recapitalizations and debt-to-equity swaps. Third, 
organizational restructuring refers to material changes in the firm's structure and the 
redesign of hierarchies. As pointed out by Heugens/Schenk (2004), organizational 
restructuring often follows in the wake of portfolio or financial restructuring. 39 A survey 
of existing studies by Bowman/Singh/Useem/Bhadbury (1999) finds that financial 
restructuring yields the most tangible returns, while portfolio restructuring also yields 
positive but on average lower returns. The value effects of organizational restructuring 
are more mixed and dependent on the specific circumstances. 

As indicated by Bowman/Singh (1993), an ECO seems most often associated with 
portfolio restructuring. However, ECOs are also a type of IPO (namely of the subsidiary 

37 
Hoskisson/Turk (1990), p. 459. 

38 
See Bowman/Singh (1993), p. 6. 

39 
See Heugens/Schenk (2004), p. 88. 



firm), i.e., a mechanism of financial restructuring for the parent firm of the carved-out 

subsidiary firm. This dual nature renders ECOs both a unique measure for parent and 

subsidiary firms, and an interesting and complex research topic for academics. 

2.1.2 Definition of an equity carve-out 

Schipper/Smith (1986) define an equity carve-out (ECO) as "the initial public offering 

of some of the stock of a wholly owned subsidiary ''4~ Similarly, Vijh (1999) states that 

"in an equity carve-out, a parent firm raises money by selling part or all of the equity in 

a wholly owned subsidiary to the public ''41. For the purpose of this study, I define an 
ECO as follows: 

An equity carve-out (ECO) is the initial public offering by an exchange-listed parent 
firm of shares in a majority-controlled legally separated subsidiary firm to the public. 

The individual elements of the definition are explained next. 

First, an ECO is an initial public offering, i.e., a going public, of a subsidiary firm. 

Therefore practitioners also refer to ECOs as 'sub-IPOs'. A going-public is defined 

using five criteria42: A privately held company is converted into a (totally or partially) 

publicly held company; the equity is offered to a broad range of investors; it is possible 

for the first time for investors to buy shares in the company; the shares are offered in a 

secondary market, allowing regular trading to take place; and the transaction leads to a 

cash inflow for either the issuing company, the selling shareholders, or both. 

Second, the parent firm is exchange-listed. This requirement is important for this study 

because one of the research objectives is to analyse the long-term value impact of an 

ECO. Value is measured as the share price development of the parent firm. 

Third, the subsidiary firm must be majority-controlled, i.e., the parent firm's ownership 

of the voting capital must be in excess of 50%. This is more relaxed than the 'wholly- 

owned' requirement by Vijh (1999), and takes into consideration that in some cases 

there may exist (non-listed) minority positions in the subsidiary firm. This definition is 
in line with Kaserer/Ahlers (2000). 43 

Fourth, the subsidiary firm must be a separate legal entity. This separate legal entity has 

either existed prior to the announcement of the ECO, or is created in the process leading 
up to the public offering. 

Fifth, the offer is made to the public. Generally, this takes the form of an offer to the 

general public. However, it does not preclude the parent firm from favouring existing 

shareholders in the allocation of shares. Indeed, there are demands for the introduction 

40 Schipper/Smith (1986), p. 154. 
41 Vijh (1999), p. 274. 
42 See Mettler (1990), p. 19. 
43 See Kaserer/Ahlers (2000), p. 552. 


