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investors set new, ambitious aspirations for their portfolio firms (Butler, 2001) and strive to sell
their stakes at much higher valuations some five years after they entered the firms (Gompers et
al., 2016). Thus, while performance aspirations are key in PE-backed firms, examining them
requires a novel approach focused on direct aspirations.

PE investors aim to foster strategic entrepreneurship and value creation via growth
strategies (e.g., Meuleman et al., 2009a; Wright et al., 2001). One strategy focuses on internal
growth (Scellato & Ughetto, 2013; Sinyard et al., 2020). Another strategy focuses on external
acquisitions, “where the portfolio firm serves as a platform for subsequent add-on acquisitions ...
or “buy and build” strategies” (Hammer et al., 2017: 32). While both options have been
recognized as viable growth strategies (Bernstein et al., 2019), we lack an understanding of when
a PE investor will prioritize each growth strategy. Indeed, each strategy requires a substantial
financial and non-financial resource allocation thereby constraining firms’ ability to implement
both at the same time. Moreover, PE investors likely have a set of beliefs in terms of which
strategy is more appropriately deployed when, i.e. in what portfolio firm performance context.

In the behavioral theory of the firm (BTOF) (Cyert & March, 1963), strategic change
should be most likely when a portfolio firm’s performance deviates significantly below its
aspiration level, and least likely when it exceeds its aspiration level. Yet, we argue that it is
unlikely these traditional BTOF predictions will hold universally across the portfolio firms of a
PE investor for several reasons. First, we argue that the expectation of managers being unlikely
to initiate any change as performance exceeds aspirations (Cyert & March, 1963) will not hold in
PE-backed firms. Such behavior would be at odds with the PE investor’s incentive to maximize
value creation and return (Gompers et al., 2016). Second, prior studies adopting a BTOF

perspective have typically focused on one specific type of strategic change following
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performance feedback (for a notable exception, see Kuusela et al. (2017)). By doing so, they
have underexplored the complexity that different strategic actions are available to managers.
Internal capital investments versus external acquisitions have different implications for portfolio
firms and the PE investor. This may imply that the desirability and thus the propensity of
pursuing a certain growth strategy may vary depending on the performance context a portfolio
firm finds itself in (i.e., below vs. above aspirations). Third, while a PE investor is generally an
active owner, monitoring is costly and an investor’s attention and resources are limited (Gifford,
1997). Hence, a PE investor’s monitoring and value-adding efforts may be unevenly distributed
across its portfolio firms, and instead depend on a PE investor’s varying incentives to be
involved. Moreover, the influence to direct management can also vary significantly within a PE
investment team (e.g., Desender et al., 2016; Goodstein et al., 1994).2 Combined, within-owner
heterogeneity in incentives and influence to govern managerial actions may significantly
influence the relationship between performance feedback and distinct types of strategic change
across the portfolio firms of a PE investor.

Empirically, we draw on unique data, including a direct measure of aspirations, collected
from 51 portfolio firms of a mid-sized European PE investor for the 2013-2018 period. Our focus
on a single PE investor reduces unmeasured variance (as in Collewaert et al. (2021), or Petty &

Gruber (2011)), yet still provides large variability in our study’s focal variables.

2 We do not theorize on the formal power of a PE investor to influence management. Also, while ownership stakes,
for instance, would in other contexts be a valid proxy for a shareholder’s power, PE investors usually take a majority
equity stake. Moreover, as of a 25% stake they have a blocking minority, allowing them to influence a firm’s
strategic agenda and its strategic choices (Vanacker et al., 2013). This is the case in 90% of our sample. Further, PE
investors also negotiate veto rights (present in 92% of our sample) on matters related to acquisitions and capital
investments (other examples include issue of shares, mergers, approval of the annual budget, new business activities,
and hiring, firing and remuneration decisions of key staff). Combined, a PE investor will have significant formal
power. This situation makes our focus on informal power through expertise (Finkelstein, 1992) particularly
interesting. As we argue below, there can be significant variance in the informal power of a PE investor not only to
influence management to not take strategic actions but also to push for actions.
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The results of our empirical analysis support our theory, as we find that the growth
strategies pursued by a portfolio firm depend not only on the performance context of the firm,
but also on the PE investor’s incentives and influence to govern the firm’s actions. Specifically,
we find that portfolio firms exhibit a more positive (negative) relationship between performance
shortfalls and capital investments (acquisition likelihood) when the PE investor has relatively
more money invested and appointed relatively more experienced board members. When firms
perform increasingly above aspirations, we find that capital investments decrease when a PE has
invested relatively larger amounts, yet increase when a PE has appointed relatively more
experienced board members. In case of overperformance, acquisitions become more likely when
the PE investor has invested relatively larger amounts; yet, less likely when they have appointed
relatively more experienced board members.

Our paper advances extant literature in several ways. First, a key strength of our study is
that we start from direct aspiration measures as delivered to and discussed with the PE investor.
Traditional aspiration measures are typically indirect and rely on a firm’s past performance or the
average performance of a reference group, and empirical models at times are based on the
combination of measures that provide best model “fit” (e.g., Audia & Greve, 2006; Kuusela et
al., 2017; Posen et al., 2018; Ref & Shapira, 2017). While there has been a discussion on the
extent to which these indicators are a clean measure of management’s aspirations, they are
problematic in our context since PE investors aim to enhance and break away from a firm’s past
performance and industry average performance (Gompers et al., 2016). The actual targets set by
a PE investor and management are used to assess, review, and follow up on portfolio firm
performance. We find that our direct aspiration measure serves well in explaining heterogeneity

in how firms in a PE investor’s portfolio react to performance feedback.
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Second, we further develop an integrated BTOF-corporate governance perspective by
leveraging the PE context. We show that the presence of a powerful, value-focused owner
challenges some of the traditional predictions from the BTOF. For instance, firms have a
portfolio of strategic options available (e.g., Kuusela et al., 2017) and scholars have called to
better consider how firms prioritize specific strategic changes (Klarner et al., 2022). We add
nuance to traditional expectations from the BTOF by unveiling that depending on whether a PE-
backed firm performs above versus below aspirations, capital investments or acquisitions may be
pushed for or against. We extend insights on how governance is relevant for the BTOF by
showing how variation in incentives and influence of a specific owner to govern regulates
management’s responses to both negative and positive performance feedback. More specifically,
as performance exceeds aspirations, we find that—in line with our expectations—portfolio firms
in which a PE investor has invested relatively more money are more likely to engage in
acquisitions. While the call for more integration between corporate governance and the BTOF is
not new (e.g., Van Ees et al., 2009), our understanding of this domain is still limited. We show
that traditional predictions from the BTOF when performance is below aspirations mainly hold
in case a PE investor has high incentives and influence to govern. When incentives and influence
are low though, lack of PE involvement results in a lack of managerial action.

Third, in the PE literature, there is broad recognition of the value of PE ownership and
the active involvement and value-adding roles of PE investors (e.g., Manigart & Wright, 2013).
Moreover, it has been widely acknowledged that PE-backed firms pursue different growth
strategies (e.g., Meuleman et al., 2009a). However, we lack in-depth research as to how exactly
PE investors’ involvement varies across portfolio firms and how they influence the strategic

paths prioritized in their portfolio firms. More specifically, as in the broader BTOF literature, PE
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research on factors influencing the prioritization of internal capital investments or external
acquisitions is scant. By considering the performance context of the firm and the relative amount
invested and experience of PE-appointed board members, we uncover conditions under which
each growth strategy is prioritized. This knowledge is valuable for both practitioners and
scholars interested in understanding the strategic decision-making process in PE-backed firms.
2. THEORY AND HYPOTHESES

2.1. Background literature: PE investors, new aspirations, and strategic actions

A significant stream of research suggests that managers’ strategic actions are influenced by how
their firms perform relative to their aspirations (e.g., Audia & Greve, 2006; Bromiley, 2005;
Cyert & March, 1963; Greve, 1998; 2003a; 2003b; Kuusela et al., 2017; Posen et al., 2018). In
extant performance feedback research, management is often (implicitly) presented as the
dominant coalition guiding an organization’s search and actions when performance deviates
from aspirations. However, from a corporate governance perspective (Van Ees et al., 2009),
managers must balance the perspectives of other powerful coalition members who can also
influence aspirations and the firm’s reactions to deviations from those aspirations. One such
important coalition member is the owner of the firm (O’Brien & David, 2014). Our focus is on
PE investors or active, professional equity investors who typically acquire majority stakes in
mature firms and exert some influence over their management.? Gompers et al. (2016) found that
PE investors advise their portfolio firms on strategic choices in 87.5 percent of deals. Research

has shown how PE investors stimulate firm growth by influencing management through

3 While the PE model has some similarities with the venture capital (VC) model, there are also differences. For
example, PE investors invest in established businesses, while VC investors invest in new, early-stage firms. Next,
VCs often use staged financing; this provides them with the option to abandon investments that do not make
progress. However, the financing of a PE-backed firm is typically fully secured at the date of the acquisition
(Wynant et al., 2023). The money invested by a PE investor is typically used to buy out existing shareholders, and
hence cannot be used for investments in the portfolio firm.
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monitoring and value-adding (e.g., Kaplan & Stromberg, 2009; Manigart & Wright, 2013;
Wright, 2013).

PE investors build a portfolio of firms and concurrently invest in 8 to 23 firms on average
(Private Equity Info, 2019). For each portfolio firm, they set new and ambitious performance
aspirations together with the firm’s management. These aspirations fundamentally break away
from the firm’s history or industry average performance as the goal is to boost shareholder value.
Typically, aspiration levels are discussed and approved during board meetings, where progress
towards these targets is also monitored. Additionally, as PE investors are accountable to their
own investors, they review and discuss the performance of each portfolio firm at internal PE
investment committee meetings. When receiving performance feedback from their portfolio
firms, PE investors can thus influence how management responds to this feedback. This is in line
with a limited, recent stream of research in the BTOF literature which has acknowledged that
OWners can exercise pressures on management, thereby affecting their solution search when
confronted with performance discrepancies (O’Brien & David, 2014).

PE investors invest in mature firms with established business plans. Historically, scholars
have taken an agency perspective on PE, viewing the PE model as an “efficiency tool to
streamline organizational processes, reduce workforces, and decrease unit costs” (Wright et al.,
2001: 111). However, recent research highlighted a shift in the drivers of PE value creation. It is
now recognized that PE investors serve as facilitators of strategic growth and entrepreneurship
(Wright et al., 2001). Indeed, “value creation has turned toward ... growth-related measures”
(Hammer et al., 2022a: 118) and “PE investors anticipate adding value to portfolio companies,

with a greater focus on increasing growth than on reducing costs” (Gompers et al., 2016: 449).
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These growth-related measures include two broad types: internal or external
(acquisitions) investments (e.g., Delmar et al., 2003; Meuleman et al., 2009a; Penrose, 1959),
each having their advantages and disadvantages. As managers often have a better understanding
of their own assets, internal investments are less risky compared with acquisitions; they protect
organizational culture and are more difficult to copy by other firms because internal capital
investments are less visible than external acquisitions (Aktas et al., 2008; Delmar et al., 2003).
However, successful internal capital investments require there to be sufficient growth
opportunities to leverage those investments (Penrose, 1959) and often take longer to materialize
(Aktas et al., 2008).

Acquisitions, in contrast, may offer external opportunities to improve management
practices, bring in new capabilities and knowledge, enable resource redeployment, leverage
economies of scale and scope, and explore new domains (Ahuja & Katila, 2001; Kaul & Wu,
2016; Meuleman et al., 2020; Nikoskelainen & Wright, 2007; Puranam et al., 2009). Moreover,
acquisitions can enhance shareholder value through ‘multiple arbitrage’ when a target is bought
at a lower EBITDA (or other) multiple compared to the realized multiple at exit (Hammer et al.,
2022b). However, acquisitions carry significant risks as the realization of synergies can be
costly, and post-acquisition integration is difficult (e.g., Datta et al., 1992; King et al., 2004).

While several studies have confirmed the positive impact of PE investors on the growth
of their portfolio firms (e.g., Bernstein et al., 2019; Meuleman et al., 2009a; Paglia & Harjoto,
2014), these studies do not explain why capital investments or acquisitions get more (or less)
prioritized in a given portfolio firm, and hence, how a PE investor’s approach to growth might
differ across its portfolio firms. We expect, however, that a PE investor is unlikely to advocate

for both acquisitions and additional capital investments together, as financial and non-financial
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resources are inherently limited. A dollar can only be spent once: the allocation of funds towards
internal growth diminishes the availability of financial resources for acquisitions and vice versa.
Additionally, managerial resources are limited and as such, managers have limited attention and
are typically focused on developing a single strategic response at any given time (Bromiley,
2005). Below, we draw on an integrated BTOF-governance perspective, starting from baseline
hypotheses on how performance discrepancies are related to capital investments and acquisition
likelihood in PE-backed portfolio firms. We proceed by hypothesizing how PE incentives and
influence moderate these baseline relationships.

2.2. Baseline hypotheses

2.2.1. Performance below aspirations

The BTOF asserts that problemistic search gets triggered by a performance shortfall relative to
an aspiration level. As performance falls further below the aspiration level, managers engage in
greater search efforts to restore performance (Greve, 1998). Empirical evidence has established
that as performance shortfalls increase, on average, managers become more likely to make
capital investments (Arrfelt et al., 2013; Audia & Greve, 2006; Greve, 2003b) but less likely to
pursue acquisitions (e.g., Iyer & Miller, 2008; Kuusela et al., 2017). While the evidence for
acquisitions might, at first sight, seem inconsistent with the notion of problemistic search, Iyer
and Miller (2008: 818) suggested that this pattern is consistent with the BTOF, as “[b]elow-
aspirations performers may engage in local search directed toward improving the performance of
existing businesses, rather than turn to mergers and acquisitions”. Indeed, in line with the BTOF,
when a performance shortfall occurs, managers first seek local, satisficing solutions to restore
performance to satisfactory levels (e.g., Bromiley, 2005; Iyer & Miller, 2008). Moreover, in so

doing, they will try to avoid uncertainty (Cyert & March, 1992). Capital investments, being a
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more “local” and less uncertain solution than external acquisitions, thus align with managers’
focus in this situation. This evidence is also in line with the idea that managers rarely develop
more than one solution in reaction to a problem (Bromiley, 2005).

In PE-backed firms, managers must consider the PE investor’s perspective, which can
either reinforce managers’ views or constrain specific behaviors. Formal approval from PE
investors is typically required for significant capital investments and acquisitions as they
typically hold veto rights over these decisions (Wynant et al., 2023). Thus, when it comes to
capital investments and acquisitions, PE investors are—in BTOF terms—key coalition members
who can weigh in on the discussion as to what extent a specific growth strategy is an appropriate
response to performance shortfalls.

Turning to capital investments first, when performance shortfalls are large, PE investors
will be inclined to encourage portfolio firm management to restore performance through internal
actions. Internal investments allow management to leverage their understanding of the firm’s
resources (e.g., Aktas et al., 2008) to restore performance to satisfactory levels. To use the words
of a PE investment manager we interviewed:

The first question is: what is the cause of the underperformance? ... just because, you know, you
first need to get the company healthy again before you can have the ambition to buy something
on top...

Not only do PE investors consider internal investments as a more appropriate choice to
go with in case of larger performance shortfalls, they also have the skills and networks to assist
management in identifying value-creating capital investments (Vanacker et al., 2013).

In contrast, PE investors do not view acquisitions as a viable way out of large
performance shortfalls. A PE investment manager we interviewed formulated this as follows:

In M&A, typically, you are going to deploy more capital, spend more money, and that means that
your company must do well. If your company is in distress, the last thing you want to do is put

10
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another M&A target on top and add complexity and stress for the management team. If a
company is in difficulties, you are not going to M&A your way out of it.

Hence, acquisitions are not considered a suitable strategy by PE investors “to buy yourself out of
trouble” and the PE investor—via its monitoring role—can limit such possible reactions to large
performance shortfalls. PE investors, however, view acquisitions as a better strategy to accelerate
a portfolio firm’s growth path when it is only slightly underperforming:

We call that business as usual... if they miss their targets a bit then that will not scare us away.

Then, we will think far more expansively, like “look we have a good file here, this is a nice

opportunity”... it’s not an issue. If we see a good [acquisition] opportunity passing by, we will

really think, ok let’s go for it.

In such cases, acquisitions make for a better-fit tactic to try to restore firm performance
towards the set targets: portfolio firms have less drastic issues to tackle internally first and can
afford to explore more externally oriented strategies to ensure future growth, thereby also serving
their PE investor’s purpose of maximizing the value of their investment as much as possible by
the time of exit (Cumming & Johan, 2017; Nikoskelainen & Wright, 2007). Through their value-
adding role, PE investors can also bring acquisition opportunities to management.

Taken together, in PE-backed firms, capital investments should increase while
acquisitions should become less likely as performance shortfalls increase. Thus:

Hla: The relationship between performance below aspirations and capital investments in

PE-backed portfolio firms will be positive.

H1b: The relationship between performance below aspirations and acquisition likelihood
in PE-backed portfolio firms will be negative.

2.2.2. Performance above aspirations

When performance exceeds aspirations, the BTOF predicts that managers are unlikely to make
strategic changes as they perceive no problem (Cyert & March, 1963; Gavetti et al., 2012).
According to Cyert and March (1963), managers adhere to past operating procedures unless they
fail to achieve aspirations. A positive outlook resulting from favorable past performance creates

11
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an anticipation of future gains, which reduces the likelihood of major strategic changes as
decision-makers want to avoid any actions that might endanger these gains. Empirical evidence
generally supports this assertion. As performance exceeds aspirations, managers take fewer new
initiatives, maintain the status quo, and—most pertinent to our study—reduce their new capital
investments and are less likely to pursue acquisitions (e.g., Arrfelt et al., 2013; Iyer & Miller,
2008; Joseph et al., 2016; Kavusan & Frankort, 2019; Tarakci et al., 2018).

However, from a PE investor’s perspective, certain strategic actions might become more
attractive when a portfolio firm outperforms aspirations. While portfolio firm management may
become complacent and risk-averse, the PE model ensures that PE investors are less likely to
become complacent when the performance of a portfolio firm exceeds aspirations. PE investors
have strong incentives to further enhance the firm’s performance because their compensation
(and ability to remain in the PE business through raising a subsequent fund) is tightly linked to
exceptional value creation in their portfolio firms (e.g., Gompers et al., 2016; Vanacker et al.,
2020). Thus, PE investors are likely to counteract complacent managerial behavior when
performance exceeds aspirations (Jensen, 1989).

Nevertheless, we expect that a PE investor is unlikely to advocate for both acquisitions
and additional capital investments. A PE investor would primarily challenge managerial
complacency regarding future acquisitions rather than regarding capital investments. Put
differently, a PE investor will prefer a portfolio company to try and further boost its growth
through acquisitions rather than to push for new capital investments when its performance
exceeds aspirations. Several reasons support this expectation.

Firstly, PE investors usually strive to establish a robust track record of growth in their

portfolio firms to enhance future valuation upon exit (Loos, 2007). However, while PE investors

12
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operate within relatively short investment horizons, typically five years after entering a firm,
capital investments tend to take significant time to materialize and yield increased sales,
economies of scale, or cost reductions (Aktas et al., 2008). Additionally, developing the
necessary managerial capabilities to leverage internal capital investments (e.g., through
recruiting and training new managers) also necessitates significant time (Lockett et al., 2011).
While acquisitions, like capital investments, also imply adjustment costs in terms of integration
and coordination, acquisitions also bring an influx of resources from the acquired firm aiding in
dealing with these costs (Lockett et al., 2011). Moreover, acquisitions tend to positively affect
short-term profitability by rapidly influencing market share, firm size, and related market and
bargaining power (Aktas et al., 2008; Ghosh, 2004; Moatti et al., 2015). Multiple arbitrage, in
which the target is acquired at a lower EBITDA-multiple compared to the expected multiple at
exit, thereby further boosts short-term shareholder value creation (Hammer et al., 2022b).
Finally, PE investors contribute substantial M&A experience, further increasing potential
shareholder returns compared to organic growth strategies (BCG, 2015). As multiple PE
investors attested to us:

We all know that when it comes to value creation, these [acquisitions] are quite something...
generally our experience is that add-on acquisitions create more value...

In such cases [performance above aspirations], add-on [acquisitions] are a great way to create
value because of the multiple we can realize on these add-ons.

All else equal, however, a PE investor’s pursuit of acquisitions reduces the scope for
internal capital expenditures due to the inherent limitation of financial and managerial resources
(Bromiley, 2005). Furthermore, there is no infinite pool of value-creating internal capital
investment projects (Vanacker et al., 2013). As such, concerns may arise on the part of PE
investors as performance further surpasses aspirations, as it may reduce managers’ diligence

when selecting internal projects (Nohria & Gulati, 1996). This may result in the acceptance of

13
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projects lacking novelty or clear value-creating potential (Kavusan & Frankort, 2019; Tarakci et
al., 2018). Therefore, in firms in which performance already largely exceeds aspirations, it is
more likely that the most valuable internal growth options have already been pursued. In such a
scenario, PE investors are more likely to view additional capital investments with doubt and
scrutiny.

Overall, a PE investor may especially push towards boosting acquisitions when
performance exceeds aspirations as it is seen as a tactic that delivers quicker and larger short-
term gains, relative to internal capital investments. Moreover, such a focus on acquisitions entails
that there will also be fewer financial resources and managerial attention left for internal capital
investments. Thus:

Hlic: The relationship between performance above aspirations and capital investments in

PE-backed portfolio firms will be negative.

H1d: The relationship between performance above aspirations and acquisition likelihood
in PE-backed portfolio firms will be positive.

In the baseline hypotheses above, we have so far assumed that a PE investor is equally
influential across all its portfolio firms. However, there is significant variation in a PE investor’s
incentive and influence to govern across portfolio firms. Accordingly, we argue that a PE
investor’s impact on managers’ reactions to performance feedback will vary significantly based
on these dimensions.

2.3. The moderating impact of a PE investor’s incentive to govern

Given limited human resources and time, PE investors cannot equally attend to all firms in their
portfolio (Gifford, 1997). In the BTOF, such limitations are expected to “constrain the
bargaining process” (Cyert & March, 1992: 37). Therefore, although PE investors are major
shareholders, they cannot make equal demands on managers across their entire portfolio of firms.

Instead, governance research suggests that varying incentives should be influential for PE

14
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investors’ monitoring and value-adding efforts (e.g., Gifford, 1997; Gompers, 1995). PE
investors are particularly incentivized to monitor and provide value-adding services to their
relatively larger investments because these have a disproportionate impact on the overall
portfolio return and hence on their personal compensation.* Indeed, PE investors’ compensation
includes a carried interest, typically equal to 20% of the excess returns or value they created, on
the total fund (Gifford, 1997; Gompers & Lerner, 1999). As such, all else equal, a PE investor
will dedicate relatively less effort and attention to the smaller investments in its portfolio because
the relative reward from these investments remains more limited, compared to those of larger
investments (Bonini et al., 2011; Heger & Tykvova, 2009).

2.3.1. Performance below aspirations and a PE investor’s relative investment amount

Our baseline hypotheses posit that as performance shortfalls increase, PE investors will exert
greater pressure on management to pursue capital investments while discouraging acquisitions as
a solution. However, consistent with the notion of attention focus (Cyert & March, 1992),
performance shortfalls relative to aspirations in a portfolio firm will shift PE investors’ attention
focus more drastically towards their relatively larger investments. Accordingly, all else equal, a
PE investor will exert more pressure on management actions in portfolio firms where negative
feedback is received and the investment is relatively larger within its portfolio. Conversely,
performance shortfalls in portfolio firms where the PE investor has made a smaller investment
are less likely to capture the attention and time of the PE investor. Even if PE investors notice the
shortfalls, their limited attention will be primarily dedicated to larger investments, where their

stakes (both potential gains and losses) are higher (Bonini et al., 2011). With less oversight and

4 Note that a large investment by a PE firm does not imply that the portfolio firm received a large pool of financial
resources to deploy. The PE investment is mainly used to buy out existing shareholders and hence there is no a-
priori reason to expect a high correlation with internal resource availability.
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active monitoring, management will experience less pressure from their PE investor. Thus,
especially portfolio firms with substantial performance shortfalls in which PE investors invested
a relatively large amount will be pushed more strongly to invest in internal capital investments
while acquisitions will be further discouraged (in line with the preferences of the PE investor as
discussed in our baseline hypotheses).

Hence, we expect that traditional BTOF predictions would hold most strongly in a
context of performance shortfalls and intense PE investor oversight. This might not be surprising
because most studies building on the BTOF have focused on public firms, including those
examining capital investments or acquisitions (e.g., Arrfelt et al., 2013; Audia & Greve, 2006;
Greve, 2003b; Iyer & Miller, 2008; Kuusela et al., 2017) and hence focused on a context where
firms face substantial pressures and scrutiny from various stakeholders such as security analysts,
auditors, and financial markets (e.g., Quigley et al., 2022). With substantial external oversight,
management is compelled to demonstrate initiative and present a rectifying course of action,
especially in the case of substantial performance shortfalls. While a different nature of oversight,
one could argue that especially when a PE investor has strong incentives to monitor—as would
be the case with their relatively larger investments—their presence also imposes substantial
oversight and prompts action; i.e. this is the context which most naturally aligns with those from
prior BTOF studies.

However, when PE investors have fewer monitoring incentives, we find ourselves in a
relatively novel context—where there is far less oversight—compared to traditional BTOF
research. Here, portfolio firm management may be less compelled to explicitly articulate,
rationally defend and justify their performance, deviations from their aspirations, nor their

strategic decisions and actions—i.e., they will be held less accountable (Forbes, 2005). As such,
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they may also be less likely to proactively anticipate and incorporate their PE investor’s
concerns. With less active monitoring, performance below aspirations may lead managers to
become more complacent, to narrow their focus and to avoid change (Buyl & Boone, 2014;
Sedikides & Strube, 1997; Staw et al., 1981).
Overall, the baseline hypotheses related to performance below aspirations are expected to
be stronger (weaker) in portfolio firms in which a PE investor invested more (less). Thus:
Hypothesis 2a: The higher the relative amount invested by a PE investor in a portfolio
firm, the more positive the relationship between performance below aspirations and
capital investments in that portfolio firm.
Hypothesis 2b: The higher the relative amount invested by a PE investor in a portfolio

firm, the more negative the relationship between performance below aspirations and
acquisition likelihood in that portfolio firm.

2.3.2. Performance above aspirations and a PE investor’s relative investment amount

In our baseline hypotheses, we argue that when performance exceeds aspirations, a PE investor
will discourage new capital investments but will push management to pursue new acquisitions.
Consistent with the notion of attention focus (Cyert & March, 1992), positive performance
feedback will again shift PE investors’ attention focus more drastically in case of a relatively
larger investment. As such, a PE investor will be more likely to push its agenda on management
in a portfolio firm from which it gets positive feedback when the firm represents a relatively
larger, more important investment in its portfolio.’ In contrast, with less incentive to govern in

their relatively smaller investments (Heger & Tykvova, 2009), the management of PE-backed

3> One might wonder why managers in public firms—who are subject to pressures from capital markets—often
exhibit complacent behavior when performance exceeds aspirations (Bromiley, 2005), while we argue that PE
investors with larger incentives to govern do counteract managerial complacency. For one reason, capital markets
themselves are usually satisfied when firms meet or exceed expectations and obtain risk-adjusted returns. However,
“many PE firms argue that they [need to] generate returns in excess of the underlying riskiness of the portfolio”
(Gompers et al., 2016: 457). Accordingly, a PE investor with larger incentives to govern, is still likely to push
against managerial complacency even when performance exceeds aspirations.
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firms will experience less pressure from their PE investor to act in line with the PE investor’s
preferences, which could lead to more complacency above aspirations.

Overall, the baseline hypotheses related to the relationships between performance above
aspirations and capital investments/acquisitions will be stronger in those portfolio firms that
received relatively larger PE investments. Thus:

Hypothesis 2c: The higher the relative amount invested by a PE investor in a portfolio

firm, the more negative the relationship between a portfolio firm’s performance above

aspirations and its capital investments.

Hypothesis 2d: The higher the relative amount a PE investor has invested in a portfolio

firm, the more positive the relationship between a portfolio firm’s performance above
aspirations and its acquisition likelihood.

2.4. The moderating impact of a PE investor’s influence
The pressure of PE investors on the response of portfolio firms to performance feedback will
also be contingent upon their influence over management. PE investors appoint board members
to their portfolio firms to fulfill their monitoring and advising role (Daily et al., 2003; Manigart
& Wright, 2013; Wright, 2013). Boards serve multiple functions that impact firm decision-
making (Johnson et al., 1996; Krause et al., 2013), including providing advice (McDonald et al.,
2008), ensuring that managers focus on creating shareholder value (Dalton et al., 2007) and
securing firm resources (Hillman, 2005). Accordingly, through board representation, a PE
investor may influence its portfolio firms and specifically guide management’s responses to
performance feedback.

However, having board representation alone—which is standard in the PE industry due to
PE investors’ significant ownership stakes—does not guarantee effective influence. Board
effectiveness relies heavily on the board’s ability to direct management (Desender et al., 2016;
Goodstein et al., 1994), which varies significantly based on board members’ human capital, i.e.

their context-specific experience and skills (Forbes & Milliken, 1999; Johnson et al., 1996; Kroll
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et al., 2008; Stevenson & Radin, 2009). Given that formal voting is rare in boardrooms, there is
significant power in expertise (Finkelstein, 1992). Indeed, boardroom decision-making is
inherently a social process, where knowledge and skills are essential to effectively make
informed decisions (Forbes & Milliken, 1999; Zahra & Pearce, 1989). Consequently, more
experienced board members are typically considered a unique resource for the firm (Krause et
al., 2016), which is a testament to their value and influence, and play a pivotal role in shaping a
strong board.

Research in the BTOF aligns with the board literature, emphasizing that “the answer to
what decisions will be made is to be found in examining who has power to apply in a particular
decision context” (Pfeffer & Salancik, 1974: 136). Zhang and Greve (2019) recently showed that
this also applies to boards in the context of acquisitions, revealing that boards with more high-
status members tend to form stronger coalitions and exert more influence on acquisition-related
decisions. Boards look to those directors with substantial experience and expertise for advice in
acquisition and investment decisions (Beckman & Haunschild, 2002; McDonald et al., 2008).

In a PE context, board members with more extensive investment experience bring
knowledge and skills valuable to the acquisition process, such as target identification, due
diligence, and deal negotiation. Additionally, acquisitions are complex decisions involving large
amounts of data (Coff, 2003). Relatedly, more experienced PE board members can present a
broader set of valuable internal capital investments, when desirable, to management. Hence, in
the decision-making process related to both acquisitions and capital investments, portfolio firm
management will likely be influenced more by experienced board members whom they consider

to have high levels of relevant expertise.
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A PE investor has a pool of individuals available for board appointments across its
portfolio firms (Gompers & Lerner, 1999). Some board members are more junior with less
investment experience, and some are more senior with more investment experience.® Those
portfolio firms with more experienced PE board members, i.e., the “heavyweights”, should
experience greater influence from the PE investor than firms with less experienced ones. We
expect that these differences will impact how portfolio firms respond to performance feedback.
2.4.1. Performance below aspirations and the PE board members’ relative investment
experience
Our baseline predictions suggest that as performance shortfalls increase, a PE investor will try to
push its preferred solution towards management and increasingly prioritize capital investments,
rather than acquisitions. However, PE investors will be able to exert more influence on portfolio
firm management when they have appointed relatively more experienced board representatives
compared to when they have appointed more junior ones (e.g., Tykvova, 2018). Hence, the
relationship between performance shortfalls and capital investments (acquisition likelihood)
should be more positive (negative) in portfolio firms with more experienced PE board members.

Conversely, the level and intensity of PE investor influence on management will be lower
with less experienced PE-appointed board members. As performance shortfalls increase, this
reduced influence will imply that the portfolio firm management will experience comparatively
less pressure from their PE investor and will feel held less accountable. Consequently, when

confronted with performance shortfalls, management in these firms will be less likely to act.

¢ An interesting question is how a PE investor decides which investment manager to allocate to which portfolio firm.
While there is no prior study we can rely on, interviews with PE managers suggest it is not the case that the most
senior people by definition get assigned to the largest deals. The correlations in the current study confirm this
statement as the correlation between amount invested and relative investment experience in the board is low (see
Table 1).

20

http://mc.manuscriptcentral.com/sej



Page 21 of 60 Strategic Entrepreneurship Journal

1

2
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5 . . . .

6 expected to be stronger in portfolio firms with more experienced PE board members:
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8 Hypothesis 3a: The higher the relative investment experience of PE board members in a
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firm is already exceeding aspirations, rather than to risk guiding the firm towards acquisitions in
which they lack strong experience.
In summary, the baseline hypotheses related to performance above aspirations are
expected to be stronger in those portfolio firms with more experienced PE board members:
Hypothesis 3c: The higher the relative experience of PE board members in a portfolio
firm, the more negative the relationship between a portfolio firm’s performance above
aspirations and capital investments.
Hypothesis 3d: The higher the relative experience of PE board members in a portfolio

firm, the more positive the relationship between a portfolio firm’s performance above
aspirations and its acquisition likelihood.

3. METHODS

3.1. Sample

We constructed a dataset containing information on the portfolio firms of a mid-sized European
PE investor from 2013 to 2018. This PE investor invests in a wide range of industries, including
healthcare, sustainability, engineered products, and ICT, using buyout transactions in various
Continental European countries. We manually gathered yearly financial and strategic
information on each portfolio firm from the time of investment up to exit. As the annual financial
information contains forecasted and realized EBITDA, we do not have to rely on assumptions
regarding how performance aspirations are built, but instead can rely on a direct measure. The
detailed financial and strategic information included in the PE investor’s files, augmented with
data from the Orbis and Zephyr databases’, provided us with information on acquisitions and
capital investments of the portfolio firms. This data collection resulted in an unbalanced panel
dataset consisting of 150 firm-year observations of 51 portfolio firms.

3.2. Variables

7 Both databases are managed by Bureau van Dijk—a Moody’s Analytics company—and leading publisher of
business information on public and private firms. Orbis captures financial data on European firms (e.g., Vanacker et
al., 2017). Zephyr captures transaction level data, such as acquisitions, globally (e.g., Cumming et al., 2020).
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The dependent variables are measured at time t, and the independent and control variables are
measured at time t-1. In line with prior research, we lagged our independent variables with one
year as performance feedback can only take place in the next period (e.g., Audia & Greve, 2006;
Greve, 2008; Ref & Shapira, 2017). Moreover, by using lagged values, we reduce concerns
about the possibility of reverse causality.

3.2.1. Dependent variables

We use two dependent variables in this study: capital investments and acquisition likelihood.
Capital investments was measured as the change in a portfolio firm’s capital equipment in a year,
scaled by the total reported value of a firm’s capital equipment at the end of the previous year
(e.g., Audia & Greve, 2006; Greve, 2003b). In line with prior performance feedback research, we
measure the likelihood of an acquisition as a dummy variable, equal to one if a portfolio firm
completed at least one acquisition in a given year, and zero otherwise (e.g., Ref & Shapira,
2017). In our data, we identified 50 completed acquisitions by 25 portfolio firms. As few
portfolio firms completed multiple acquisitions in the same year (eight percent of the
observations), a binary variable was preferred over a count variable.

3.2.2. Independent variables

Our independent variables are performance below aspirations and performance above
aspirations and capture the difference between observed performance and performance
aspiration. We measure a firm’s aspiration level directly. At the end of each year, the board of a
PE portfolio firm determines and approves a forecasted EBITDA for the next year. This forecast

is used as the aspiration level for a given firm-year®. We hand-collected this information directly

8 Prior research examining performance feedback focused on a number of accounting metrics, including return on
assets (Audia & Greve, 2006), market share (Greve, 1998), and return on sales (Audia et al., 2000). Our focus on
EBITDA is aligned with PE industry practice (e.g., Gompers et al., 2016).
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from the minutes of the board meetings of each portfolio firm. Our direct measure of a firm’s
aspirations brings important advantages over indirect measures that are used in most previous
studies. First, in contrast to studies that construct aspiration levels indirectly, e.g., using an
exponentially weighted average of past performance values or the average performance of a
firm’s peer group, our direct measure is observable and verifiable (Blettner et al., 2015).
Traditional measures may not provide an equally accurate estimate of management’s true
aspiration level. Second, portfolio firm management proposes the performance target, while
through their board representation PE investors may affect the forecast as such—as they need to
approve it. Both the PE investor and management confirmed (in supplementary interviews) that
this goal decision is primarily driven by portfolio firm management, but that these forecasts are
formally discussed, approved, and noted down as part of board meetings.

To construct performance below and above aspirations, we first calculated performance
discrepancies as the difference between a portfolio firm’s forecasted and realized EBITDA,
scaled by forecasted EBITDA (as prior performance feedback literature uses relative rather than
absolute performance measures). Consistent with prior research in this domain (e.g., Joseph et
al., 2016; Kuusela et al., 2017), we then constructed two continuous, but censored variables:
performance below aspirations was measured as the absolute value of the performance
discrepancy if the performance discrepancy was negative, and zero otherwise, and performance
above aspirations as the performance discrepancy if it was positive and zero otherwise.

3.2.3. Moderator variables
Relative amount invested was measured as the amount invested by the PE investor in a given
portfolio firm-year, scaled by the total amount invested by the PE investor across all its portfolio

firms in that year. To capture relative investment experience, we scaled the cumulative years of
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investment experience of all PE-appointed board members in a given portfolio firm-year by the
cumulative years of investment experience of all PE-appointed board members across all its
portfolio firms in that year.’

3.2.4. Control variables

We control for several variables that are standard in studies on the consequences of performance
feedback as well as some more specific to our context. First, to control for the possibility that
acquisitions are part of the initial investment strategy of the PE investor, we included a dummy,
initial acquisition strategy, indicating whether acquisitions were part of the initial investment
thesis. Second, we added years since entry, measured as the number of years since the PE
investor made the investment (Guo et al., 2011). By including time since entry, we consider that
portfolio firms which received investments later on in the lifecycle of the PE fund may exhibit
different behaviors. Third, we included PE ownership, measured as the percentage of equity
owned by PE investors, and PE board chair, a dummy equaling one if the PE investor appointed
the board chair, as more PE ownership and board control may result in more active involvement
in the decision-making process (Gompers et al., 2016). Fourth, we control for syndicate
investments as a dummy variable, equal to one if two or more PE investors invested in
syndication, and zero otherwise. Syndicated PE investments may be related to our key variables
as syndication has been associated with better deal flow and decision-making, and a larger pool
of resources, but may also affect monitoring intensity (e.g., Lockett & Wright, 2001; Manigart et
al., 2006; Meuleman et al., 2009b). We also added management ownership, measured as the
percentage of equity owned by a portfolio firm’s managers. Management ownership is a well-

known incentive alignment strategy of PE investors (Jensen, 1989), i.e., the stronger a manager’s

° The PE board members in our sample had on average 24.9 years of investment experience and amounts invested
ranged from 3 million EUR up to 42.44 million EUR.
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financial incentive to remain involved with the firm, the more a PE investor can rely on a
manager’s firm-specific knowledge and experience (e.g., Bruton et al., 2010; Schulze et al.,
2003). Further, because firm age is likely to affect the investment stage of a portfolio firm, we
also control for firm age measured as the log-transformed number of years since formal
incorporation. The size of the firm can influence available resources—which can thus influence
its acquisition and investment behavior (e.g., Kuusela et al., 2017). Therefore, we also controlled
for firm size, measured as the natural logarithm of total assets.

Next, it is well known that a firm’s responses to performance feedback may be influenced
by the availability of slack resources (e.g. Iyer & Miller, 2008; Kuusela et al., 2017).
Accordingly, we controlled for financial slack, measured as the ratio of cash to total assets, and
potential slack, measured as the ratio of equity to debt (e.g. Iyer & Miller, 2008). Furthermore,
we also control for board interlocks, which are established when a PE investment manager
sitting on the board of one portfolio firm also serves on the board of another portfolio firm
(Tuschke et al., 2014). Board interlocks often function as an important source of organizational
learning by observing the behaviors and experiences of other firms (Kim & Miner, 2007; Zona et
al., 2018). Accordingly, this may influence a portfolio firm’s strategic behavior when confronted
with performance discrepancies. Therefore, we added board interlocks, measured as the number
of board interlocks of the PE board members (Martin et al., 2015; Tuschke et al., 2014). Finally,
we included year fixed effects to account for remaining variance in macro-economic conditions.
3.3. Econometric approach
Given the longitudinal nature of our data, we use a generalized estimating equation (GEE) model
with a panel data structure to analyze the data. A key benefit of this model is that it allows to

specify a correlation matrix that accounts for the within-subject correlation of acquisitions or

26

http://mc.manuscriptcentral.com/sej



Page 27 of 60

oNOYTULT D WN =

Strategic Entrepreneurship Journal

capital investments over time (Ballinger, 2004). Another advantage is that this model can handle
dependent variables with different distributions (Ballinger, 2004). When specifying the
distribution of our dependent variable, we chose a normal (gaussian) link in models for capital
investment and a logit link in our models for acquisition likelihood.!® We winsorized continuous
variables at the top and bottom 2.5 percent to reduce potential bias due to outliers.!!
4. RESULTS
4.1. Main findings
Table 1 summarizes the descriptive statistics and presents the correlation matrix for the variables
used in the empirical models. Variance inflation factors (VIFs) had an average value of 2.18
(2.13) in models for capital investment (acquisition likelihood) and a maximum value of 4.29
(for the firm size variable). Further, we conducted a multicollinearity diagnostic test using the
coldiag procedure of Belsley et al. (1980). This test showed that the condition number of our
complete model is 7.53, well below the threshold of 30. Combined, this reduces the concern of
multicollinearity affecting our results.

[Insert Table 1 here]

In Table 2, we present the results of the capital investment models, while in Table 3 we
present the results for acquisition likelihood. Model 1 includes control, independent and
moderator variables, Models 2, 3, 4 and 5 add each of the hypothesized interactions for
performance below aspirations and performance above aspirations individually and Model 6
presents the full model including all interactions jointly. Below we focus our discussion on the

full model results.

10 Thus, related to acquisitions, we use GEE discrete-time survival models (e.g., Haveman & Nonnemaker, 2000).
We rely on yearly data, which makes it more appropriate to use such discrete-time methods, relative to continuous-
time methods (such as Cox regressions) (Allison, 1995).

' Our main results are also robust to using a 5 percent level of winsorization.
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[Insert Table 2 and 3 here]

Hypothesis 1a predicted that the relationship between performance below aspiration and
capital investments would be positive, whereas Hypothesis 1b predicted it would be negative for
acquisition likelihood. Hypothesis 1a is supported, as the coefficient of the main effect of
performance below aspiration is significant in Model 1 (Table 2: B =0.007, p = .037). As there is
no statistically significant main effect of performance below aspirations and acquisition
likelihood in Model 1, we do not find support for Hypothesis 1b (Table 3: f =-0.009, p =
209).12

Hypothesis 1c¢ predicted that in the average PE-backed company performance above
aspiration would negatively impact capital investments, while Hypothesis 1d predicted it would
positively impact acquisition likelihood. Neither hypothesis could be supported due to a lack of
statistical significance (Table 2: B =-0.012, p =.515; Table 3: f =-0.008, p = .480).

Hypothesis 2a (2b) predicted that the relationship between performance below aspiration
and capital investments (acquisition likelihood) would be more positive (negative) the higher the
relative amount invested by the PE investor. Providing support for H2a, we find that the
coefficient estimate for performance below aspiration x relative amount invested is positive and
significant in Model 6 in Table 2 (B = 0.603, p =.019). Supporting H2b, the coefficient estimate
for performance below aspiration x relative amount invested is negative and significant in Model
6 in Table 3 (B =-3.006, p=.012).

Figure 1 illustrates the respective interactions. This figure, which was constructed using
the methodology proposed by Meyer et al. (2017), shows the marginal effect of performance

below aspiration on capital investments (left-hand panel) and acquisition likelihood (right-hand

12 Remark that the coefficient is significant in the models including the moderator variables, where the goodness-of-
fit statistics is also much higher.
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panel) for the full range of values in relative amount invested. Compared to a traditional
approach where interaction effects are only visualized at a selected number of values for the
moderator (e.g., one SD below and above the mean), these figures allow for a more rigorous
interpretation of the magnitude and nature of an interaction effect, and is a particularly relevant
approach when interpreting interaction effects in nonlinear models (e.g., Norton et al., 2004).13
The two outer lines in these figures represent the 95% confidence range for the marginal effect of
performance below aspiration on the respective dependent variable, so that the effect is positive
if both lines are above the horizontal zero line, and negative if both lines are below the horizontal
zero line. Figure 1 is illuminating as it suggests that (1) the main effect of performance below
aspiration on capital investments is positive, while negative for acquisition likelihood (most
values lie below the horizontal zero line for acquisition likelihood, and above it for capital
investments); (2) the effect of performance below aspiration on capital investments (acquisition
likelihood) becomes more positive (negative) for increasing values of relative amount invested
(i.e., moving to the right in the graph); (3) the effect on capital investments and acquisition
likelihood turns insignificant for low values of relative amount invested (points at the left of both
panels). Thus, we find support for both H2a and H2b.

[Insert Figure 1 here]

Hypothesis 2¢ (2d) predicted that the relationship between performance above aspiration
and capital investments (acquisition likelihood) would be more negative (positive) when the
relative amount invested by the PE investor is higher. Turning back to Table 2, for H2c, the
coefficient estimate for performance above aspiration X relative amount invested on capital

investments is negative and marginally significant (B =-1.147, p = .087, Model 6). Supporting

13 For comprehensiveness, we also report the standard interaction effect plots in the online appendix.
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H2d, we find that the coefficient estimate for performance above aspiration x relative amount
invested is positive and significant in Model 6 of Table 3 (B =4.953, p = 0.003.

Figure 2 illustrates these interactions. The left-hand panel of Figure 2 shows how the
effect of performance above aspiration on capital investment is weakly positive at low values of
relative amount invested (one SD below the mean) but is negative at high values of relative
amount invested. Hence, H2c is weakly supported. The right-hand side of Figure 2 shows that
the effect of performance above aspiration on acquisition likelihood increases with increasing
values of relative amount invested (the line has a positive slope). Furthermore, while the effect is
negative for low to moderate values of relative amount invested, there is a range of values where
the effect is positive, i.e. when relative amount invested is above 0.05 (about one SD above its
mean value). Thus, we find support for H2d.

[Insert Figure 2 here]

Hypothesis 3a (3b) predicted that the relationship between performance below aspiration
and capital investments (acquisition likelihood) would be more positive (negative) the higher the
relative investment experience of PE-affiliated board members. Supporting H3a, the coefficient
estimate in the capital investment model (Table 2) for performance below aspiration x relative
investment experience is positive and significant (B = 0.634, p = .002, Model 6). Supporting
H3b, the coefficient estimate in the acquisition model (Table 3) for performance below aspiration
x relative investment experience is negative and significant in Model 6 (f =-1.032, p =.002).

Figure 3 clarifies these effects. The left-hand panel of the figure illustrates that the effect
of performance below aspirations on capital investments is positive and increasing with relative
investment experience for moderate to high values of relative investment experience, and

insignificant for low values of relative investment experience. The right-hand panel shows that
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the effect of performance below aspirations on acquisition likelihood becomes more negative for
increasing values of relative investment experience, while it is insignificant for low values of
relative investment experience. Combined, these results are in line with H3a and H3b.

[Insert Figure 3 here]

Finally, Hypothesis 3¢ (3d) predicted that the relationship between performance above
aspiration and capital investments (acquisition likelihood) would be more negative (positive) the
higher the relative investment experience of PE-affiliated board members. For capital
investments, we find that, contrary to our expectations, the coefficient estimate for performance
above aspiration X relative investment experience is positive and marginally significant (Table 2,
B=1.971, p=.063, Model 6). Again, contrary to our expectations, the coefficient estimate for
performance above aspiration x relative investment experience is negative and significant in the
acquisition likelihood models (Table 3, Model 6, p =-6.302, p =.013). We also note this effect is
not statistically significant when included individually (Table 3, Model 5, B = 0.542, p =n.s.).!4

Figure 4 supports these findings. The left-hand panel of Figure 4 shows how the effect of
performance above aspiration on capital investment is weakly negative at low values of relative
investment experience, but positive at high values of relative investment experience. Thus, H3c
is not supported. The right-hand side of Figure 4 shows that the effect of performance above
aspiration on acquisition likelihood declines with increasing values of relative investment
experience (the line has a negative slope). Furthermore, while the effect is negative for moderate
to high values of relative investment experience, there is a range of values where the effect is
insignificant, i.e., when relative investment experience is below 0.03 (about its mean). Thus, we

do not find support for H3d. We come back to these surprising findings in our discussion.

14 Having effectively ruled out multicollinearity above, this result would imply that the effect of performance above
aspiration on acquisition likelihood is not adequately explained by any single moderator alone.
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[Insert Figure 4 here]
4.2. Robustness tests and supplementary analyses
Prior research has shown that board interlocks may result in more opportunism (Hillman &
Dalziel, 2003; Zona et al., 2018). When a PE-affiliated board member is active on multiple
boards, it may be that high performance in one portfolio firm reduces the board member’s
incentive to be actively involved in other portfolio firms’ boards. To control for this potential

influence on our dependent variables, we added a star interlock dummy as additional control in

our models. This variable was equal to one if at least one of the PE-affiliated board members in a

portfolio firm served on the board of another portfolio firm that was performing above
aspirations, and zero otherwise. Results remained consistent.

Finally, because the effects of the control variables might differ when performance is
either above or below aspirations, we reran our analyses with a split sample including only the
observations where performance was above aspirations, or below aspirations, respectively. The
overall pattern of results remained consistent with our main analyses.

5. CONCLUSION AND DISCUSSION

Capital investments and acquisitions are frequently used growth strategies by PE investors and
their portfolio firms. Integrating the BTOF with a corporate governance perspective, we argued
that an individual PE investor may have varying incentives and influence to intervene in their
portfolio firms, which may in turn shape how portfolio firm management reacts to both positive
and negative performance discrepancies.

5.1. Contributions

The entry of a PE investor announces the beginning of a new era for a portfolio firm; the bar is
raised, new aspirations are set, and moving forward the PE investor will have a say in how the

firm is run. As such, the PE context provides an interesting backdrop to examine traditional
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predictions made by the BTOF. First, the PE context—where the goal is to maximize value
creation and return potential—requires a novel take on aspirations as such. Traditional ways of
measuring aspirations, based on prior or industry peer performance, are largely irrelevant in this
context where the very entry of a PE investor will imply a drastic change in aspirations. Hence,
direct aspirations, set by PE investor and management, are theoretically relevant and important to
consider. Indeed, unreported tests comparing the traditional measures of aspirations and our
direct measure indicate that social aspirations have no significant explanatory power, while
historical ones have partial explanatory power. Moreover, we find low correlations between the
“traditional” and direct aspiration measures. These findings suggest that aspirations might be set
fundamentally different in different settings (i.e., the PE setting) so that traditional approaches do
not work well in all contexts. Moreover, it also highlights the importance of recognizing such
complexities and moving beyond traditional measures. Failing to do so may hinder our ability to
uncover robust relationships between aspirations and strategic actions, as demonstrated by our
direct aspiration measure.

Second, scholars have called for integrating the BTOF with corporate governance (e.g.,
Van Ees et al., 2009; Gavetti et al., 2012) to understand how a firm’s governance affects the
pressures management is under and consequently how management reacts to performance
feedback. Our study extends prior research in this domain by arguing that a powerful owner such
as a PE investor will govern how management reacts to performance feedback—as in, through
which growth strategy—depending on (1) the performance context of the portfolio firm and (2)
the owner’s incentives and influence to impact portfolio firms. While we generally failed to
uncover significant main effects of performance below and above aspirations on our dependent

variables (the significant positive relation between performance below aspirations and capital
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investments is the exception), the results of our interaction effects show this is due to varying
incentives and influence of a PE investor to monitor and intervene across its portfolio of firms.
We find that a PE investor will push more for capital investments but deter acquisitions
as performance shortfalls increase in a given portfolio firm, when they have made a relatively
larger investment in that portfolio firm. Hence, when a PE investor has substantial incentives to
monitor a portfolio firm, results align with those found in most prior BTOF studies. Interestingly
though, most of the prior BTOF studies were conducted in the context of large and/or public
firms where extensive market oversight is standard—which would hence more closely align with
extensive PE investor monitoring. With far less oversight though, as would be the case in those
portfolio firms that represent a relatively smaller investment in a PE investor’s portfolio, we see
these traditional predictions do not hold. In line with our theorizing, the effect of performance
below aspiration on acquisition likelihood and capital investments turns insignificant when a PE
investor has invested only a relatively low amount. This suggests that with little oversight,
management of portfolio firms will be far less compelled nor pushed to take action—regardless
of which growth strategy is considered. A similar conclusion holds for a PE investor’s influence:
when a PE investor has appointed relatively experienced board members, who should be better
able to influence management of portfolio firms, we find results in line with those of prior BTOF
studies. Yet, when influence is low—i.e. when appointed board members are relatively junior—
inaction on portfolio firm management’s side is the consequence. Combined, this shows the
relevance of an owner’s incentive and influence to govern as with limited effective oversight
management may not behave in line with what the BTOF would prescribe. Put differently, it
seems traditional BTOF predictions when it concerns how firms react to negative performance

feedback mainly hold in a context of strong and effective oversight.
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Further, one of the core predictions of the BTOF is that strategic change is most likely
when performance falls below aspirations (Cyert & March, 1963). Based on this prediction, most
studies in the BTOF domain have focused on explaining strategic change when faced with
performance shortfalls (Posen et al., 2018). Far less studies have examined scenarios of
overperformance, and those that did generally resulted in a picture consistent with BTOF,
namely one of managerial complacency and caution, and reduced initiative (e.g., Arrfelt et al.,
2013; Joseph et al., 2016). Also here, the PE context provides a theoretically relevant context as
a PE investor’s goal to maximize value creation and return would be at odds with taking no
further action when a portfolio firm would surpass expectations. Here, we expected a PE investor
to generally have a preference for acquisitions over capital investments, resulting in more of the
former and less of the latter given a finite amount of resources and managerial attention. In line
with the governance perspective outlined above, we expected that in those portfolio firms where
a PE investor had more incentives and influence to intervene, portfolio firms would experience
more pressure to do acquisitions, while being discouraged from increasing capital investments.
While we find general support for this notion in case of incentives to intervene (i.e., portfolio
firms with larger investments will face more pressure from their PE investor), we found the
opposite effect for influence (i.e., portfolio firms with more experienced PE representatives on
the board). Hence, this would suggest that when owners have a stronger incentive to monitor and
intervene in their portfolio firms, traditional BTOF prescriptions as to how firms react to positive
performance feedback do not hold.

The results of investment experience ran counter to our expectations both for capital
investments and acquisitions (even though the latter one needs to be interpreted with care). The

strongest effects here could be observed for those firms with more experienced PE board
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members who seem to push back on acquisitions but in favor of capital investments in case of
overperformance. One possible explanation here could be that more experienced PE
representatives might focus more on retaining their established reputations and avoid taking on
additional risks by pursuing acquisitions when firms already perform substantially above
aspirations (hence behaving more in line with core BTOF predictions). Theoretically, and in line
with a broad empirical literature (e.g., Finkelstein, 1992), we had expected experience to be a
proxy for the influence board members have on the strategic decision-making process, i.e. with
more experienced board members being able to weigh more heavily on the discussion and
increasing their likelihood of being listened to, as they are assumed to be the experts. We do,
however, acknowledge that influence may result from other sources too which we do not capture
in the current study. Moreover, our alternative explanation suggests experience itself may also
map onto different concepts beyond influence, such as reputational concerns. We invite further
research to disentangle these concepts so we can more comprehensively understand through
which mechanisms individuals affect firm-level BTOF relationships.

More generally, our findings regarding overperformance raise the question of when
solution search is halted, which is typically assumed to happen when firms reach their aspiration
point. Our study suggests that an owner with high incentives may be a powerful force to push
management to continue seeking value creation. Conversely, low incentives (or more
conservative behavior) may accelerate the cessation of solution search. Combined, this suggests
owners as key coalition members—and particularly, their incentives—may have an important
role in determining when solution search is stopped.

Overall, this study sheds light not only on when PE investors are more likely to intervene

in their portfolio firms, but also #ow they prefer to do so. That is, our theory and findings suggest
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that a PE investor approaches both types of growth strategies, i.e., acquisitions or internal capital
investments, differently, with acquisitions mainly being pushed in more positive performance
scenarios (i.e., in case of minor performance shortfalls or overperformance) and internal growth
being preferred in case of larger performance shortfalls. The strength of these relationships is,
however, moderated by a PE’s incentives and influence to govern management. These findings
extend the notion of PE investors as effective and active monitors as they suggest that PE
investors can effectively curb managerial complacency (e.g., in the case of overperformance) and
direct management towards more value-creating growth strategies in case of underperformance.
More broadly, it further opens the black box of PE investor monitoring and involvement
behaviors (Manigart & Wright, 2013).

In line with prior research, our study provides support for the notion that owners may
have a substantial effect on management’s solution search when confronted with performance
feedback (e.g., O’Brien & David, 2014). We extend this line of research in multiple important
ways. First, our study suggests that an owner’s incentive and influence to govern management—
which may vary substantially across a portfolio of investments—are consequential to
organizational change. Particularly, these dimensions not only affect the extent of pressure
owners may exercise on management, but also the type of pressure they exercise, i.e., in terms of
pushing for or against a specific type of strategic change (e.g., pushing more against acquisitions
in case of larger performance shortfalls, but more for them in case of overperformance). They
also affect the type of strategic change preferred, e.g., capital investments are preferred over
acquisitions in case of larger performance shortfalls.

As such, we provide more direct and in-depth evidence for a core BTOF prediction,

namely that management’s solution search is shaped by the preferences of powerful coalitions in
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the firm (Cyert & March, 1963; Gavetti et al., 2012). However, those preferences are not
universal; the idea of attention focus (Cyert & March, 1992) proves useful to theorize about
when under- or overperformance would be more likely to catch the attention of powerful
coalition members, making them more likely to take action. Along the same lines, the very
notion of coalition formation assumes a process of political dynamics (Cyert & March, 1963)—
one in which influence is crucial. Yet what shapes this influence has been largely overlooked up
to now. While our study focuses on the portfolio firm level, the results related to board members’
investment experience suggest there is merit in more deeply integrating individual-level factors
into the BTOF. Future research could expand this by adopting a micro-foundations perspective
(e.g., Felin et al., 2015) and more explicitly disentangle how aspects of individual motivation and
cognition “interact and aggregate to generate macro-level phenomena” (Aggarwal et al., 2017:
1213), such as firm change.

Second, in their seminal work, March and Simon (1958) and Cyert and March (1963)
proposed that problemistic search is mainly local, whereby local has typically been defined in
terms of familiarity and expertise with a possible solution (Posen et al., 2018). In the PE context,
both capital investments and acquisitions are well-known and often relied upon growth
strategies. By examining both types of strategic change simultaneously, our study suggests that
what constitutes local search may be a factor of what is deemed most appropriate in that context.
Our empirical models reveal that when confronted with performance shortfalls, acquisitions are
far less likely whereas capital investments are far more, which suggests that a PE investor pushes
management more towards one growth strategy (i.e., capital investments) over the other (i.e.,
acquisitions). The interviews we conducted further corroborate that PE investors deem capital

investments a far better solution than acquisitions to address large performance shortfalls.
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Conversely, when performance shortfalls are smaller or in cases of overperformance,
acquisitions are seen as a more effective engine for future growth (although incentives and
reputational concerns may play into this). So, our study contributes to the understanding of
familiarity and expertise in local search by highlighting that the appropriateness of a particular
solution varies across performance contexts.
5.2. Practical implications
Our findings have important implications for PE investors and portfolio firm managers. PE
investors often try to strongly affect a portfolio firm’s decision-making process, i.e., they
evaluate the functioning of the firm, and look for ways to improve and/or accelerate portfolio
firm growth, with as ultimate goal to optimize shareholder value at exit. However, our results
suggest that PE investors should be aware that their impact is constrained by their willingness to
exert effort as well as by their influence. Getting more influence is something they can achieve
through appointing board members with sufficient experience; appointing too junior investment
managers may harm their influence in portfolio firms performing below targets. However, senior
investment managers may become somewhat risk-averse or conservative when portfolio firms
perform above aspirations, which may be another factor to be considered. This additionally may
require more follow-up from an investment committee’s perspective, for instance, bearing in
mind we do not have insight into the value-creation consequences of these strategic actions.
Finally, more PE investor power may come at a cost in terms of managers’ bargaining
position and decision-making discretion. Thanks to a PE buyout, managers become shareholders
of the firms they are active in, but by involving external parties, they also expose themselves to
the risks of retaining little residual power in the decision-making process (Wynant et al., 2023).

Nevertheless, although managers might have to accept decisions they would not have taken
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themselves, these decisions can enhance value creation in their firm, as this active involvement is
also what entails the added value of PE investors. Through their investing experience, PE
investors assist their portfolio firms to help them grow, either through internal investments or
acquisitions.
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Mean SD Min. Max. () (2) 3 @® G ®G @O ® O @do an 12y 13 @149 @ds (16
(1) Acquisition likelihood 020 0.40 0.00 1.00
(2) Capital investments 023 046 -0.37 1.50 0.01
(3) Performance below aspirations 31.33 47.23 0.00 160.0 -0.16 0.11
(4) Performance above aspirations 857 19.29 0.00 80.0 -0.04 -0.14 -0.30
(5) Relative amount invested 0.03 0.02 001 0.12 0.25 -0.01 -0.30 0.01
(6) Relative investment experience 0.03 0.02 0.01 0.08 0.11 -0.14 -0.02 -0.03 0.46
(7) Initial acquisition strategy 0.57 0.50 0.00 1.00 0.25 -0.10 -0.18 -0.14 0.09 0.18
(8) Years since entry 2.69 236 0.00 800 -0.15 0.10 0.18 0.20 -0.07 0.34 -0.12
(9) PE ownership 5191 2228 20.7 98.1 -0.06 -0.11 0.02 0.09 0.06 0.27 0.07 021
(10) PE chair 033 047 0.00 1.00 0.10 0.03 0.08 0.05 -0.13 0.00 0.04 -0.01 0.30
(11) Syndicate 024 043 0.00 1.00 0.02 0.02 0.15 -0.09 0.05 -0.09 -0.01 0.02 0.26 -0.09
(12) Management ownership 23.25 2625 0.00 793 0.19 0.07 -0.05 -0.21 0.01 -0.14 0.26 -0.21 -0.65 -0.14 -0.12
(13) Firm age" 298 0.69 179 486 0.01 -0.06 -0.20 -0.12 0.14 0.06 0.03 -0.02 -0.11 -0.15 0.11 0.11
(14) Firm size" 106 128 7.56 146 020 -0.09 -0.36 -0.04 043 022 0.09 -0.10 -0.17 -0.20 0.16 0.11 0.29
(15) Financial slack 0.14 0.14 0.00 0.56 -0.09 0.15 0.01 0.18 -0.13 -0.28 -0.07 0.05 -0.19 -0.12 -0.19 0.08 -0.33 -0.35
(16) Potential slack 041 020 0.10 086 0.18 0.02 -0.06 -0.05 -0.00 -0.18 0.09 -0.21 0.03 0.32 -0.13 0.14 0.06 -0.11 0.06
(17) Board interlocks 345 225 0.00 10.0 0.00 -0.12 0.12 -0.06 0.00 0.39 -0.16 0.19 -0.06 -0.02 -0.27 0.08 0.17 0.06 -0.12 -0.04

Notes: Correlations are based on n = 150 firm-year observations. Correlations greater than |0.16] are statistically significant at p <.05.
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Variables 1, 2, 3, 11, and 14 are binary, thus these correlations
should be interpreted with care. L Indicates that a log-transformed variable is used. SD = standard deviation. Min. = Minimum value. Max. = Maximum value.
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1

2

i TABLE 2 GEE regressions for capital investments

3 (@) ) 3) “) (%) (6)

6 Initial acquisition strategy -0.076 -0.084 -0.588* 0.101 -0.045 -0.505*

7 (0.323) (0.453) (0.309) (0.318) (0.284) (0.263)

8 Years since entry 0.274%** 0.285%* 0.261%* 0.211%* 0.208** 0.197%**

9 (0.101) (0.135) (0.116) (0.105) (0.092) (0.072)

1®E ownership 0.019* -0.005 0.001 0.017 -0.026* 0.023%*

11 (0.010) (0.013) (0.009) (0.012) (0.013) (0.010)

1PE chair -1.058*** -0.932%%* -0.987*** -0.945%** -0.875%** -1.118%**

13 (0.357) (0.315) (0.292) (0.342) (0.305) (0.309)

18yndicate -1.145%%* -1.609*** -0.377 -0.941%* -1.287*** -0.859%*

15 (0.325) (0.512) (0.288) (0.463) (0.433) (0.375)

1éManagement ownership 0.007 0.006 0.012 0.009 -0.003 0.025%**

17 (0.010) (0.010) (0.008) (0.008) (0.010) (0.009)

14irm age -0.372 -0.104 -0.186 -0.415 -0.077 -0.134

19 (0.257) (0.310) (0.237) (0.268) (0.317) (0.249)

2d:irm size 0.537%* 0.843%** 0.508%* 0.633* 0.599%** 0.734%**

5 (0.232) (0.243) (0.226) (0.372) (0.176) (0.144)

2}‘inancial slack -0.381 1.677 1.587 1.381 1.110 1.918

5 (1.491) (1.549) (1.567) (1.994) (1.067) (1.315)
%otential slack 2.844 1.729 1.338%* 2.070%** 1.794%* 0.603

24 (2.938) (1.055) (0.740) (0.777) (0.909) (0.560)

230ard interlocks -0.124* -0.292%** -0.262%** -0.287*** -0.257%** -0.220%*

26 (0.067) (0.094) (0.068) (0.078) (0.094) (0.088)

2Relative amount invested -12.011 -12.510 -7.953 0.877 -3.589 -9.188

28 (9.390) (13.420) (10.512) (8.003) (9.568) (6.731)

2%Relative investment experience -36.176** -39.224** -48.364** -60.415%** -46.714%* -55.599%

30 (16.783) (17.519) (19.7006) (22.232) (18.682) (20.141)

3TPerformance below aspiration 0.007** 0.005 -0.003 0.005%* 0.01 [*** 0.011**

32 (0.003) (0.004) (0.004) (0.003) (0.003) (0.005)

3Performance above aspiration -0.012 0.028** 0.000 0.013 0.024** -0.003

34 (0.010) (0.012) (0.011) (0.011) (0.011) (0.009)

3FPerformance below aspiration x 0.480%* 0.603**

3@elative amount invested (0.262) (0.258)

3Performance below aspiration x 0.500%** 0.634%**

3R elative investment experience (0.164) (0.201)

3d’erformance above aspiration x -0.538* -1.147*

gRelative amount invested (0.327) (0.669)

gPerformance above aspiration x 1.326** 1.971*

elative investment experience (0.592) (1.062)

3Year fixed effects Yes Yes Yes Yes Yes Yes

44F0nstant 0.743* 1.403** 0.834 0.798 1.554%* 0.634

4 (0.402) (0.616) (0.523) (0.534) (0.707) (0.428)

45Chi2 33.75* T1.12%** 84.00%** 77.10%** 74.02%** 112.24%**

4(7) Note. 150 firm-year observations from 51 firms. Robust standard errors clustered by firm are indicated in

48 parentheses.

49 *p <.l ¥ p<.05**p<.01.

50

51

52

53

54

55

56

57

58
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1
2
i TABLE 3 GEE regressions for the likelihood of acquisitions
3 (@) () 3) “) (5 (6)
6 Initial acquisition strategy 0.681 0.570 0.553 0.762 0.686 0.776
7 (0.700) (0.767) (0.772) (0.660) (0.748) (0.747)
8 Years since entry -0.433%** -0.571*** -0.548%** -0.383** -0.426%** -0.515%%*
9 (0.159) (0.219) (0.193) (0.160) (0.160) (0.255)
1®E ownership 0.034 0.030 0.032 0.046 0.031 0.037
11 (0.030) (0.030) (0.027) (0.029) (0.027) (0.037)
12PE chair 0.832 0.843 0.607 0.925 0.712 1.302
13 (0.805) (0.924) (0.874) (0.825) (0.834) (0.924)
18yndicate -0.395 0.107 -0.124 -0.695 -0.334 -0.092
15 (0.862) (0.998) (0.993) (0.903) (0.923) (0.985)
1éManagement ownership 0.025 0.027 0.023 0.028 0.022 0.030
17 (0.021) (0.024) (0.020) (0.020) (0.019) (0.030)
14irm age -0.256 -0.629 -0.319 -0.175 -0.264 -0.566
19 (0.450) (0.496) (0.450) (0.462) (0.454) (0.518)
2dTirm size 1.048%*** 1.101** 1.019%* 1.465%%* 1.045%* 1.318%**
5 (0.393) (0.559) (0.512) (0.495) (0.487) (0.467)
2é-‘inamcial slack 6.149%* 4.529 6.122%* 7.469%* 5.822%%* 6.937%*
5 (2.784) (2.766) (2.724) (3.491) (2.933) (3.163)

%’otential slack 1.448 2.537 2.124 0.688 1.308 2.899
24 (1.691) (1.877) (1.749) (1.650) (1.719) (2.199)
230ard interlocks 0.010 0.057 0.040 -0.008 0.020 0.072
26 (0.166) (0.177) (0.160) (0.155) (0.154) (0.192)
2Relative amount invested -5.326 9.224 35.359 -13.397 10.026 -33.141
28 (16.495) (41.098) (39.802) (31.952) (38.471) (22.318)
2Relative investment experience 5.067 5.273 -9.417 -11.302 -6.778 32.020
30 (38.003) (15.706) (16.336) (13.736) (17.000) (37.747)
3TPerformance below aspiration -0.009 -0.069** -0.040 -0.011 -0.010 -0.059#**
32 (0.008) (0.034) (0.025) (0.008) (0.008) (0.020)
3Performance above aspiration -0.008 -0.018 -0.012 -0.055* -0.011 -0.027
34 (0.012) (0.015) (0.013) (0.029) (0.014) (0.061)
3FPerformance below aspiration x -2.788%** -3.006**
3@elative amount invested (1.237) (1.193)
3Performance below aspiration x -2.141%* -1.032%**
3R elative investment experience (1.120) (0.322)
3d’erformance above aspiration x 1.792%* 4.953***
gRelative amount invested (1.002) (1.640)
gPerformance above aspiration x 0.542 -6.302%*

elative investment experience (0.734) (2.525)

43Year fixed effects Yes Yes Yes Yes Yes Yes
44F0nstant -5.581%** -6.242%** -6.355%** -7.082%** -6.393%** -7.375%%*
4 (2.281) (2.136) (1.771) (2.197) (1.788) (2.926)
45Chi2 56.96*** 49.02%*** 62.08*** 67.75%** 68.79%** 153.96%**
4(7) Note. 150 firm-year observations from 51 firms. Robust standard errors clustered by firm are indicated in
48 parentheses.
49 *p<.l*¥*p<.05***p<.0l.
50
51
52
53
54
55
56
57
58
59
60
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Marginal effect of performance below aspiration
on capital investment

[

Marginal effect of performance below aspiration
on acquisition likelihood

.05 o
Relative amount invested

T T T
.05 A 15
Relative amount invested

FIGURE 1 Effect of performance below aspiration on capital investment (left-hand panel) and acquisition
likelihood (right-hand panel) at different levels of relative amount invested

Marginal effect of performance above aspiration
on capital investment

Marginal effect of performance above aspiration
on acquisition likelihood
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FIGURE 2 Effect of performance above aspiration on capital investment (left-hand panel) and acquisition
likelihood (right-hand panel) at different levels of relative amount invested

Marginal effect of performance below aspiration
on capital investment

Marginal effect of performance below aspiration
on acquisition likelihood

Relative investment experience
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FIGURE 3 Effect of performance below aspiration on capital investment (left-hand panel) and acquisition
likelihood (right-hand panel) at different levels of relative investment experience
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Marginal effect of performance above aspiration Marginal effect of performance above aspiration
on capital investment on acquisition likelihood

0 o o4 06 % 0 02 o4 08 o8
Relative investment experience Relative investment experience
FIGURE 4 Effect of performance above aspiration on capital investment (left-hand panel) and acquisition
likelihood (right-hand panel) at different levels of relative investment experience

Note: These graphs show the effects of performance above/below aspiration on capital investment (left-hand
panel) and acquisition likelihood (right-hand panel) for the full range of values of relative investment amount
(Figures 1 and 2) and relative investment experience (Figures 3 and 4). The dotted lines represent the point
estimates, whereas the dashed lines report the 95 percent confidence range for the interaction effect. The graphs
were derived using the methodology described in Meyer et al. (2017).
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Online Appendix: Standard interaction effect plots

These figures plot the marginal effects of the independent variables at two values for the moderating variables:
the mean value minus one standard deviation (“low”), and the mean value plus one standard deviation (“high”).
The independent variables are performance above aspiration and performance below aspiration. The moderating
9 variables are relative amount invested and relative investment experience. In these plots, performance near the
10 aspiration level equals the mean value of either performance above/below aspiration minus one standard

11 deviation. Performance well below/above the aspiration level equals the mean value plus one standard deviation.

oNOYTULT D WN =
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Interaction effect plots for acquisition likelihood - Performance below aspirations
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REPLY TO COMMENTS OF THE EDITOR

Dear Authors,

Thank you for submitting your manuscript SEJ-22-4388.R2 entitled "Same owner, different impact: How
responses to performance feedback differ across a private equity investor’s portfolio firms" to Strategic
Entrepreneurship Journal. The referee appreciate your significant effort and progress, but also suggest
some revisions to your manuscript. Given my familiar with this topic, I decided to conditionally accept
your manuscript. The condition is that you take all the remaining concerns fully to heart. My intention is
to review the paper personally at the next round. If necessary, however, I will return to the reviewer. My
hope is that won't be necessary, though. Thank you for your contribution to the SEJ. I'm looking forward
to receiving your response soon.

Congratulations! Once again, I thank the two reviewers for their extremely high-quality input in fostering
a productive dialogue at SEJ.

Our response: Thank you for conditionally accepting our paper. We have carefully reviewed the
remaining concerns of Reviewer 2 and have taken them to heart. To be as specific as possible, we have
replied to each of Reviewer 2’s comments in detail below. We hope you agree that we have been
responsive to the remaining feedback.

Here are two requests for your paper, now that it is moving to acceptance: (1) adding a two-part abstract
and (2) considering preparing a video abstract.

1. Two-part abstract: The journal requires a two-part abstract for accepted papers. The full two-paragraph
abstract will be posted online, where it will be available to all viewers, and also will be printed as part of
the published article in the journal. With your final manuscript, please include an abstract that has two
paragraphs in the following format.

Abstract
Research summary: This paragraph is the same as the traditional type of abstract, describing the scholarly
purpose and results of the paper (maximum 125 words).

Managerial summary: This paragraph describes the purpose and results of the paper in non-technical
language; you have the option of including implications for practice in the paragraph if you believe they
are relevant, but we do not require implications—just a clear statement of purpose and results (maximum
125 words).

Our response: We have now added the two-part abstract to our paper (p. 1). In particular, the
new managerial summary reads as follows (the research summary is the same as the old abstract):

Managerial summary: A PE investor may differently guide its portfolio firms. Incentives
to intervene should be larger in case of larger investments, and influence should be more extensive
in case of more senior PE board representatives. In this study, we examine how a PE investor’s
varying incentives and influence affect how PE-backed firms strategically react to under- and
overperformance. We find that a PE investor pushes for capital investments but deters acquisitions
as performance shortfalls increase in a portfolio firm, when they have made larger investments and
appointed more senior board members. In case of overperformance, a PE investor pushes towards
acquisitions (and against capital investments) when they have invested more. Surprisingly, the
opposite holds in case of more senior board members.
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2. Video abstract: The journal is now inviting authors of accepted papers to prepare brief "video
abstracts," which help build readership and discussion of the work. The video abstracts are linked to the
paper on Wiley Online Library (WOL), as well as promoted via SMS social media channels, and are
hosted on the SMS YouTube channel. If you are interested in preparing a video abstract for your paper,
please contact SEJ Editorial Office at sej(@strategicmanagement.net.

Our response: We are definitely interested in making a video abstract, but thought it was maybe
best to wait to contact the Editorial Office until receiving the final editorial decision.

Thank you for submitting this important research to Strategic Entrepreneurship Journal. I look forward to
receiving your revision.

Our response: Thank you for your guidance in this revision process. We firmly believe our paper
has substantially improved compared to its first submission. And, we are extremely grateful for all the
constructive feedback we have received.

Sincerely,
Dr. Brian Wu

Strategic Entrepreneurship Journal
wux(@umich.edu
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REPLY TO COMMENTS OF REVIEWER #2

Thank you for giving me the opportunity to review the revised manuscript, SEJ-22-4388 “Same owner,
different impact: How responses to performance feedback differ across private equity investor’s portfolio
firms?” for a second time. I think you’ve made progress.

While most of the expected direct effects do not receive support, I think the fact that relative investment
size moderates the effects is interesting and sheds light on an important mechanism (what is at stake to the
PE firm and the incentives to govern matter when it comes to performance aspiration gaps). As I noted
from the start, the context (now much better motivated) and capturing aspirations directly through the
meetings is really unique. That said, I still have a few issues and will focus here on prior comments.

Our response: Thank you for your comments. We are happy you agree the paper has
substantially improved. Below, we have replied to each of your comments in detail.

Theory

1. Theoretical framework : Ability to Govern In my prior comments, I was concerned about what new
information we gain about the BtF from your study. Do we have a coherent theoretical framework? |
continue to struggle with the relative investor experience, which you note is an ability to govern (e.g. .
page 3 or section 2.4). The issue is exacerbated as some of the predicted relationships of “ability to
govern” (H3c,d) do not receive empirical support but show the opposite to what you expected. Hence, 1
am still uncertain as to whether the framework and underlying mechanism are appropriate.

1.1 First, it is unclear if ability to govern is about PE competence (i.e., do they have the right skills?) or
an ability to influence and exert control over management (as per your arguments on page 18). For
me, the ability to exert control is the more logical angle, also complementing your first moderator.
However, if the mechanism is about ability to exert control, I think the measure of relative board
experience does not fit. Your measure is closer to relative board competencies in the PE firm but not
necessarily if the agenda of PE firms and what they deem necessary following performance aspiration
gaps is pursued by the focal firm.

Our response: Having read your elaboration on your issue with our positioning of the investment
experience variable, alongside the related comments below, we now understand how our framing of
‘ability to govern’ may have created some confusion. To be clear, our intention was to argue how
experience may be perceived as competency or expertise (in relevant domains) and hence will offer
influence towards board members. This is consistent with an influential literature on boards which has
argued that board members glean influence from their experience and, not unimportant in our context,
that this influence is not a given (Forbes & Milliken, 1999; Johnson et al., 1996; Kroll et al., 2008;
Stevenson & Radin, 2009). Within the performance feedback literature, a similar position has been taken:
Zhang and Greve (2016) use the proportion of board members with a certain set of experience as a proxy
for coalition strength and hence the influence this coalition has on the final strategic choice being made.
Our measure is hence in line with Zhang and Greve (2016), and with the board literature in general.

That being said, we see how our choice of wording, i.e. ability, may have put too much emphasis
on the competence aspect of experience rather than on influence, which is our focal theoretical
mechanism. To address this, we have now carefully examined the wording throughout the entire paper
and tried to reframe as much as possible towards an influence-based positioning (rather than ability).
Moreover, we have now also added a short discussion of this aspect in our limitations. In particular, we
added the following on page 36:
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“Theoretically, and in line with a broad empirical literature (e.g., Finkelstein, 1992), we had
expected experience to be a proxy for the influence board members have on the strategic decision-
making process, i.e. with more experienced board members being able to weigh more heavily on
the discussion and increasing their likelihood of being listened to, as they are assumed to be the
experts. We do, however, acknowledge that influence may result from other sources too which we
do not capture in the current study. Moreover, our alternative explanation suggests experience itself
may also map onto different concepts beyond influence, such as reputational concerns. We invite
further research to disentangle these concepts so we can more comprehensively understand through
which mechanisms individuals affect firm-level BTOF relationships.”

1.2. Second, in my prior comments, I noted the critical role of the board, and you note on page 18 that PE
firms are always represented on the board. However, while you pushed back on using the chair of the
board as indicator and dismissed the idea that board chairs matter in your context (page 17 of the
response), | see a great many variances in the PE Chair measure. Even though, on average, the PE firm
holds the majority, they only have the PE chair in 33% of the cases. For me, the board composition and
having the chair that can cast the tying vote more clearly represent an ability to govern than examining the
relative experiences of board members. I am not saying to use this moderator but, for me, it would more
clearly connect to the theory. Alternatively, you could consider what your measure in terms of relative
board experience really represents. Perhaps it’s about relative higher competences of these board
members?

Our response: You are correct in that in our sample there is indeed some variation in the PE
investor taking on the board chair position. However, this variation is in line with our previously
mentioned explanation, namely that a PE investor generally does not have a strong position about holding
the board chair position. They see the board chair position as an administrative, pro forma function (i.e.
“the person who guides the meeting” as one PE investor we interviewed stated it). So, in some portfolio
firms the PE investor will take on the Chair position, while in others they will not, but this is without any
material strategic consequence — something which is also further corroborated by the lack of any
statistically significant results when examining the Chair variable (as we detailed in the previous reply
letter).

Related to the tying vote aspect, research in a PE context suggests that in a majority of cases (i.e. 60%)
the chairperson does not have the decisive vote in case of a tie vote (Wynant et al., 2023). Moreover, we
note that formal voting is generally very rare in boardrooms (Finkelstein, 1992). Statistics on the matter
are hard to come by, yet assuming formal voting is only needed in case of some dissent, a recent study on
dissent in boards mentions the following (Ma and Khanna, 2016, pg. 1550):

“Scarcity of dissent is a phenomenon that has been documented in the United States (e.g., Whisler [1984]
and Mace [1986] in interview-based studies) and in Israel (e.g., Schwartz-Ziv and Weisbach, 2013 in
analyses of board meeting minutes). Practically, one may expect that in equilibrium dissent rarely
occurs...”

They go on to document that in their sample (of public firms) dissent indeed only occurs in 0.5% of cases.
Of those, instances where there is a tie should hence be even rarer. Combined, we remain comfortable in
our initial assertion that the board chair position is not theoretically nor practically meaningful to study in
our context.

Finally, we elaborate hereafter, in our response to 1.3., that PE firms additionally control the portfolio

company through veto rights on a wide range of decisions. Hence, even when PE firms do not have the
chai position, they can govern through other mechanisms like veto rights. We agree that the latter is quite
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1

2

3 specific to our PE context, and hence we have elaborated on that in the paper to further clarify this point
g to the reader (see also p. 3 and 10).

3 1.3 Third, in my prior comments, I noted that PE ownership should be considered as I see it correlated

8 with voting shares and hence could be another angle from which to more clearly capture the ability to
9 govern through control. I do appreciate your clarifying (also now in the paper) that, in most of the PE
10 cases, PE investors (contrary to VC investors) take a majority stake in their portfolio firms (page 12
1 of the response) and that, in your sample, the PE investor holds a majority stake in 108 out of 150

12 firm-year observations. At the same time this variable has a lot of variance as well. The mean is

13 51.91% with substantial variance and firms own as little as 20.7%. So, again, I posit if this would not
14 serve as a better indicator of control and ability to govern (if this is the mechanism you want to

15 explicate)?

16

17 Our response: You are correct in the observation that the PE ownership variable has variance. Your

18 comment led us to realize we needed to provide more context around this, both here and in the paper (e.g.,
19 p. 3 and p. 10).

20

21 In particular, while indeed majority stakes are common among PE investors, it is important to note that as
22 of'a 25% ownership stake they already have a blocking minority. Such an “important blocking minority”
23 allows “investors to control a firm’s strategic agenda and to influence its strategic choices (Zahra, 1995)”
24 (Vanacker et al., 2013, p. 1081). As of this threshold, shareholders can block key strategic decisions,

;2 including acquisitions and substantial investments, which both are core in our theorizing. In our sample,
27 90% of our observations reflect a minimum 25% PE ownership stake, limiting the usefulness of

28 ownership stake as a proxy for a PE investor’s ability to control.

;g Moreover, in addition to their ownership stake as a source of formal power, most PE investors negotiate
31 veto rights also providing them with the formal power to block certain decisions. In our sample, 92% of
32 our observations reflected deals with veto rights for the PE investor. Based on the qualitative data we

33 have on the nature of these veto rights, we can provide some examples of the topics PE investors have

34 veto rights on: acquisitions, investments and divestments, issue of shares, mergers, approval of the annual
35 business plan and budget, new business activities, capital increases, any supplier contract as of a certain
36 value (e.g., 250 000EUR), loans, hiring or dismissal of any staff with a certain annual employee cost (e.g.,
37 75 000EUR) or in key positions (e.g., CEO/CFO) and remuneration of the management team.

38

39 The combination of both ownership stake and formal veto rights imply that a PE investor has the formal
40 power to intervene in key strategic decisions, such as those related to acquisitions and capital investments.
41 Again, this hence implies the more theoretically and practically relevant construct to focus on is in their
42 informal power or influence. As we do feel you are touching upon an important point, we have elaborated
22 on this in the paper. Specifically, we added the following footnote on page 3:

22 “We do not theorize on the formal power of a PE investor to inﬂuence management. Also, while

47 ownership stakes, for instance, would in other contexts be a valid proxy for a shareholder’s power,

48 PE investors usually take a majority equity stake. Moreover, as of a 25% stake they have a blocking
49 minority, allowing them to influence a firm’s strategic agenda and its strategic choices (Vanacker et
50 al., 2013). This is the case in 90% of our sample. Further, PE investors also negotiate veto rights

51 (present in 92% of our sample) on matters related to acquisitions and capital investments (other

52 examples include issue of shares, mergers, approval of the annual budget, new business activities,

53 and hiring, firing and remuneration decisions of key staff). Combined, a PE investor will have

54 significant formal power. This situation makes our focus on informal power through expertise

55 (Finkelstein, 1992) particularly interesting. As we argue below, there can be significant variance in
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the informal power of a PE investor not only to influence management to not take strategic actions
but also to push for actions.”

All these points lead to the aforementioned doubts about if theory and empirics produce a coherent story
that helps us understand what is going on and if, as you claim in the framework, this is really about
control over management. It seems that this is only weakly supported for below aspirations and behaves
in the opposite direction than proposed for above aspirations. Given the lack of support of the direct
effects, this makes it more challenging for the reader to see the utility of your overall proposed
framework.

Our response: We hope our replies above have clarified that our focus is on the influence a PE
investor has rather than on their formal power. We thank you for pushing on this comment so we could
further clarify this in the paper.

2. Capital expenditures and acquisitions —Distinct or Jointly.

In my prior comments, I asked why, with performance below aspirations, firms would actively shy away
from acquisitions (i.e., the negative effects) and, when above aspirations, why firms would reduce internal
investments. You note in the paper and in the response an important reason could be that that a dollar can
only be spent once (page 13 in the paper and page 15 in the response) and that when funds are allocated to
acquisitions, they become unavailable for other purposes, such as internal capital. You also note limits of
attention. Given the lack of support for the direct effects, I wonder if, from the start, you should consider
those modes (internal-external) as compensatory trade-offs, as you note in your arguments. For me, it
might make sense to think about why firms below aspirations may relatively prefer internal over
acquisitions, while above aspiration, it may be the opposite. I understand this would be a major change —
but, as I noted previously, for me, developing the paper without having initial evidence that prior
theorized relationships hold (also the ones found in prior research) reduces the utility of the overall
framework.

Our response: Thank you for this insightful comment. We have re-evaluated and carefully
revised the introduction of the paper (p. 2) and the build-up towards the hypotheses (e.g., p. 8-9). For
example, consistent with your recommendation here, we now -from the start- highlight the trade-off
between capital investments and acquisitions. On page 8-9, for example, we state: “We expect, however,
that a PE investor is unlikely to advocate for both acquisitions and additional capital investments together,
as financial and non-financial resources are inherently limited. A dollar can only be spent once: the
allocation of funds towards internal growth diminishes the availability of financial resources for
acquisitions and vice versa. Additionally, managerial resources are limited and as such, managers have
limited attention and are typically focused on developing a single strategic response at any given time
(Bromiley, 2005).”

More broadly, we now provide a more robust and nuanced discussion of how PE investors may
have varying preferences for internal versus external growth strategies depending on the performance
context considered. Throughout our theorizing, we now consistently focus on whether internal or external
growth might be the most important answer to deviations from performance aspirations.

3. Motivating the theoretical gap

I think you have improved the setup and motivation. Examining the BTF in the context of PE portfolios is
interesting. It allows us to capture aspirations in a unique way and showcases some of the portfolio
dynamics in terms of “attention/importance” to the PE firm. I think you explicate some of the important
nuances of the setting well and juxtapose it with what we know from the BTF. At the same time, |
struggled with the introduction because there are simply too many moving parts. I think the arguments
need to be streamlined. For example, in several instances on page two (first paragraph), I noted issues of
clarity as it felt like a rather complicated setup. I think you should set the paper up through the context
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(PEs lead to a change in aspirations), and then clearly explicate the two investment paths (the DV) —
maybe less is more here to just let us know the setup on why this is interesting. You then can build your
arguments more succinctly, noting that PE incentives will also matter. However, this must be explained as
the last sentence of the first paragraph on page 2 not only is long but lacked clarity.

Our response: We addressed your comment by carefully revisiting the introduction (also in line with
the previous comment) and streamlining it. In the first paragraph, we introduce the context and how PEs
set new aspirations. In line with your suggestions, we substantially revised the second paragraph of the
introduction to simplify its message and to focus it more squarely on the prioritization of the two different
growth strategies. This revised second paragraph (p. 2) now reads as follows:

“PE investors aim to foster strategic entrepreneurship and value creation via growth strategies
(e.g., Meuleman et al., 2009a; Wright et al., 2001). One strategy focuses on internal growth
(Scellato & Ughetto, 2013; Sinyard et al., 2020). Another strategy focuses on external
acquisitions, “where the portfolio firm serves as a platform for subsequent add-on acquisitions
... or “buy and build” strategies” (Hammer et al., 2017: 32). While both options have been
recognized as viable growth strategies (Bernstein et al., 2019), we lack an understanding of
when a PE investor will prioritize each growth strategy. Indeed, each strategy requires a
substantial financial and non-financial resource allocation thereby constraining firms’ ability
to implement both at the same time. Moreover, PE investors likely have a set of beliefs in
terms of which strategy is more appropriately deployed when, i.e. in what portfolio firm
performance context.”

Empirics

4. Empirical Analysis:

4.1. I appreciate your showing various robustness tests. Personally, I suggest you use the Models of Al.1
and A1.2 as the main models in the paper, plus a full model including all interaction. I find the way you
add two moderators at the same time in models 2 and 3 in Tables 2 and 3 in the main paper to be
arbitrary. The appendices are more straightforward, and it should be those being interpreted as well.

I would appreciate it if you could also add the more traditional charts of moderating effect, plotting the
direct effect on low vs. high values of the moderator based on the appendix results.

Our response: Following your recommendation here, we have integrated the models of A1.1 and
A1.2 from our previous reply with the old tables so that we now report the control model, each of the
models with the individual interaction terms, and then the full interaction model. We also clarify that we
focus our discussion on the full model results but point out when there is a deviation between the
individual effect results versus the full model (which as reported previously is only the case for the above
aspirations x relative investment experience interaction in the acquisitions model). We have also included
the simpler interaction plots as an online appendix.

4.2 Regarding Table Al.1 I am concerned as performance above aspirations shows a strong positive
effect when adding the moderator performance below aspirations and relative amount invested (Model 1,
page 20 of the response). How do you explain the change in the variable from negative (Model 1 in Table
3 on page 48 in main paper) to highly positive? It is also strange that when adding performance above
aspirations and relative investment experience, both performance above aspirations and the moderator are
positive and highly significant. Are your results highly sensitive to correlations when adding the
moderating effects? This should be investigated, explained, and controlled for.

Our response: Next to the variance inflation factors, we now explicitly mention the
multicollinearity diagnostic test we ran on page 27. Specifically, we write:
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“Variance inflation factors (VIFs) had an average value of 2.18 (2.13) in models for capital
investment (acquisition likelihood) and a maximum value of 4.29 (for the firm size variable).
Further, we conducted a multicollinearity diagnostic test using the coldiag procedure of Belsley et
al. (1980). This test showed that the condition number of our complete model is 7.53, well below
the threshold of 30. Combined, this reduces the concern of multicollinearity affecting our results.”

Hence, these tests show that multicollinearity should not be a concern when assessing our results.
Comparing the individual interactions with the full model also provides further support for this.

We did not further discuss the comparison between the coefficient estimates of performance above
aspirations in the capital investment model as the first one you refer to (the negative one) is not

statistically significant which hence implies it is not significantly different from zero.

I hope these comments can help further improve the paper.

Our response: Thank you for your advice and feedback. We hope to have addressed your
remaining concerns, which have again helped us strengthen our paper.
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