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ABSTRACT

We investigate whether a firm’s disclosure poliey affected by the changing corporate
setting and intensified corporate governance agtstiwith private equity (PE) investments.
For a unique sample of unquoted PE backed firmsobserve a significant switch to
increased financial disclosure in the pre-investnyear, consistent with the hypothesis that
entrepreneurs attempt to reduce information asymeseinherent to the PE application by
increasing their disclosure levels. Further, we whoent that the governance and
professionalization impact of PE investors affabsir portfolio firms’ financial disclosure
positively. Finally, differentiating on investor gg (government versus non-government
related) reveals no overall effect on disclosur@hhin the pre- as in the post-investment
years. Results are robust to various sensitivigckh.

(JEL classification: G30, M10, M41)

Keywords: Disclosure, private equity, unlisted f&;nmonitoring, corporate governance.



INTRODUCTION

Since decades, corporate decisions to disclosemafton to outsiders have been of
interest for both analytical and empirical accoogtiresearchers. This issue is of major
importance as economic theory suggests that adidisclosure policy is negatively related to
its cost of capital since disclosure reduces infirom asymmetries. Analytical studies have
modeled the discretionary disclosure of informationvarious settings resulting in full
disclosure (Grosman 1981, Milgrom 1981) and padistiosure equilibria (Bhattacharya and
Ritter (1983), Verecchia (1983), Diamond and Vehezq1991), Gigler (1994)). Empirical
work on corporate disclosure is rooted in the 19&60d typically examines the effect of
increased levels of disclosure on a firm's abiltyreduce agency costs. However, results of
these studies are mixed. Other studies focus éthplan the interaction between a firm’s
corporate governance structure and its disclosohieyp Again, results are mixed: authors
find both positive and negative relations betweée intensity of a firm’'s corporate
governance structure and its disclosure policy.

The current study is situated in the latter streE#rmesearch, in that we study the
impact of changes in ownership structure and catpogovernance on a firm’s disclosure
policy. More specifically, we examine disclosurdigies of a large hand-collected sample of
Belgian unlisted firms receiving private equity (Pfnancing from professional equity
investment companies, both in the period beforeadtet the PE investmehfThe motivation
for using this dataset stems from the unique Belgiatitutional and legal framework which
requires all national companies (both listed ankisted) to file yearly financial statements to
the National Bank of Belgium. This offers a richeasd financial statement information and
provides the opportunity to study the effect of leamge in ownership and governance
structure resulting from the PE investment on @'Brdisclosure policy, even when firms are
not subject to stock exchange reporting requiremdruirther, this dataset is unique in that it
contains (changes in) firm-specific disclosure obastons around a clearly identified PE
financing event and thus allows to study corporditeclosure policies as a response to
information-asymmetries and agency problems intieterthe PE offering. As such, this
research takes into account that disclosure desisioe non-random events and responds to
the worry of researchers that disclosure is ofteatéd independently from a firm’s changing
environment or economics (Healy and Palepu (2001)).

A study like this is interesting for several reasostudies on unlisted firms is

appealing in its own right, due to the predominaoicprivate companies in the economy and
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the fact that only marginal attention has been paithese kind of firms in empirical studies.
Moreover, the PE setting is particularly interegtisince it is characterized by various
information asymmetries and agency problems whitteriently affect the business process
and organization. Therefore, the use of finandialesnent information is important in a PE
context, even for unlisted firms (Hand (2005)). A&knowledge the importance of financial
statement information and study the relation betw#® (nearby) governance of a PE
investor and a firm’s disclosure policy. Herebye tourrent study not only complements
accounting research on determinants of disclosutealso entrepreneurial finance research
which often treats the corporate reporting envirentras exogenous.

We argue that a firm discloses more informatioth®outside world when raising PE
finance and derive this argument from basic econdmeory. The information asymmetry
problem that typically arises between a betterfimied entrepreneur and outside PE investors
gives rise to the lemons problem, which causes goatl bad projects to be valued at an
average level (Akerlof (1970)). In an attempt tealge this problem, the best entrepreneurs
signal their superior quality and increased disalesnight be a valuable instrument to do so.
Various studies have shown that financial figures key determinants in screening and
selecting portfolio companies, especially in Coatital Europe (MacMillan, Zemann and
Subbanarasimha (1987); Fried and Hisrich (1994)gkitrand Robbie (1998); Manigart et al.
(2000)). Moreover, survey evidence shows that nthesn 70% of professional investors
labels accounting disclosure as the most impori@m which impacts their investment
decision (McKinsey (2002)). Consequently, we arghat high quality entrepreneurs
showcase their financial reporting openness anéegsmnalism to outsiders by increasing
their disclosure levels. We therefore expect asd &hd evidence of increased disclosure of
financial information in the year before firms .

Second, we argue that portfolio firms’ disclosuodiges are affected by PE investors’
governance. This argument originates from the Wealtrated phenomenon that PE investors
are close monitors of their portfolio firms (GompgL995), Sapienza, Manigart and Vermeir
(1996), Kaplan and Stromberg (2002)). These mangoefforts are particularly driven by the
agency problem, as described in Jensen and MedldBit6), where the interests of principals
(here: PE investors) and agents (here: entrepremeanagers) are not perfectly aligned. As a
response to the agency problems, PE investorsnaeasively involved in their portfolio
firms’ day-to-day activities and contract a subsmumber of controls like cash flow and

control rights contingent upon observed performaneasures (Gompers (1995), Robbie and



Wright (1998), Gompers and Lerner (2001), Kaplad &tromberg (2002)). This strong PE
investor involvement results in a substantial cleaimggovernance and positively affects the
professionalism the firm is operating with. We agand show that this intensified
governance and professionalization is noticeabldhénway financial reporting is conducted
and, as such, is manifested in a higher disclosifieancial information to outsiders.

To document these propositions empirically, we ptdclosure policies of a large
sample of unlisted Belgian PE backed firms fromn(aist) 3 years before until (at most) 5
years after they received PE for the first timetheir history, and compare these with a
matched sample of independent firms that nevervedd’E. Since the firms under analysis
are unlisted and press releases or extended arepats are rare for these kind of firms, we
gauge a firm’s disclosure behavior by looking atvitllingness to report complete (i.e. more
detailed) financial statements when abbreviated §horter in length, providing less detail)
statements are sufficient to comply with legal iegments. Complete financial statements
require more intensive preparation and financigbegtise and contain more competitive
information. Hence, complete financial statemenscldisers incur substantially higher
proprietary costs than firms which only report abhated financial statements. In the pre-PE
financing period one would only expect firms to ®hito a complete financial statement
reporting if the increase in proprietary costs Itasg from the increased disclosure is offset
by the decrease in information asymmetry. After Bie investment it is likely that the
financial expertise, the intensified monitoring gndfessionalism of the PE investor will be
dominant, leading to expectations of a higher dmate policy when professional PE
investors become involved.

Through panel data analyses, we find that PE pdartfirms partly resolve the
information asymmetry gap by disclosing signifidgmnore financial statement information
than they are legally obliged to, especially in gre-PE financing year. These differences
remain significant when we control for firm-specittharacteristics and potential endogeneity
problems. From the PE investment year onwards, &kda firms are even more likely to
disclose complete financial statements comparedotb the matched sample and the pre-
investment firm-years. This finding suggests a rclgavernance and professionalization
impact of PE investors on their portfolio firms'sdlosure behavior. Further, we condition for
differences in investor type by splitting our saeph government PE backed and non-
government PE backed firms. We expect that the dawenitoring and governance impact

which is often associated with government-relatédifvestors will yield lower disclosure



levels for their portfolio firms. Results, howeveldp not support this view although
government PE backed firms switch earlier to a hdgitlosure strategy. This suggests that
the well-documented difference in governance amdegsionalization between government
and non-government PE investors has no sizeal#etefobn the way financial disclosure of
their portfolio firms is enforced.

The current study has several contributions. Firss, study distinguishes itself from
the traditional disclosure literature which studi@vernance structures in relation to a firm’'s
disclosure behavior. Prior studies typically asatecproxies for a firm’s governance structure
with aggregate measures of disclosure tendenciago{irnier (1995), Ho and Wong (2001),
Eng and Mak (2003)). However, these studies faggthblem of being short of good proxies
for a firm’s governance structure which often résuito mixed results. The firms analyzed in
the current study are unique in that they contaimdisputable change in governance system
resulting from the PE involvement. This provideseaclusive setting to study the impact of
intensified scrutiny and governance pressure omnasf disclosure behavior. Second, prior
studies typically investigate disclosure tenden@ésublicly listed companies, primarily
driven by data unavailability of unlisted firms. Wever, recent evidence shows that financial
statement information matters for unlisted firmspecially in a PE context, and that this issue
is surprisingly neglected in the literature (Ha@0@5)). The current study acknowledges this
shortcoming and enhances the understanding of sheoti disclosure for unlisted firms in
response to increased scrutiny and governance bynistors. Third, most studies analyze
disclosure behavior cross-sectionally and typicatigglect intertemporal dependencies.
However, disclosure decisions are non-random evamtiscannot be treated independently
from a firm’s changing environment or economics ghiteand Palepu (2001)). The current
study overcomes this disregard and exploits theadheristics of a longitudinal dataset to
analyze the disclosure evolution in a panel datdea.

The paper proceeds as follows. Section 2 reviewsdporate disclosure literature. In
section 3, we build hypotheses by combining thérBBework and the disclosure setting. In
section 4, we describe the research setting, exptloe characteristics of the Belgian PE
industry and illustrate the sample properties.detisn 5, detailed statistics are provided and
section 6 reports the results of our multivariat@lgses. Finally, section 7 concludes and

discusses the results.



LITERATURE REVIEW

Literature on disclosure, both analytical and emoplr is extensive and typically
focuses on the interplay between information asytmeseand disclosure policy. Information
asymmetries create costs by introducing adversetiah in transactions between economic
agents (Akerlof (1970)). It is commonly acceptecttla firm can reduce the level of
information asymmetries by committing itself to dase more information to the outside
world. Analytical studies on disclosure policy haween pioneered by Grosman (1981) and
Milgrom (1981). These studies find that economierdag are better off by adopting a full
disclosure policy since incomplete disclosure rssuh buyers’ suspicion and, as a
consequence, high price discounts. Verecchia (19B8)vs why real-life disclosure is often
non-complete by introducing proprietary costs, tests associated with increased levels of
disclosure originating from the preparation andsprgation efforts and the higher exposure to
competitors. Hence, economic agents are typicaltywilling to disclose all information they
hold since this generates proprietary costs. Wiiltsiders do not know to what extent the
withheld information represents good or bad nets,value of the firm typically is lowered
to a threshold level whereby a manager is motivateavithhold a specified amount of
information.

A stream of empirical research focuses on the detants of a firm’s voluntary
disclosure decision and the associated economiefierof increased disclosure. These
economic benefits are often valorized by studyimgrelation between a firm’s cost of capital
and its disclosure policy. To test this relatioesgarchers focus on various proxies for a
firm’s cost of equity capital like bid-ask spregttealy, Hutton and Palepu (1999), Leuz and
Verecchia (2000)), stock liquidity (Botosan and $tr¢1998), Leuz and Verecchia (2000)),
share price variability (Leuz and Verecchia (20G0)3 accounting-based valuations (Botosan
(1997)). Botosan (1997) finds evidence that grediselosure is associated with a lower cost
of equity capital, but only for firms with low aryat following. Botosan and Frost (1998) find
a positive association between stock liquidity dahd timeliness of disclosure. Leuz and
Verecchia (2000) show that German firms switchingmf German GAAP to IAS or US
GAAP experience lower bid-ask spreads and highadirig volume but record no
improvements with respect to share price varighiBengupta (1998) analyzes a firm’s cost
of debt capital in relation to disclosure and firildat firms with timely and clear disclosures

are rewarded with a lower cost of borrowing.



Related studies use the context of equity offeritgsinvestigate the interaction
between a firm’s disclosure policy and its assedatost of capital. Schrand and Verecchia
(2002) study disclosure policies around Initial Rudfferings (IPOs) and find that greater
disclosure frequency in the pre-IPO period is assed with lower underpricing. Marquardt
and Wiedman (1998) find that prior to a SeasoneditizgOffering (SEO), firms often
increase their disclosure level substantially tuce information asymmetries inherent to the
equity offering. Lang and Lundholm (2000) documémat a consistently high disclosure
strategy leads to a reduction of the informatiopnasetry inherent in the offering, whereas
increased disclosure often is a result of an attemfhype the stock".

Other studies focus more explicitly on the govengarelated determinants of a firm’s
disclosure behavior and analyze this behavior inagency context where principals and
agents have different objectives (Jensen and MegKli976)). Managerial ownership is seen
as an indication of the alignment of interests et principals and agents resulting in
studies investigating the relation between a firaisclosure policy, its ownership structure
and the corporate governance system in-place. Bulanng and George (1990) find that
ownership structure, measured as the percentagetofg stock owned by officers and
directors, is by far the most important variableekplaining a firm's disclosure of earnings
forecasts. Forker (1992) reports a positive astonidbetween the tightness of a firm's
corporate governance system and share option disele. Ho and Wong (2001) study Hong
Kong listed firms and document that the existenfcanoaudit committee is positively related
to the extent of disclosure while the percentagdaofily members on the board has a
negative impact on disclosure. Eng and Mak (20@8)ysfirms listed on the Singapore Stock
Exchange and find a positive association betweevergoent ownership and voluntary
disclosure, while both the number of outside doesctand managerial ownership influence
disclosure behavior negatively. However, Raffourii®©95) does not find a specific relation
between the disclosure policy of Swiss firms aredrtbwnership structure.

To our knowledge, no prior studies have explicitignsidered the PE investment
process and the associated disclosure policy af goetfolio companies. Gompers (1995),
Lerner (1995) and Kaplan and Strémberg (2002) savdied the monitoring function of PE
investors more in general. Others, like Hellmand Bari (2002) focus on the supportive role
of PE and find that PE is related to a number offggsionalization measures like human
resource policies, the adoption of stock optiomgland hiring a marketing vice president.

Mitchell, Reid and Terry (1995) show that PE ineesthave a substantial post-investment



demand for accounting information and that accognfprofit targets are often used as
safeguards in bonding arrangements. None of themfentioned studies, however, measures
to what extent the PE investment process impadaspthrtfolio firms financial reporting
practice. We argue that applying for and receivitg affects a firm’s business environment
and study how the disclosure issue is relatediso th

HYPOTHESES DEVELOPMENT

PE is a financing alternative for entrepreneuriaing when traditional financing
mechanisms like bank loans and other credits dfieudi or even impossible to obtain. As
such, PE has developed as an important intermedhafipancial markets and is especially
appropriate for the financing of firms where largdgormation asymmetries and agency
problems are present (Admati and Pfleiderer (19&&mpers and Lerner (2001)). In this
section, we argue how both aforementioned issuesttaught to impact the corporate

disclosure behavior of portfolio firms in the yearsund the PE financing.

Disclosure and Pre-Financing Information Asymmetries

Anecdotal evidence and academic studies show tRainfPestors screen potential
entrepreneurial companies extensively before degiddo invest in the company. Selection
only takes place when a firm successfully passesndial screening round and a more
thorough due diligence process (Robbie and WrigB©8)). Although there are substantial
differences across firm types, industry and gedgajpcation there is anecdotal evidence
that out of 100 proposals that are submitted tdeariRestor per year, on average only ten
pass the initial screening round and from these omty one or two actually receive PE
financing (Berlin (1998)).

Since information asymmetries and adverse selegtiohlems clearly determine the
probability of receiving PE financing, good entrepeurs have an incentive to signal their
high quality to outside PE investors. One optiondotrepreneurs to signal their dedication is
retaining a substantial equity stake in the venfura (e.g. Leland and Pyle (1977)). This
behavior mitigates the agency conflict by alignthg interests of entrepreneurs and outside
investors. Other important criteria on which PEeastors ground their investment decisions
are viability and novelty of the project, financiatofitability, skills and dedication of the

entrepreneurial team and possibility for high retuat the exit time (Hall and Hofer (1993)
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Fried and Hisrich (1994), Robbie and Wright (1998))is of paramount importance that
entrepreneurs who want to attract PE score suffigidiigh on most of these criteria to signal
their high quality to potential investors.

Evidence further shows that accounting informatiena crucial issue which is
required by PE investors before deciding to inv@danigart et al. (2000), Kaplan and
Stromberg (2004)). In general, professional inuesstate accounting disclosure as the most
important element which impacts their financingidien (McKinsey (2002)). Given that the
use of accounting information and its disclosurgeeiis highly important in screening and
selecting investment opportunities, we expect enérgeurs to give more attention to it when
applying for PE. Entrepreneurs can reduce inforomatasymmetries inherent to the PE
offering by disclosing more information than legatequired to outside stakeholders. From
an investor’s point of view, a high disclosure &gy is likely to be evaluated positively since
this behavior not only indicates a high professiisnawith respect to the in-house financial
reporting process but also a readiness to disdldsemation after the PE investment has
taken place. We therefore postulate that high tyufitims switch to a higher disclosure level
prior the PE investment in an attempt to reducerimftion asymmetries and to signal their
superior quality.

In the line of this reasoning, we postulate thaigh disclosure strategy will initially
facilitate the PE financing search through a reiduodf the information asymmetry present in
the first steps of the quest for PE. Entreprenéwesearch generally agrees that PE investors
have access to internal documents which generalljamn substantially more information
than the published annual report (e.g. Fried arati¢hi (1994), Robbie and Wright (1998)).
At first sight, this would mean that increased ltisare would not have additional value to PE
investors, since they have in-depth informationchitgoes beyond the disclosure of financial
information. However, we argue that entreprenedinials catch the attention of PE investors,
amongst others, by increased disclosure levelthé\time entrepreneurs start their search for
financing, PE investors do not yet posses the léetaformation they typically ask for in the
due diligence process. Hence, a high disclosuegesfy is a valuable tool to reduce initial

information asymmetries in the search for PE.

Disclosure and Post-Financing Monitoring

Whereas the pre-investment period is typically dated by information asymmetries

and adverse selection problems, the mutual relsttipn which arises between the
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entrepreneur and its PE investor after the PE tnmst is subject to potential agency
conflicts and moral hazard problems. There is suiistl evidence that PE investors address
agency conflicts by extensive monitoring ex poshja typically intensifies the portfolio
companies’ corporate governance system in-plaag @ompers (1995), Lerner (1995),
Robbie and Wright (1998), Gompers and Lerner (208Hplan and Stromberg (2002)).
Hellmann and Puri (2002) go beyond this monitonialg of PE and find that PE investors
play a supportive role in building the entrepreinaiirm.

We argue that the intensified monitoring and prsifasalization originating from the
PE investor will affect the disclosure policy ofrgolio firms. Since PE investors play a role
that goes beyond that of traditional financial imtediaries, it is likely that they guide and
professionalize the financial reporting processic8iPE investors typically monitor their
portfolio companies closely, they may contract gegth their portfolio firms stipulating that
the financial reporting should comply with some miam reporting criteria, like e.g. have a
substantial amount of public disclosure. Furthenmtfplio companies also benefit from the
financial expertise and in-house knowledge of trefgssional PE investor enabling them to
report complete financial statements with a minimoireffort. Thus, professionalization is
another factor which is expected to drive disclespositively. Both arguments suggest that
PE backed firms are likely to disclose more infatiorathan would be the case without PE
involvement. As such, we postulate that from the iRestment onwards, PE investors’
involvement evokes a higher disclosure policy.

Taking the aforementioned elements into accountjngine towards the argument
that PE governance and portfolio firm’s disclosare complements rather than substitutes.
Consistent with the complementary argument of isifeed corporate governance, we
associate a greater extent of disclosure with mohdit PE monitoring since the adoption of
more governance mechanisms strengthens the intew@trols in order to minimize
opportunistic behavior and information asymmetr{geftwich, Watts and Zimmerman
(1981)). Alternatively, PE monitoring could also &substitute for voluntary disclosure since
higher monitoring influence could reduce the nemdother governance mechanisms, such as
higher disclosure levels. PE investors, however cancerned about their perceived quality in
the PE industry (Gompers and Lerner (2001)). Pexvithat PE quality is generally reflected
by the quality of their portfolio companies, itlikely that PE investors use their monitoring

power to implement a high disclosure policy in thgartfolio companies.
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Disclosure and Investor Type

Different types of PE investors often generateeddht types of deals, particularly
because both the professionalism of the screemdgrenitoring activities are determined by
investor type (e.g. Lerner (1999), Leleux and Sudet (2003)). Since a firm's disclosure
behavior is likely to be associated with the extamd intensity of its screening and
monitoring efforts, one can question whether tteeldsure policy of PE portfolio companies
is affected by its investor type. Especially, we arterested in disclosure policies of firms
backed by government-related PE investors versnggpgernment-related PE investors.

Managers of government-related PE investment coiepaare often labeled as civil
servants and as such may not have the experiencéh@anotivation to select or support
entrepreneurial companies (Manigart, Baeyens anmdNdte (2002), Leleux and Surlemont
(2003)). Government-related PE investors' investndegisions are often driven more by a
societal goal instead of a profit maximization shamint (Lerner, 1999). Moreover,
government-related PE investors have less pressuearn a return on their investment, as
they do not have to raise new funds from the maaket may have other goals than value
maximization for their shareholders (Gompers andchée (2001)). Further, the absence of
performance-related incentive schemes in governmedated PE investors create less
incentives to monitor portfolio companies tightlgnespared to the profit-oriented incentive
packages which are more commonly used in non-govemh PE investment firms (Leleux
and Surlemont (2003)).

Provided that government-related PE investors ase stringent screening devices
before the PE investment, are weaker monitors &t @od have less professional in-house
skills to support their portfolio companies, we egplower disclosure in government-PE
backed firms compared to non-government PE backets fand this both in the pre- and
post-investment stage. Prior to the PE investnignts which focus on attracting government
PE and are aware of the lower professionalism aner @oals of these government PE firms
have less incentives to disclose additional infdimmaon top of the regulatory mininfesrom
an investor perspective, firms with low disclosieeels may reflect a lower professionalism
and/or a lower willingness to share informationdotside PE investors making it more
difficult for them to raise capital from more sigent and selective non-government PE
instances. In the post-investment period, we exfheciveaker monitoring activities in-place
to result in a lower disclosure policy for govermti®E backed firms compared to their non-

government PE backed counterpatts.
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RESEARCH SETTING AND SAMPLE PROPERTIES

To test the hypotheses, we use a unique hand-tmdleatabase containing financial
statement information of Belgian companies thatirasd PE financing between 1985 and
1999. This dataset has two major advantages whaidtent particularly attractive to study the
disclosure issue.

First, all Belgian companies (both listed and nistet) are obliged to deposit their
financial statement annually at the National BamkBelgium in accordance with Belgian
Legislation. Hence, this dataset offers the opputyuo study the evolution in the disclosure
behavior of unlisted firms which experience a die&entifiable change in ownership and
governance structure resulting from the PE investm&uch a dataset is typically not
available in a classical research context like & where detailed financial statement
information of unlisted firms is not retrievablehdrefore, this dataset offers an excellent
opportunity to study disclosure behavior of unlistérms as a response to) (ncreased
scrutiny by outside PE investors before the invesindate andii) a changing corporate
governance and increased professionalization ek pdthough unlisted firms, on average,
experience a lower demand for high quality finahat@ounting compared to listed firms and
are less subject to public scrutiny, their disctesdecision may nevertheless be affected by
the decision to raise PE financing and the changgovernance and professionalization ex
post.

Second, the Belgian PE industry differs substdgptiabm that in the US and the UK
and even other Continental European countries sippeoximately half of all PE investments
come from government-related PE firms (EVCA, vasiorearbooks). Hence, our specific
dataset on Belgian PE deals may provide usefuylmsiin whether differences in PE investor
types and characteristics (i.e. government versas-government related) affect the

disclosure policy of their portfolio firms.

The Belgian PE Industry

Before the 1980s, Europe and the US were two eéifiiecontinents with respect to PE
financing patterns. The absence of a supportiveepregneurial spirit across Europe combined
with poor exit alternatives offered by the stock rked resulted in a substantial
underdevelopment of the European PE industry cosdpty the US. The Belgian situation
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was comparable to the one in Europe, where PE gaigyed importance after the 1980s.
Evidence of this juvenile character of the BelgRE industry is clearly illustrated when
comparing the importance of the industry with respe the size of the economy. During our
observation period 1985-1999, average Belgian REsitments totaled 0.06% of GDP. US
figures are substantially higher, reaching values$ ¢o 4 times that size during the same
period (Manigart, Baeyens and Van Hyfte (2002))n€istent with worldwide tendencies, the
Belgian PE industry grew sharply, especially durihg late 1990’s bubble years to a
maximum of 0.22% of GDP in 2000. Over the last tyaars, again following worldwide
tendencies, total PE investments nearly halved.1@% of GDP in 2002 (EVCA, various
yearbooks).

During the observation period, the vast majoritg%d of Belgian PE funds was
invested in the expansion stage. Seed and stanvegtments, replacement capital and buy-
outs accounted for respectively 26%, 9% and 7%. mbet popular investment sector was
high-tech related (47%), according to EVCA defmis, “communications, computer and
other electronics related, biotech and medical @alth related” Industrial-related and
consumer-related sectors accounted for respectivély and 10% of all investments during
that period.

With respect to investor type, the Belgian PE induss further characterized by a
large number of small independent PE investors arféw large PE investment houses
(EVCA, various years). It is noteworthy that mokart half of all PE investments made
during our observation period come from governnretdated PE investors. Both the Flemish
GIMV (Gewestelijke InvesteringsMaatschappij voor Vlaaederand the Walloon SRIW
(Société Régionale d’Investissement de Waljoamount for a substantial part of these
government-related PE investments. Independentcaptive investors both account for a
mere 25% of total investments.

Reporting Requirements of Belgian Firms

Belgian companies are obliged to file their finahatatement annually in compliance
with Belgian Legislation. In accordance with theyBbDecree of October 8, 1976, small and
medium-sized firms are allowed to report an ablated (i.e. less detailed) financial
statement whereas large firms are obliged to rep@dmplete (i.e. more detailed) financial
statement. One of the main advantages of repoemg@bbreviated format is its confined

preparation time and the fact that it allows firtasprotect potentially sensitive information
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from public scrutiny. Firms can only opt for thebagviated format if they do not exceed two
or more of the following criteria:iY annual turnover < 6,250,000 eura,) ¢otal assets <
3,125,000 euro andii( average number of full time employees < 50. fifm employs more
than 100 full time employees on an annual bassautomatically classified as a large firm,
irrespective of its sales or total assets |8udbwever, small or medium-sized firms are free
to supply more information than legally requiredreporting a complete, i.e. more detailed,
financial statement on a voluntary basis.

Complete financial statements differ from abbreadastatements in that they provide
more detailed information on a number of finangttement items. With respect to the
balance sheet, abbreviated formats provide lessl deth respect to financial fixed assets,
inventory and contracts in progress, investmentslang term debt. The income statement
also differs substantially since far less detaipisvided on operating costs and expenses;
these are summarized together with sales in a gr@sgin. Further, providing details on
sales, purchases of raw materials, services aret gtods is optional. Finally, accompanying

notes to the financial statement are also restliciea minimum for abbreviated formats.

Disclosure Proxy

The proxy used in the current study to measuremadidisclosure policy is a self-
constructed measure related to the disclosure r@fnéial statement items. Firms which
comply with the minimum requirements to file an edMated financial statement but which
nevertheless decide to disclose a complete finhatgement optionally are labeled as high-
disclosure firms. The motivation for using thisalisure proxy is that we analyze disclosure
behavior of non-US based and unlisted firms. Th#ricts us from making use of standard
disclosure measures like AIMR metrics or managenfiergcasts. The metric used in this
study is primarily related to the disclosure ofafiitial statement information since alternative
measures for disclosures like analyst meetingdecence calls and other professional venues
are not applicable for this sample of unlisted &rmlthough financial disclosure captures
only one aspect of a firm’s total disclosure bebgvive are convinced that this disclosure
metric is relevant for our research context. Fingrstatements are one of the most important
means by which unlisted firms communicate theiritess to the outside stakeholders.
Moreover, studying financial accounting disclosiggarticularly interesting since evidence
shows that accounting disclosure is by far the nmpbrtant issue for professional investors

to ground their investment decision. Finally, otmeetrics for firm disclosure as well as
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management forecasts and AIMR disclosure scores Ao been criticized in that they are
evenly unable to capture a firm’s total willingnesdisclose and are often biased (e.g. Healy
and Palepu, 2001).

Since abbreviated financial statements contairlefss detail than complete financial
statements, external parties are better informedtabe firm’s underlying business activities
and the competitive situation of complete finanagtdtement disclosers. As a result, SME
firms that are legally allowed to issue an abbredafinancial statement but which,
nevertheless, decide to issue a complete finarstetement opt to provide a substantial
amount of extra information to outside stakeholdérnsthe vein of Verecchia’'s (1983)
arguments, we state that firms which report coneplietancial statements optionally, burden
themselves with a substantial proprietary costesthey not only face higher preparation and
presentation costs but also because they provaibstantially higher amount of firm details
to outsiders which might harm their competitive ipos. Therefore, SME firms are thought
to disclose complete financial statements basedhentrade-off between the increase in
proprietary costs and the intrinsic benefits inher® this improved disclosure. Given that
firms which are seeking for outside PE financing spically cash constrained, we expect a
higher willingness to disclose additional financisiatement information, even if this
disclosure is harmful for their competitive positid

A concern, often overlooked in disclosure studissyhether the disclosure act is a
commitment to a higher disclosure policy rathemtlamad hocdecision to disclose, which
might be reversed if a firm feels the need to dgZ@amond and Verecchia (1991), Leuz and
Verecchia (2000)). A commitment to a higher disates level yields higher economic
benefits than a conditional disclosure decisioresia consistently high disclosure policy has
more information content. A firm’s decision to dse a complete financial statement
generates switches in a firm’'s accounting syster dowld be reversed at a later time.
However, we are convinced that by adopting a marepiex and elaborated financial
reporting strategy, firms build substantial finaaicexpertise and know-how which is not
likely to be reversed. Consequently, we expect aisd find that this switch to a higher
disclosure strategy causes a change in the firnmsn€ial reporting attitude and

professionalism and is a valuable proxy for a fsmisclosure commitmenit.

17



DATA AND DESCRIPTIVES

The Sample

All analyses are run on a hand-collected datab#$efnwancial and non-financial data
of Belgian PE backed companies that received P&hdimg for the first time in their history
over the period 1985 to 1999. Deals were identiigaconsulting PE investment reports and
press releases, while financial statements of tmapke firms were retrieved from the
financial statement information database of thedwal Bank of Belgium and ‘Belfirst®, a
Bureau Van Dijk database. Next to the financiatesteents, we identified the PE investor
identity and the exact date of the initial PE inwesnt. To be included in this sample,
portfolio companies have to be independent firmswbich the financial statements are
recorded on a regular basis in the database ofNti@®nal Bank of Belgium. Further,
financial and holding companies are excluded bexatsheir highly specific nature and their
industry-specific reporting requirements. This st procedure results in a sample of 556
PE backed firms, representing nearly 40% of alirRéstments in Belgium over the observed
period.

To provide a basis for comparison, we selected mpemable sample of companies
that did not receive PE, a method consistent watlated studies in the field. Following
Megginson and Weiss (1991), Jain and Kini (1995 &aerner (1999), each PE backed
company is matched as closely as possible withnaRt6 backed independent firm on three
criteria in the pre-investment year) @ctivity — measured by a two digit sector coddii},
size — proxied by total assets — aiit) @ge® For firms which received PE funding in the
start-up year, the matching year was set equaladirtst year in which the financial statement
data become available, typically being the investryear.

We focus on a sample firms’ disclosure policieshia years around the PE financing
event. These are the years of interest to studgfflet of signaling, increased monitoring and
changing professionalization on the portfolio fisndisclosure policy. We therefore focus our
analyses on a time window of 3 years before unyieérs after the PE financing year. Since
not all firms have information available fromr3), e.g. because they were not operational at
that time, and not all firms report information li(t+5) since firms can go bankrupt or merge
with another firm, the sample is an unbalanced paite maximally 9 years of consecutive

data for each firm.
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To test our hypotheses, we concentrate on thoseyiars in which firms comply
with the requirements to report an abbreviatedniongl statement but are nevertheless free to
provide a complete financial statement optionalfy.a company discloses a complete
financial statement although legally an abbrevidtethat is sufficient, it is labeled as a high
disclosure firm since this firm is willing to carmhe costs stemming from the increased
disclosure in exchange for the alleged economi@tisn Hence, we leave out all firm-years
from the initial dataset for which companies excebeé minimum requirements and
consequently are legally obliged to report a comepfimancial statement, since these are not
the focus of our research. This results in a satisiaeduction in the number of observations
in the analysis. E.g. in the year of PE financing find that approximately 33% of the
initially identified PE firms exceed the legal réguments to report an abbreviated financial
statement. Panel A of Table 1 shows a breakdowth®PE financing year on the number of
available firm-observations in our PE backed andched sample. Panel B additionally

provides descriptive statistics on sample and neat¢inms’ in the PE financing year.

Insert Table 1 About Here

Table 1 shows a breakdown of the available firmeobstions both for the PE backed
and non-PE backed matched sample. We summarizeethidts of our search in the PE
financing year in Panel A. From the initially datst PE backed and matched sample, we
have financial statement information of 876 fird3§ PE backed and 438 non-PE backed
matched firmsf. Missing variables with respect to one or more ta teported minimum
criteria limits us to 745 firms for which we canladate whether a firm is allowed to report
an abbreviated financial statement or whether fiames legally obliged to report a complete
financial statement. Of these 745 firms, 336 arebR&ked and 409 are non-PE backed. For
302 firms (146 PE backed and 156 non-PE backeu), dharacteristics exceed two or more
of the minimum requirements in the year of intere&nce, these firms are obliged to report a
complete financial statement, which makes that d4dly firms (190 PE backed and 253 non-
PE backed) are, according to the law, allowed porean abbreviated format. We focus our
analyses on these firm observations since thes¢harérms that have the option to freely
commit to a higher disclosure policy. We have claimd and computed the number of
available observations in each firm-year in an iidahway, leading to a variable number of

observations across all years, in each sample.
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Panel B shows that in the year of PE-financing, @anand control firms are on
average 9.60 years old, whereas the median agédsy6ars. Mean (median) total assets are
1,557,752 (1,014,479) EUR. Top three sectors gredputer related services (22.3%), (2)
wholesale distribution (19.4%) and (3) buildingwsees (7.7%). Testing the differences in
means (medians) between both the PE backed amibth®E backed sample shows that in
the year of PE financing, both sets are similahwéspect to age and sector distribution but
that PE backed firms are on average larger tharPibbacked firms® Moreover, we find
that the mean leverage is 67.6% and does not difggificantly between PE backed and
matched firms. By contrast, PE backed firms are pgsfitable and have more fixed assets at

their disposal than non-PE backed matched firms tlais both in a significant way.

Variable Selection

In what follows, we describe the variables usethm analyses and the way they are
defined and collated. We identify variables that aelated to the PE investment and its
associated change in corporate governance nexdibianal firm-specific determinants of
corporate disclosures which are often identifiedthe extant literature. The variable of
interest, HIGHDISC, is a binary variable takingaue of 1 when a firm discloses a complete
financial statement although legally an abbreviatexdnat is sufficient. PEs a binary
variable taking the value of one if a firm receiv@s and is activated both in the pre- and
post-investment years. B is an interaction variable which is equal to ooe PE backed
firms, but only from the moment the firm receives fhancing and is zero otherwise. This
variable measures the additional impact of PE ior&ss monitoring pressure on the firm’s
compliance to disclose complete financial statesieREea—3 and PEea— are interaction
variables used in the multivariate analyses. Thas@bles are activated for PE backed firms
three and two years prior to PE financing, respebti Combinations of the interaction
variables PE, Pfzar—3 PEea—2 and Phos allows to disentangle the differences in firms’
willingness to disclose, both in the pre- and posestment years, dependent on the
incidence of being PE backed. GOVERNMENT is a dunwawyable that is activated when a
PE portfolio firm is backed by a government-relaiestance. We multiply this variable with
PE and Pkstito measure differences in firms’ disclosure pokeggain both in the pre- and
post PE financing period — depending on PE investpe (i.e. government versus non-
government related PE investors). All the aforenomed variables allow us to untie the

impact of () the entrepreneurial attempts to catch poten&airiRestors’ attention by means
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of increased public disclosure in the pre-financipgriod and(ii) the monitoring and
professionalization effect PE investors have orir thertfolio firms’ disclosure policy once
these have invested.

We further incorporate firm-specific variables, yoeisly identified as determinants
of corporate disclosure behavior. LNAGE is the matdogarithm of a firm’'s age and is
expected to be negatively related to a firm’s deniso disclose (Raffournier (1995), Ho and
Wong (2001)) since information asymmetries aredsiby higher in younger firms and might
call for a higher disclosure extent. LEVERAGE idided as (Total Liabilities/Total Assets)
and quantifies a firm’s solvency situation: a higlverage corresponds to having larger
volumes of outstanding liabilities. High leveragedls are expected to substitute the need for
additional disclosure since leverage helps comtiglthe free cash flow problem and the
agency costs of debt are typically controlled tiglowestrictive debt covenants rather than
increased disclosure of information in annual repg@iensen (1986)). FIXASSETS measures
the proportion of a firm’'s fixed assets to totakets. Consistent with previous studies
(Leftwich, Watts and Zimmerman (1981), Ho and W¢R@01)), we expect FIXASSETS to
be negatively related to the voluntary disclosuexp. A higher proportion of fixed assets is
associated with less information asymmetry and egusently with a lower risk profile.
XORDINC is a dummy variable taking the value of ham a firm’s extraordinary income is
higher than 25% of its current income level. Firwigh a high extraordinary component in
reported income are associated with more unceytaiatling for a positive association
between XORDINC and HIGHDIS®loreover, extraordinary items often impact the beéa
sheet and as such might also require a more ditadance sheet (Chen, DeFond and Park
(2002)).** Finally, LOSS is a dummy variable taking the vabfel when a firm reports a
loss. Loss-making firms are potentially more rigkyan profitable firms and are as such
potentially more compelled to disclose completaiicial statements above the regulatory
minima. Table 2 summarizes the definition and mesment of all variables used in the

analyses and their expected relation with our dsale variable*?

Insert Table 2 About Here
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ANALYSES

Univariate Results

Table 3 shows a breakdown of the total numberraf bbservations available in each
year around the PE financing event as well as tieolate and relative number of high
disclosure firm-year observations. The proportiamadlution of high disclosure firms within
the PE backed sample and the matched sample hefulttistrated in Figure 1.

Insert Table 3 and Figure 1 About Here

The number of available firm-year observations esretween a minimum of 128
(115) and a maximum of 285 (234) in the non-PE bdckample (PE backed sample). The
total number of observations increases over tinteraaches a maximum two years after the
PE financing in both subsamples. This is due toawherage age of the analyzed firms: a
breakdown of the sample firms’ age shows that abaetthird of the firms are younger than
2 years at the time of PE financing leading to adeurepresentation of firm-years in the pre-
PE financing years compared to post-years.

In the non-PE backed sample, the average numb@glfdisclosers remains constant
over the observation period, exactly as we expe€@edaverage, 14.9% of all non-PE backed
firms disclose more information than legally regdir By contrast the mean proportion of
high disclosure firms in the PE backed sample i§%7and is significantly highen{=5.99
than the percentage within the non-PE backed sarRplethe PE sample firms, the average
percentage of high disclosers in the period befloeePE financing date differs significantly
(¥?=4.41) from the percentage in the post-financing periad3% versus 31.3%.

The proportional differences per year across bathpdes show interesting patterns.
Whereas the percentage of high disclosures for &ikda firms rises from 15.7% it-3)
over 23.7% in the year of PE financing to a maximafn36.6% in yeart¢5), the proportion
in the non-PE sample remains fairly stable arousdriean level (14.9%). Univariate test
statistics show that the average proportion of liiglelosers is significantly higher for the PE
backed subsample than for the matched sample @rebgéore the PE financing (at the 90%
confidence level) and intensifies further from &1 financing year onwardshese univariate
results indicate that (i) PE backed firms switchatdigher disclosure level in the pre-PE

financing year and (ii) PE investors’ involvementther impacts the disclosure policy of
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their portfolio companies positively. Conditionirige sample for government versus non-
government PE backed portfolio firms shows no diggmt differences, suggesting no
systematic impact of investor type on PE investdistlosure policy at this levét.

However, these findings have to be interpreted wh#h necessary caution because
they do not control for differences in firm chaexcitics. Table 4 shows descriptive statistics
for the variables of interest in our total samanel A reports cross-tables gyfdstatistics
for high and low disclosure firms differentiatingn @) being PE backed,i) reporting a
substantial extraordinary income (above 25% ofemntrprofit) and i{i) reporting a loss. In
contrast to our expectations, high disclosure fiares proportionally underrepresented in the
sample with high levels of extraordinary incomeff®gentiating for firms reporting losses
versus profits does not yield significantly diffatepatterns between the high and low
disclosure subsample.

Panel B provides descriptive statistics on theioaous variables of interest atitest
and Mann-Whitney test statistics indicating thdedéince in means (medians) between high
disclosure versus low disclosure firms. Resultssti@t younger firms tend to disclose more,
a finding in line with the postulation that yound@ms are more risky and as such are more
inclined to reduce information asymmetry problenysiticreased disclosure. Further, high
disclosure firms have a significantly lower levezagompared to low disclosure firms, a
finding consistent with the Jensen-type (1986) argot. We do not find significant
differences in fixed assets between high and I@eldsure firms.

Finally, Panel C of Table 3 presents Pearson am@r@an correlations between the
variable of interest (HIGHDISC) and the continucesplanatory variables. All relations
between HIGHDISC and the other variables are ie hmth the above results. Further,
correlations between the independent variablesoften significant but fairly small and

suggest no collinearity problems in the multivaiahalyses.

Insert Table 4 About Here

Disclosure Model and Multivariate Results

In this section, we apply pooled panel logit regi@ss to examine the dynamic

relationship between a firm’'s disclosure policyge tbhange in corporate governance and
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professionalism driven by PE investors’ presenamgether with other firm-specific
characteristics. To digress briefly on this metiody, panel data techniques combine cross-
sectional and time-series characteristics in anmgbt model and control for individual
heterogeneity across firms, collinearity among vheables and firms dynamics over time
(Baltagi (2001)). Further, panel data analysesiattmcapture firms’ economics of adjustment
to a specific state — here: disclosure policy — anffer less from biases resulting from
aggregation (Greene (1997), Baltagi (2001)). Gittem binary structure of our dependent
variable, a panel logit is the most appropriatehoétof analysis.

We model a firm’s decisions to disclose as a funmctf receiving PE, both in the pre-
and post-financing years, together with other csmsgional determinants identified in the
extant disclosure literature and also describedr@b®ur initial panel logit model has the

following form:

HIGHDISG; = a + fiit.PE + Bit.PEyost + Vit .CONTROL VARIABLES +iU n
We model to what extent a firm’s decision to disel@omplete financial statements is

related to receiving PE financing and condition analyses for pre-financing yeays ) and

post-financing years® + [%). Further, we incorporate control variables whia described

above (Table 2). Results of this panel logit aporeed in the first column of Table 5.

Insert Table 5 About Here

Results show clear evidence in line with the figgirof the bivariate analyses. In the
pre-financing years, PE backed firms have a sicgnifily higher probability of being a high
disclosure firm £ = 1.24). This probability increases strongly fréine PE financing year
onwards asf = 2.28, leading to a compound coefficient in thestgPE financing years
compared to non-PE backed firm-years of 3.52. Tlwesdficients indicate that, prior to the
PE financing, PE backed firms have about 21% hidjkelihood of being a high disclosure
firm compared to non-PE backed matches, and aniawiali 67% increase in probability once
the PE financing has taken plat&Further, we find that both younger firms and lawvdrage
firms have a higher probability of being in the tnidisclosure sample. Both findings are in
line with our expectations and the bivariate resultone of the other control variables are

significant.
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Since we are patrticularly interested in the diffime in disclosure policy between PE
backed and non-PE backed firms very close to theirgiacing date, we additionally
incorporate two year dummies (R s and PEear2) in our model. Including these dummies
allows to distinguish differences in disclosure d&&br between PE backed and non-PE
backed firms one year before the PE financing coetb#o earlier pre-financing years and

compared to post-financing years. Model (2) shdwssrelation:

HIGHDISG: = a + BAiPE + Git.PEear-s + GiitPEea2 + Liit:PEpost + Vit .CONTROL
VARIABLES +

(2

The results of the second column of Table 4 shanstgnificantly higher tendency to
report complete financial statements one year gadhe PE financing4 = 1.92). We find
no relation between a firm’'s disclosure policy a&mng three or two years before its PE
financing date: as well4 + %) and (B, + %) are insignificantly different from zero. Further,
the additional disclosure effect for PE backed $inm the post-financing years remains high
and significant £ = 1.60). With respect to the control variables, @tlefficients and
significance levels are similar to those of thetfiodel.

Results of both models provide clear evidence me lith our expectations. PE
backed firms switch to a higher disclosure poliaythe pre-financing year and we interpret
this behavior as an attempt to reduce informatgymanetries inherent to this PE application.
Moreover, we find multivariate evidence that thieelihood to provide complete financial
statements is even higher from the moment PE ioves$tave invested in the portfolio firm.
This finding is a clear indication that the intdiesl corporate governance and increased
professionalization resulting from the PE investpresence has a complementary effect on
the supply of the accounting disclosure of thentfptio firms.

In a third model, we sort out differences in disciee policy by conditioning the data
on investor type (government versus non-governnieat backed) after controlling for
intrinsic company characteristics. To retrieve ptted differences between firms backed by
different investor types, we extend model (1) bydiad two dummy variables. Both
interaction variables control for government relasi. The first dummy is activated when a
firm is backed by a government-related PE provideth in the pre- and post-financing
period (= Government_PE). The second dummy is aigtt/from the moment a firm receives

government-related PE onwards (= Governmeng,dpEand is zero otherwise. Incorporating
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these additional dummies allows to disentangle ittbeemental effects of investor types
(government versus non-government related) on tpertfolio firm’'s disclosure policy,
conditioning for different subperiods. Again, wecanporate the same control variables as

above:

HIGHDISG; = a + [i.PE + Gi.PEwst + Gsi. Government_PE Sii. Government_Plgs; +
Vit .CONTROL VARIABLES +U

Column 3 of Table 5 shows a significantly positeféect on disclosure in the pre-PE
financing period within the government PE backethéi (5 = 2.75) which is not present in
the non-government PE backed sample. Although gh@wvs that government PE backed
firms disclose more in the pre-financing years carad to non-government PE backed firms,
the difference in disclosure post PE financing dsveen both samples is not significantly
different from zero. The combined effect gk ¢ 3;) shows that, after the PE financing date,
the total difference in disclosure extent betweewegnment and non-government PE backed
firms is not significantly different from zero. Thsuggests that investor type has no overall
impact on their portfolio companies’ disclosure ipplex post. Hence, these multivariate
findings do not corroborate our postulation thaPk& portfolio firm’s disclosure policy is
related to the characteristics of the investor e contrast, it suggests that entrepreneurs
trace different PE investor parties and do not stdjfoeir disclosure policy in function of the
investor type. As such, we find that for this saenpf unlisted PE backed firms, the well-
documented difference in governance and profesiatian between PE investors has no
sizeable effects on the way financial statementlassire of their portfolio companies is

enforced.

Sensitivity Analyses

In subsequent sensitivity analyses, we additionadiytrol for elements which could —
at least partially — drive our results. Since bttle number of observations and some
characteristics of PE backed and control firmsedi#ffter selection of firm-years where firms
are free to report an abbreviated financial statenoeuld make us concerned about the
comparability of these samples. We therefore dedtt this matching issue in more detall
and identified a perfect match sample where firrary@bservations were only included in the

analysis if each firm has a matched observatioiiablta for the same firm-year of the control
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sample. This more stringent matching method hasatheantage that there is a matched
equivalent available for each PE backed firm indbetrol sample and gives more confidence
about the comparability of the observations actusth samples over different firm-years.
The analyses were rerun for this perfect matchegpkaand all patterns and results remain
qualitatively equal®®

Additionally, we controlled for the inevitable ergimeity problem that is encountered
when comparing PE backed firms with a set of matdivens. Although PE backed firms and
their counterparts are matched as closely as pessibthe pre-financing year (or the
financing year if the company receives PE in tlagtaip year), PE backed firms could still
differ substantially from the matched firms due itdrinsic characteristics that are not
controlled for in the analysis which might driverdindings. This endogeneity problem is
often encountered in disclosure studies and iscélyi addressed by running two-stage
equation models which take into account this kihdedf-selection. We run two yearly logits
for both the pre-financing and the financing yeawhich we specify the disclosure policy as
a function of being PE backed and the same firneifipecharacteristics used in the pooled
panel logits. Focusing on these two years is ingmirbecause these are the years where
matching took place, which make them prone to g@teancontrolled selection bias.

In a next step, we estimate two-stage Heckman ciaadogit models for these firm-
years and compare the regression coefficientshéntwo-stage logits, we first model the
decision to attract PE as a function of a compar{@sset and gross margin) growth,
investment intensity, profitability and the totameunt of free cash available. All the
aforementioned variables could differ potentialgtvieen the both samples and as such might
disturb the findings when we do not control forrtheln a second step, these intrinsic
differences between PE backed and non-PE backeds fare integrated in our initial
estimation model to capture the effect of being b&Eked. Results are discussed in more
detail in Appendix 1 and show that controlling fine aforementioned firm characteristics
which are not captured by the matching criteriggsdnot yield different results than for the
uncontrolled yearly logits. These findings comfag that our results are not substantially

biased by the endogeneity present in our sample.

CONCLUSION AND DISCUSSION

Analytical disclosure studies present several agpimwhy a firm’s disclosure policy

and its corporate governance system in-place aregtit to be related. Empirical studies,
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however, often show mixed results most likely sirlmeth corporate governance and
disclosure are measured by noisy proxies. The wurstudy tries to overcome these
shortcomings by studying corporate disclosure padien a specific setting, namely around
the private equity (PE) financing event. Studyinfiren’s disclosure policy in relation to PE
financing has the advantage that we do not haveeljo on noisy proxies for changes in
corporate governance structure since the analyzets fexperience an indisputable and
perfectly identifiable change in their corporatevieonment. As such, this study not only
complements accounting research by analyzing déetants of a firm’s disclosure policy in
relation with a changing corporate governance syste-place but also entrepreneurial
finance research since this often treats the catpaeporting environment as exogenous.

More specifically, this study analyzes the disctespolicy of companies financed by
PE investors, both before and after the PE investnand compares it with the disclosure
policy of matched non-PE backed firms. The disalespolicy is defined as the choice
whether or not to disclose complete financial stesiets (which contain more details on sales
levels and costs structures, amongst others) réttaarabbreviated financial statements when
possible. Reporting complete financial statementisdéns a company with substantial
proprietary costs inherent to the increased disc&anaking this a suitable proxy to measure
unlisted firms’ disclosure behavior. Analyses ava on a unique hand-collected sample of
Belgian unlisted, PE backed firms in the years adothe PE financing event. The specific
legal environment and PE industry characteristicBelgium make it particularly suitable to
conduct this study. All Belgian firms, both listethd unlisted, have to report financial
statements. This creates a possibility to studyiriact of changes in ownership structure,
corporate governance and professionalization petteysulting from the PE investment on a
firm’s disclosure policy even when this firm is niggted on a stock exchange. Moreover,
since about half of all PE investments come frorliptPE investment funds, these data shed
more light on the impact of investor type on disdi@ policies of portfolio firms. Studying
the disclosure behavior longitudinally overcomes titen ignored feature that disclosure
depends on a firm’s changing environment or econsmi

We find clear evidence that firms switch to a higtisclosure policy one year before
they receive PE. This increase in disclosure ierpreted as an entrepreneurial attempt to
reduce the information asymmetries inherent toREeapplication. The commitment to this
high disclosure is further intensified from the HRivestment date onwards, suggesting a

governance and professionalization impact of PEstus on their portfolio firm’s financial
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reporting behavior. Conditioning the sample onaté#hces in investor type shows that, after
the PE financing date, portfolio firms’ disclosubehavior does not differ systematically
between government PE backed and non-governmehaéked firms. However, government
PE backed firms do show an earlier switch to aénghsclosure level. This finding might be
attributed to a longer search-for-equity periodtfase firms. Firms that receive government-
related PE financing could initially have trieddtiract non-government PE investors hereby
providing more financial disclosure, but in the dailied to do so. In a later stage, these firms
might have to resort to lower quality PE investdygically being the government-related
instances. However, the rather low number of ola@ms prior to the PE finance for the
non-government backed firms makes it hard to pesdund proof for this argument and
needs to be corroborated by further research. €auits are robust for a number of additional
sensitivity checks, including the endogeneity peoblpresent in our sample. In general, the
evidence is consistent with the conjecture thatethexists a clear link between a firm’s
disclosure behavior and its changing corporaterenment caused by the PE investment.

Our findings might, nevertheless, be subject toescaveats. We do not have specific
information on the (stipulations in) contracts beé&n the firms and their PE investors nor
with other external parties like banks and credit@s such, existing (debt) contracts could
contain explicit stipulations about financial refiog policies, making the analyzed disclosure
behavior less discretionary than a priori assunBgddissecting these contracts, one could
discern more precisely to what extent the increadisdlosure is a consequence of the
increased monitoring or rather a pure professiaaitin outcome. Additionally, the dataset
contains only firms that applied for and actuakceived PE financing. As such, potential
control sample firms could be PE applicants thatewaable to attract it. We do not see this
as a big issue since it could only underestimateresults making the current relations even
stronger than they are now. We encourage otheamdsers to examine other institutional
settings and to relate the disclosure behaviootdractual stipulations. This could shed more
light on the interrelationship between PE monitgramd professionalization impulses on a
portfolio firm’s disclosure policy.

These results have important implications for sglveconomic parties. Entrepreneurs
can learn from this that financial disclosure is iamportant issue in PE screening and
governance. Increased governance resulting frominR&stor involvement and synergies
coming from PE in-house skills make portfolio firmsore likely to commit to a high

disclosure strategy. Further, these results are iatportant for other stakeholders of PE
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backed companies like banks, competitors, emplogeasippliers that actively make use of
PE firm financial statements. PE investors afféw professionalization of their portfolio
firms’ financial reporting in that they contribute a higher disclosure, making financial

statements substantially more informative for endéstakeholders.
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APPENDIX 1

Year-Logits and Two-Stage Treatment Logits in Pre-Fhancing and Financing Year

Dependent = Year_, Yearg
Disclosure (1, TestLogit ~ Treatment Logit Test Logit ~ Treatment Logit
Variable Coeff z Coeff z Coeff z Coeff z
PE 0.574 2.00 - —-| 0684 259 - -
LNAGE 0.040 0.20 0.058 0.57 -0.195 -1.18 0.213 1.53
FIXASSETS -0.501 -0.90 -0.287 -0.86 0.545 1.14 0.668 1.46
LEVERAGE -0.994 -1.81 -1.019 -1.85| -1.025 —2.09 -0.659 -1.87
XORDINC -0.114 -0.28 -0.126 -0.68 —-0.691 -1.40 -0.824 -1.20
LOSS 0.149 049 0.002 0.02| -0.079 -0.29 0.028 0.13
Constant -1.194-1.73 -0.907 -2.49| -1.131 -2.05 -0.765 -1.09
o(Test, Treatment) —-0.909 —-0.06
Wald test ofo=0 2.47 0.04
No. of observations 360 442 416
Selection Logit Selection Logit
Dependent = PE (1,0) (Year-1) (Year0)
Coeff z Coeff Z
A (Total Assets) -0.000 -0.01 0.458 3.70
Investments/TA 0.005 0.01 0.907 1.78
A (Gross Margin) -0.033 -1.45 0.030 2.84
Accumulated Profit/TA -1.863 -3.26 —2.384 -2.38
Cash Reserves/TA -1.954 —2.08 ~-1.794 -2.47
Constant 0.103 1.14 ~-0.265 -2.68

This table presents the results of two yearly csesgional logits, one in the pre-
financing year (1) and one in the year of PE financin@)(tThe dependent variable is a
dummy variable taking the value of one if a firrsaoses a complete financial statement and
zero otherwise. These yearly cross-sectional iegitessions show the relations between the
decision to disclose complete financial statememd the propensity of being PE backed
together with firm-specific variables in both matahyears. Although PE backed firms and
their counterparts are matched as closely as pedsybsize, age and sector industry in the
pre-financing year (or the financing year if thargmany receives PE in the start up year), PE
backed firms could still differ substantially frothe matched firms due to intrinsic
characteristics that are not controlled for in@inée and multivariate analyses and might drive

our findings.
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We address this potential endogeneity problem Hjtiadally running two-equation
models which take into account this kind of selieston. If the correlation between the error
terms of the uncorrected logit (Test Logit) and twe-stage logit (Treatment Logit) is low,
we can be confident that our uncorrected modelos harmed by potential endogeneity
present in the sample. In this two-step Treatmegjitl we first model the PE application as a
function of a firm’'s {) A (Total Assets): (year-on-year asset growth, netatd last year's
assets),i{) Investments intensity (investment in tangible antengible assets as a percentage
of total assets)A (Gross margin) (= year-on-year change in grosgyimabeing a proxy for
sales levels, as a fraction of last year's grossgmafigure), Accumulated profits (profits
accumulated into retained earnings, expressedrastaon of last year’'s assets) and the extent
of Cash reserves (year-end cash situation as @mgage of last year’s total assets). These
specific variables are used in our selection mosielce anecdotal and empirical evidence
shows that these variables well capture unconttaliéferences in PE backed and non-PE
backed firms. Robbie and Wright (1998) and Gomerd Lerner (2001), amongst others,
report that PE backed firms typically have a higirawth pattern and investment (needs), are
less profitable and are most often cash constrained

In a second step, these intrinsic differences batweE backed and non-PE backed
firms are integrated in our initial estimation mbtte capture the effect of being PE backed.
Wald x2 statistics indicate that both in the pre-finagcyear and the financing year itself the
error terms between the uncorrected (Test) Logit e Treatment Logit, controlling for
endogeneity, are unrelated. This evidence suggestsalthough self-selection is present in
our sample, it is not driving our results substdhti The coefficients of most control
variables, however, are rather insignificant. We ot concerned about this finding since we
loose a substantial amount of information by rugrtimese logits on a yearly basis instead of
using the entire panel. The main reason for runthiege logits is to control for self-selection
bias. Note that the number of observations in tteafiment Logits are lower than in the Test
Logits due to missing data with respect to the tmithl variables needed to calculate the
Selection Logits. Note that = significant at the 10% confidence levkk significant at the

5% confidence levef,= significant at the 1% confidence level.
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TABLE 1

Breakdown of Available Observations (Panel A) and Bscriptives of Variables of

Interest in the PE Financing Year (Panel B)

Panel A (a)
All PE backed Non-PE backed
Number of f|rm-observa_1t|ons for which financial 876 438 438
statement data are available
- Firm-observations W|Fh missing information on (131) (102) (29)
one or more of the criteria
= 745 336 409
Fllrm-observatlons which exceed regulatory (302) (146) (156)
minima
= Firm-observations of interest 443 190 253
Panel B®
Mean Median Minimum Maximum Stdev. N
Age
All 9.59 6.00 0.00 91.00 10.9 443
PE 9.90 6.00 0.00 71.00 10.8 190
Non-PE 9.36 5.00 0.00 91.00 11.0 253
Total Assets (EUR)
All 1,557,752 1,014,479 24,021 23,472,443 2,107,599 443
PE 1,884,893 1,346,062 26,549 18,089,262 2,054,792 190
Non-PE 1,312,073 797,201 24,021 23,472,443 2,117,349 253
Fixed Assets (%)
All 37.20 34.04 0.00 98.83 27.01 443
PE 40.23 39.79 0.00 97.46 25.52 190
Non-PE 34.97 27.23 0.00 98.83 28.01 253
Leverage (%)
All 67.64 71.70 0.51 263.42 28.01 443
PE 68.95 71.83 0.51 263.42 27.98 190
Non-PE 66.48 71.53 1.32 201.13 28.00 253
Return on Assets (%)
All -0.82 0.74 —174.95 109.82 17.43 443
PE -4.28 0.19 -174.95 109.82 22.33 190
Non-PE 1.78 1.52 -63.28 54.21 11.87 253
Top 3 Sectors (1) Computer Services: 22.3%
(2) Wholesale Distribution: 19.4%
(3) Construction Sector: 7.7 %

@panel A of Table 1 gives a breakdown of the nunabawailable firm-observations both for the PE bsttind non-PE
backed matched sample in the PE financing year.

® panel B provides descriptive statistics on someacheristics of our PE backed and matched sampie fias well as
differences in means (medians) between both samfgsis the number of years since the firm has lset up. Total assets
is the absolute amount of total assets outstaratitige fiscal year-end, expressed in Euro (EURedFiAssets is the relative
proportion of fixed assets to total assets. Leveiaghe proportion of a firm’s Total Liabilities Total Assets. Return on
Assets refers to the profitability of the samptenfs and equals a firm’s fiscal earnings divideddigl assets. Top 3 sectors
refer to the 2-digit activity codes that are reprged most in our sample. Asterisks mean that thens(medians) of the two
groups are significantly different using a two-alit-test (Mann-Whitney U tesf); p < 0.10,": p < 0.05;": p < 0.01.



TABLE 2

Definition, measurement and expected sign of varidés of interest®

Expected

Variable Definition Measurement i
Sign

Binary variable, taking the value of 1

when a firm reports a complete /
¥inancial statement although legally an
abbreviated format is sufficient

HIGHDISC Voluntary Disclosure Dumm

Dummy variable, taking the value of 1
when a firm is PE backed; this
dummy is activated both in the pre-
and post-investment years

PE Private Equity Dummy

Dummy variable, taking the value of 1
from the moment a firm is PE backed, +
0 otherwise

PE * Post-investment

PEpos dummy

Dummy variable, activated three years
* —
PBrears PE * Year3 before the PE financing date

Dummy variable, activated two years
* —
PBear2 PE * Year2 before the PE financing date

Interaction variable; captures

the effect of investor type on a
GOVERNMENT Government dummy  firm’s disclosure policy. 1 = -

Government Backed, 0 = Non-

Government Backed

Natural logarithm of the
LNAGE Age variable number of years since -
foundation

(Total Liabilities/Total Assets):
LEVERAGE Leverage controls for a firm’s debt obligation B

FIXASSETS  Fixed Assets in Place | 'mS fixed assets as a -
proportion of total assets

Dummy variable taking the
Extra-ordinary items  value of 1 when extra-ordinary
dummy income exceeds 25% of current
profit

XORDINC

Binary variable taking the value
LOSS Loss Dummy of 1 when a firm reports a loss +
before taxes, zero otherwise

@ This table gives an overview of all variablesrigiest analyzed in the univariate and multivaréatalyses. The dependent
variable HIGHDISC is analyzed as a function of @ee post-PE financing variables to capture théngihess of firms that
apply for and receive PE financing to disclose mglete financial statement, both in the pre- anst4RE financing years.
Additionally, GOVERNMENT is a dummy variable whichactivated if the PE investor is a governmenrdtea firm.

LNAGE is the natural logarithm of a firm’'s age aswhtrols for uncertainty and information-asymmetrgblems.
LEVERAGE measures the amount of a firm’s Total liliibs to Total Assets. FIXASSETS is the propontiof Fixed

Assets to Total Assets and is expected to be nedyatielated to a firm’s disclosure behavior. FerthiXORDINC (a dummy
variable activated when a firm reports an extra@di income above 25% of its current profit) and3SXa dummy variable
activated when a firm reports a loss) are two &ftid controls for the inherent risks of a firm.
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TABLE 3

Evolution of High Disclosure Firms Per Subsample:

([1] Non-PE Backed versus PE Backed and [2] Govemment versus Non-Government PE Backed?

2 2
NON-PE BACKED PE BACKED GOVERNMENT PE BACKED X X
Yea N N % N N % N N % PE versg GovPE verst
all  Highdisc Highdisc all  Highdisc  Highdisg all Highdisc Highdisc nonPH Non-GovPE
-3 128 2C  15.6% 11¢ 18 15.79 78 14 17.9% 0.00 0.72
-2 146 2C  13.7% 14z 24 16.89 94 19 20.2% 0.39 1.69
-1 202 27  13.4% 174 35 20.19 122 23 18.9% 2.21 0.2¢
0 253 33 13.0% 19C 45 23.49 134 28 20.9% 5.87 0.48
1 281 42 14.9% 21¢ 66 30.39 154 44 28.6% 10.83 0.38
2 285 42  14.7% 234 76 32.59 173 56 32.4% 14.37 0.00
3 258 43 16.7% 21z 70 33.09 15€ 51 32.3% 10.35 0.07
4 206 33 16.0% 161 54 33.59 11€ 41 35.3% 9.34 0.31
5 16 27  16.3% 12z 45 36.69 87 34 39.1% 9.07 0.38
Sum 1,924 287 1,570 432 1,11¢ 31C
Mean (t-3; t+5 214 32 1499 174 48 27.69 124 34 27.89
Mean (t-3; t-1 159 22 14.19 144 26 17.89 o8 19 19.09
Mean (tO; t+5 241 37 15.29 19C 59 31.39 137 42 30.99

@ Table 3 reports descriptive evolutions (total nungzewell as relative percentage) of the total nunsbérm-year observations for respectively the R backed, PE backed subsample
and the government-PE backed subsample. In ordesttour hypotheses we focus on those firm-years inhwfivims comply with the regulatory minima to reportadobreviated financial
statement. This additional condition yields an unéguenber of firm-year observations across both sasaflbe focus of our analyses is, however, on thoses fihat meet the minimum
requirements and hence have the choice to rembanaard (abbreviated) format or a more detailethpdete) financial statement. Imposing this conditonour data leads to an unequal
number of firm-year observations in both samples agreass since a specific firm might fulfill the recerinents to report an abbreviated format in one giaough its matched firm does
not (or: no longer) meet these minimum requirementshEyrtinequal number of observations in the PE baakeéen-PE backed sample are also a result of misstagodaone or more
elements of the financial statement items to caleutze compliance with the minimum criteria. A breakday a perfect match sample (i.e. sample for whifimayear observation in one
subsample was only incorporated in the analysis if itelirag firm-year observation was also available —laté on request) shows a similar pattern. We expeigtheamd surging number
of PE backed firms compared to a rather stable nuofbewn-PE backed firms that report complete finahsiatements around the PE financing event, sinepacific event is taking place
for the latter firms. Comparing non-government PEKea firms with government PE backed firms, indicaliéf&rences within the PE backed sample, dependeimvestor type. For each
(sub)sample, the number of firms that report complatential statements (i.e. commit to a higher levelisfldsure than legally required) is shown as a fraaticthe total number of
available observationg? test-statistics show differences in high disclesquatterns between (1) the PE backed and non-PEdacbsample and (2) within the PE backed samplendept
on investor type (i.e. Government PE backed versus®mvernment-PE backed). Nall = Total number of ola@®ns and NHighdisc = number of high disclosumna$§i. Note that: * =
significant at the 10% confidence level, T = sigmifitat the 5% confidence level, F = significanhat 1% confidence level.



TABLE 4

Descriptive Statistics for Regression Variables Ifading Differences in Means and Medians for High Dsclosure Firms and Low

Disclosure Firms®

Panel A: Dummy variables

Variable Sample NhicHbpisc NLowbisc

1 433 (27.58% 1,137 (72.42%
PE -

0 287 (14.92% 1,637 (85.08%
XORD 1 78 (15.18% 436 (84.82%
INC 0 642 (21.54%) 2,338 (78.46%
LOSS 1 266 (21.61% 965 (78.39%
0 454 (20.06% 1,809 (79.94%

Panel B: Continuous Variables

Variable Sample N Mean Median Minimum Maximum  Stddev Skewness

| NAGE HIGHDISC 720 1.878  1.797 0.000 4.317 0.916 0.202
LOWDISC 2774  1.939 1.946 0.000 4.554 0.863 0.092

HIGHDISC 720 0579  0.610 0.005 2.634 0.337 0.517
LEVERAGE \owpisc 2774 0.689 0.725 0.003 2.425 0.281 0.419

FIX HIGHDISC 720 0.392 0.330 0.000 0.990 0.319 0.412
ASSETS LOWDISC 2774 0.369 0.325 0.000 0.991 0.267 0.589
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TABLE 4 — CONTINUED

Panel C: Correlations

Variable HIGHDISC LNAGE LEVERAGE  FIXEDASSETS
HIGHDISC 1.000 —0.029 —0.149 0.033
- (0.077) (<0.001) (0.049

LNAGE ~0.033 1.000 -0.108 -0.018
(0.052 - (<0.001) (0.286)

LEVERAGE ~0.149 ~0.110 1.000 ~0.120
(<0.001) (0.079) _ (<0.001)

FIXASSETS 0.002 ~0.002 ~0.091 1.000
(0.909 (0.919 (<0.001) -

@ panel A reports univariate proportionate diffeesim disclosure tendency?(test results) in relation to (1) receiving PE fiomg (PE), (2) reporting extraordinary income abd586 of
current income (XORDINC) and (3) reporting a losobetaxes (LOSS). Panel B provides descriptivesttesi for the continuous dependent variables for thtsubsample of high
disclosure firms (HIGHDISC) and low disclosure firms (LOV8BC). Two-tailed t-test statistics (Mann Whitney Uttstatistics) have been run to control for differernoemeans (medians)
for both subsamples (HIGHDISC - i.e. firms that reporbmplete financial statement although legallbbreviated format is sufficient — versus LOWDISCe-firms that follow minima
legal requirements and hence report an abbreviataddial statement). In Panel C, we provide Peafabave the diagonal line) and Spearman (underittgodal line) correlations for the

variable of interest, HIGHDISC, and the continusasables used in our multivariate analyses. Nca¢"tindicates significance at the 10% confidence Ie\elat the 5% confidence levél,
= at the 1% confidence level.
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TABLE 5

Panel Logit Regressions (Random Effects Modefj

Model (1):  HIGHDISG = i + Bi.PE + Bo.PEpost*+ Y. CONTROLS+

Model (2):  HIGHDISG; = ai + Bi.PE + Bi.PEjears* BitPEjear2+ BitPEoosi+ Y. CONTROLS + |

Model (3):  HIGHDISG; = a + Bi.PE + Bi.PEest + GiGovernment*PE +Sy.Government*Ph; +
Yi.CONTROLS + i

Variable Model (1) Model (2) Model (3)

PE 1.244 1.916 -1.165

(2.62) (3.91) (-1.92)

PE,cars / -1.533 /
(-2.04)

PEyear2 / -1.348 /
(-1.94)

PEpost 2.280 1.603 4.437

(6.32) (3.91) (6.69)

GOVERNMENT*PE / / 2.757

(3.70)

GOVERNMENT*PE 0 / / -2.360

(-3.12)

LNAGE —-0.420 —-0.427 —-0.348

(-2.27) (-2.45) (-2.00)

FIXASSETS 0.414 0.372 0.354

(0.95) (0.85) (0.78)

LEVERAGE -1.337 -1.355 -1.602

(-3.68) (-3.75) (-4.18)

XORDINC -0.227 -0.204 -0.156

(-0.74) (-0.67) (-0.51)

LOSS 0.158 0.184 0.237

(0.72) (0.83) (1.07)

Constant —-4.306 -4.309 -4.339

(-8.52) (-8.72) (-8.90)

N° of firms 716 716 716

N° of obs. 3,494 3,494 3,494

Wwald Chi2 199.45 198.31 189.76

LR test 1,517.37 1,522.77 1,523.04

@ This panel logit uses a random effects estimatiethod for three alternative model specificatiorend? logits techniques
combine cross-sectional and time-series charatitsrisn one optimal model and meanwhile control fadividual
heterogeneity across firms, collinearity amongvhgables and firms dynamics over time. For moferimation on panel
logit analyses, we refer to Greene (1997) and Ba(®001). We model the disclosure decision of danamd control firms
as a function of variables related to receivingld®kh in the pre- and post-investment years (Modahd 2) and additionally
check for differences between investor types (M@jelFor a rigorous description of all variablesimterest and control
variables, we refer to Table 2. Note that * indésasignificance at the 10% confidence level, ttth@ 5% confidence level,
¥ = at the 1% confidence level.



FIGURE 1

Evolution of High Disclosure Firms Per Subsample (B Backed versus Non-PE Backed)
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@ This figure shows the yearly evolution in the petege of PE backed versus non-PE backed firmsréipatrt a complete
financial statement, although legally an abbreddtemat is sufficient. Figure 1 shows a visiblghér percentage from t-1
for PE backed companies (black line) compared to-P& backed companies (gray line). This disproporintensifies
strongly after the PE investment yeg?. coefficients (reported between brackets belowrtdiative firm-years) indicate
statistical differences between the number of PEkda firms and non-PE backed firms that report detepfinancial
statements for each firm-year. Note that * indisaignificance at the 10% confidence level, T that5% confidence level,
¥ = at the 1% confidence level.
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! We use the term private equity (PE) rather tharturencapital throughout this study, based
on the characteristics of our sample. AccordintheoEuropean Venture Capital and Private
Equity Association (EVCA) definition, ‘venture cagii is defined as asubset of private
equity and refers to equity investments made #®itabnch, early development, or expansion
of a business$ Private equity is broader in meaning and is alsed to define éxternal
equity capital that is raised to strengthen a comyps balance sheet, to make acquisitions
or to finance a management buy-out or buy-({EVCA Glossary). Since a considerable
number of our observations (cfr. infra) refer ttefastage deals and hence do not satisfy the
exact definition of venture capital, we use privatpity to label all our equity financed
deals.

Recent studies acknowledge this shortage of adtenéind explicitly study earnings
characteristics of unlisted firms in a regulatorgtting where financial reporting
requirements of unlisted firms are similar to tho$disted firms (e.g. Ball and Shivakumar
(2004), Hand (2005)). The importance and contrdyuto the economy of unlisted firms is
high. In Europe, unlisted firms constitute over 99%all private non- agricultural entities
and hence are a non-negligible part of the econdfigures for Belgium are similar to
Europearaverages in that about 99% of all Belgian firmswanksted and they contribute to
the large majority of total GDP.

This argumentation, however, implicitly assumest thatrepreneurs focus on one PE
investment party at a time instead of ‘go shoppimgth several investment parties.
Anecdotal evidence, however, shows that this isahwlys the case. Nevertheless, it still is
relevant to study potential differences in disctesbehavior prior to the PE investment,
dependent upon the specific investor’s type thah&ally takes up the investment.

Our postulated relation is opposite to the one lbpesl in Eng and Mak (2003), where the
authors suggest and find a positive relation betmggevernment intervention and disclosure
policy. The main reason why we expect this inveedation is that we study unlisted firms
with a rather small investor base, even after PEggaation. Eng and Mak (2003) focus on
a substantially different setting and study thecldsure behavior of listed firms leading to
these different propositions.

This law is in accordance with thé" Zuropean Directive which defines a Small and
Medium-sized Enterprise as a firm that does noteedctwo or more of the following
criteria: 250 employees, EUR 20 million sales arldRE10 million total assets. Each
European member State is allowed to adopt lowestiolds into their national legislation.
Hence, Belgium applies more stringent rules tostias firm as a large versus small entity.
Belgian law also states that if firms belong toraup, the minimum criteria are calculated
on a consolidated basis (Royal Decree of Octob&836, art. 12, 8§2). Portfolio companies
of PE investment firms, however, are an importacegtion to this rule since their business
areas are too divergent and therefore do not lmabe tonsolidated. Consequently, portfolio
companies of PE backed firms still have the polssiliio report an abbreviated financial
statement if their individual financial statemeigiufes do not exceed the regulatory minima.
Note that the aforementioned criteria and amourgdiee current minima and evolved over
our observation period. Up to 1991, e.g., annualaver had to be lower than 145 million
Belgian Francs (BEF) and total assets should no¢exk 70 million BEF. Between 1991 and
1995, the maximum level for annual turnover was tllion BEF and for total assets 85
million BEF. From 1996 on, turnover and total assatnima were respectively 200 million
BEF and 100 million BEF. Also note that BEF is fleemer currency of Belgium (before
January 1, 2002), with conversion rate: 1 Euro 3399 BEF.
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® To some extent, our study empirically tests anresiten of the feedback effect equilibrium
model, developed by Bhattacharya and Ritter (1988gse authors develop a model in
which asymmetrically informed agents are motivateed communicate their private
information to a subset of uninformed agents, laut only do this through channels which
convey directly useful information to competitof$eir model is drawn in a setting where
firms have high R&D spending and need to raiseniingg but can only do this by reducing
their informational advantage, i.e. by disclosieghnological information publicly. In our
setting, sample firms also have to decide on theuatnof disclosed information which can
be useful for competitors (e.g. sales levels, stsictures, etc.). However, the disclosure we
measure is entirely financial and does not conwvefprination on any technological
advantage.

"From those firms that switch to a higher disclosstrategy, about 95% stick to this complete
financial statement reporting strategy in laterrge@his finding confirms our argument that
a switch to a complete financial reporting is rike¢lly to be reversed in a later stage and is a
suitable proxy for a firm’s disclosure commitment.

8 One can be doubtful that these matching critegasafficient to find a proper match for each
PE backed firms and that they might be insufficientmake sure that a PE firm and its
matched equivalent are indeed proper matches. Oteatml problem that might arise from
this incomplete matching is that our multivariasngl regression results are impacted by a
self-selection problem, as mentioned in Heckmary9)9In response to this problem, we
run two-stage equation models to capture thesémssda effects (Greene, 1997) of which
the results are reported in the sensitivity analyse

® Although we identified 556 PE backed firms andesual number of matched firms, the
available number of observations is in each yearloiser due to the unbalanced
characteristics of the sample.

0 Although the initial matching criteria worked wedl identify a sample of non-PE backed
firms that is comparable to the PE backed sample meispect to age, sector classification
and size, the additional conditioning on compl&taricial statements and the fact that some
firms have missing information with respect to thariables of interest causes these
differences with respect to the average size irsémaples of interest.

In unreported analyses, we also created dummieshwinere respectively activated when a
firm’s extraordinary income is higher than 10% &@d6 of current profit levels. All results
remain stable with respect to these refinements.

2Often, disclosure studies also control for a firsize and proxy this variable by (the natural
logarithm of) a firm's market value or by (the natulogarithm of) total assets. However,
we do not possess data on the individual firms’ketwvalue since we study data of unlisted
firms. Moreover, controlling for size by looking tite firm’s total assets is inappropriate in
this setting given that total assets is one oftlinee identifiable elements which determine
whether or not a firm is obliged to report a conglgnancial statement (see Section about
the disclosure proxy (3.2)). As a consequence, pienot to incorporate a size variable in
our analyses.

¥ With respect to commitment to a higher disclosuoécg, we already mentioned that of
those firms that switch to a higher disclosuretstia in the pre-financing years, most firms
stick to this high disclosure level. From the 48m& that were identified reporting a
complete financial statement from the pre-finangmegrs onwards, only 3 reverse this high
disclosure strategy in a later stage. This provieeslence that the analyzed disclosure
strategy is to be interpreted as a persistent commenit to higher disclosure, and hence is
expected to lead to higher economic benefits timaocaasional switch.
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 This increase in probability is calculated as fao the initial proportion between high
disclosure firms (= firms that report a completaficial statement) and firms that follow the
legal requirements (= report an abbreviated format)720/3,494) = 0.206 The logit
coefficient on PEf§y) = 1.244and corresponds to an odds ratio ‘of*&= 3.469 Multiplying
the initial proportion0.206 with this calculated odds ratio conducts a newsodtl0.715
Since the odds is the probability divided by then4poobability, we obtain the following
equation: x/(1-x) =0.7150r x =0.417 This means that for each PE backed observat®en th
probability of being in the high disclosure samplé1.@6. This corresponds to an increase
of (41.% — 20.6%) = 21.1%. For the coefficient on Bk, one can perform an identical
calculation to estimate the increase in probability

1> However, since the observations are matched in(phe-)financing year, obtaining a
perfectly matched observation per year is not resaég our main concern. Differences in
growth patterns and financial reporting policy apecific elements which make this dataset
particularly attractive to analyze. Eliminating feofirm-year observations for which no
perfect match is available, inevitably also elimi@sa a substantial amount of useful
information on sample and control firm charact@sstand yields a substantially lower
number of observations to be used in the analygeshese reasons, we choose to report the
results of the unconditioned samples in our maadyses.
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