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DISSERTATION ABSTRACT
Aaron J. Mandell
Doctor of Philosophy
Department of Accounting
June 2015

Title: Equity Valuation of Modern Master Limited iRaerships

Using a sample of 57 master limited partnershipsRb) formed from corporate
assets between 1982 and 2011, | examine the steeeeffects on parent corporations
from forming MLPs. Specifically, | compare annoument period returns during the first
and second waves of MLP formations—1982-1987 a@@-P®11, respectively—to assess
the effect of structural changes in the MLP agear@y operating environments on the
market response to MLP formation. | document sigaiftly higher 3-day and 5-day
announcement period returns for second wave MLfadbons, suggesting that changes to
the MLP agency and operating environments haveneelgthe value impact of MLP
formation. | also find evidence that parent corpiores benefit from the increased
opportunity to exploit conflicts of interest withe MLP, which arise from these changes.
Finally, | examine the prediction of prior literagéuthat MLP formation improves the parent
company’s information environment, finding supgdortthis assertion in the form of

reduced idiosyncratic return volatility.
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CHAPTER |
INTRODUCTION

The Revenue Act of 1987 effectively ended the wafemaster limited
partnership (“MLP”) formations in the 1980s—whickdan with Apache Petroleum in
1981—by limiting the tax benefits of the MLP formo firms generating revenues
principally from passive activities and from theptoration, refining, and transportation
of natural resources. The technology bull markethef 1990s further rendered natural
resource MLPs afterthoughts in the minds of inussand academics. During the last
two decades, however, the boom in energy produeiahtransportation in the United
States has reignited the use of, and interesheaMLP. Indeed, this “second wave” of
MLP formations—beginning as a trickle in the midd08, and becoming a flood by the
early-2010s—has proven even more robust than the Tiotal market capitalization of
MLPs, as of September 2014, amounts to over athiléiin dollars, with growth of $133
billion during calendar 2013 aloralith the U.S. expected to become the world’s lstge
oil producer by the end of the current decade, \aitll integrated major oil producers,
such as Royal Dutch Shell, beginning to launch MltRs economic significance of the
MLP is likely to persist.

The purpose of this study is to examine how stmattdifferences between first
and second wave MLPs affect the share price regpaims MLP formation
announcements. Specifically, using a sample of &3ten limited partnerships (“MLPs”)
formed from corporate assets between 1982 and 20témpare the announcement
period returns of parent corporations during thestfiand second waves of MLP

formations—1982-1987 and 1988-2011, respectivelyassess the effect of changes in

! According to Alerian and Wells Fargo Securitie82)
1
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the MLP agency and operating environments on theehaesponse to MLP formation.
These changes include the allowance of modificatimnfiduciary responsibility under
Delaware partnership law, beginning in 1990; thpybarization of incentive distribution
rights (“IDRs”) during the 1990s; and the decreasgel of scope restrictions within MLP
partnership agreements beginning in the late 198Qshserve significantly positive
abnormal announcement period returns for seconce WsvP formations, and positive
but insignificant announcement returns for firstveaformations, and find that the
difference between first and second wave announcemeurns is significant. This
suggests that changes to the MLP agency and apgrativironments between the first
and second waves enhanced the value impact of Mirkhation for the parent
corporation. | also find some evidence that theafiof these changes is particularly
strong for firms having comparatively high agenogts, consistent with changes in the
agency environment driving cross-sectional valumtdifferences between first and
second wave MLP formations. In addition, | examihe prediction of prior literature
that the isolation of a subset of corporate agbetsigh the formation of an MLP results
in improved information flow and positive sharegerieffects to the parent corporation. |
find support for this prediction, with parent corations’ idiosyncratic return volatility
reduced after forming MLPs.

Master limited partnerships are limited partnershior limited liability
companies—whose “units,” are traded publicly, miikd shares of public corporations.
Unlike corporations, MLPs receive flow-through ta@atment, meaning that profits are
taxed only at the partner level and that distritmgi to partners are generally tax-ffee.

This tax-preferred treatment of cash distributiomskes the MLP organizational form

2 See Chapter Il for additional discussion of MLR tiriatment.

2
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particularly attractive to firms having large, stgacash flows and few growth
opportunities (Ciccotello and Muscarella, 2001ynts owning oil and gas pipelines or
other “midstream” assets generally fit this moldd &onstitute the majority of the MLP
market, though several MLPs are engaged in natesalurce exploration or in real estate
and investment activities. Management of the MLBoiscentrated in the general partner,
which generally appoints and employs the MLP’s nganaent and board of directors,
and is frequently wholly-owned by a “sponsor” firmvhich may be a publicly-traded
corporation.

MLPs are formed in five ways: total conversion ofcarporate entity into a
partnership (total conversion); carve-out of a stilus corporate assets, with all or part
offered for public sale (carve-out); spin-off of rporate assets, with MLP units
distributed to shareholders (spin-off); combinatadrexisting partnerships into an MLP
(roll-up)?; and formation of a new entity for public offerifigew IPO) (Shelley, Omer,
and Atwood, 1998). While first wave MLP formatioms this study are dispersed
somewhat evenly across carve-outs, spin-offs, and tconversions, modern MLP
formations are overwhelmingly structured as camts,owith part (or all) of the limited
partner interest offered to the publidn the context of a carve-out transaction, the
forming corporation transfers a subset of assetsedVLP—these assets may consist of
individual pipeline properties, for example, or n@nstitute an entire operating segment

of the parent—and offer a portion of the limitedtpar interest to the public, retaining

3 This type of formation gave MLPs their name, adtiple limited partnerships were rolled-up into one
“master” limited partnership.

4 45 of 47 second wave sample firms are formed ataezout, compared to 12 of 21 first wave firms.
Because prior literature indicates that carve-aut$ spin-offs are valued differently, | restrict enyalysis
to MLPs formed via carve-out. See Chapter IV fadiidnal discussion. Limited partner interests offe
publicly range from 2.7% in the case of Sun End?gytners to 98% in the case of TC Pipelines LP.

3
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management of the assets through a general panteeest in the MLP. The proceeds
from the public offering are returned to the pamarporation and are frequently used for
investment, debt payment, or for distribution targolders. The stated motivations for
forming an MLP vary, with managers of parent coghons pointing to lower capital
costs$, valuation differences between MLPs and similampocation$, higher yields for
investors, more efficient acquisitions, and debtluction, among other expected
benefits’

Prior literature has identified several potentiasts and benefits of MLP
formations during the first wave. Moore, Christansend Roenfeldt (1989) was the first
study to examine the equity valuation effects teepacorporations from forming master
limited partnerships during the period 1982-198%WeV find that parent corporations
enjoy average positive abnormal returns of 4.61%nduhe two-day window around the
announcement of MLP formation. Moore et al (1988 ferth five factors which may
contribute to positive share price reactions: aaogd of double taxation, reductions in
free cash flow, signaling of private informationppgroved information flow, and
improved asset management; and three factors whight have negative share price
effects: conflicts of interest, administrative &sand informational effects of equity
issuancé. This study revisits the equity valuation consegeasnof forming master

limited partnerships, with consideration given tamerous structural changes to MLPs

5 El Paso Corp. press release dated 2/21/2007xéongle
6 Pioneer Natural Resources 4/24/2007 presentation.
” A more detailed description of the MLP formatioarntsaction is presented in Chapter II.

8 These potential sources of share price effectdeseribed in detail in Chapter II.

4
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and to their operating environments in the yealsssquent to the first wave of MLP
formations.

In particular, |1 expect that three changes to tlgenay and operating
environments of MLPs could cause the share prisparse to MLP formation to differ
across the first and second waves. First, beginAuagust 1, 1990, MLPs organized
under Delaware alternative entity law are grantez duthority to modify the fiduciary
responsibility of the general partner to the MLRrsited partners through the terms of
their partnership agreemefitsThis alleviation of the general partner's fidugiar
responsibility could significantly exacerbate thgemacy conflict between the general
partner and limited partners—which is detailed la@ter Il of this study.

Second, the use of incentive distribution righttbRs”) increased significantly
from the first wave to the seco#tlIDRs are cash distribution agreements which entitl
the general partner to receive an increasinglyrdgurtionate share of cash distributed as
the level of distribution increases. In some cagesgeral partners may receive close to 50
percent of distributed cash, despite holding onliyva percent ownership interest. By
incentivizing the general partner to maximize cpakiouts, IDRs are generally believed
to reduce the agency costs associated with thésfifree cash flows. However, the
possibility that general partners may abuse IDRfbggoing positive NPV investments
in favor of distributions has received recent meatid analyst attention.

Third, the inclusion of restriction of scope prawiss within MLP operating

agreements has waned since the first wave of MlBhdbons. Prior study points to

® On August 1, 2004, Delaware law was clarifiedltovathe full waiver of fiduciary duty.

10 Only one MLP formed from corporate assets betwi81 and 1987, based on the samples of Moore et
al (1989) and Martin & Kensinger (1990), employed @R, compared to 39 out of 47 sample firms
formed between 1988 and 2011.

5
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improved asset management, stemming from a redhuictithe diversity of tasks required
of managers, as a positive share price effect atendimited partnership formation, an
assertion which finds support the literature onpoeaate focus (Comment and Jarrell,
1995; Daley, Mehrotra, and Sivakumar, 1997). A dase in such managerial focus
among MLPs could alter the share price effect ofPfMarmation.

Although the literature is generally clear thateasion of managerial focus could
decrease the value of MLP formation, the combirféeteof decreased managerial focus
with the introduction of fiduciary modification andcentive distribution rights is an
empirical question. If the net effect of fiduciamodification and IDRs is an increase in
agency costs, two possibilities exist. First, tihdity of the parent company to exploit
conflicts of interest may increase, with benefitcraing to the parent firm and its
shareholders—through favorable allocations of céielw or through self-dealing
arrangements, for example—at the expense of the'dlirRited partners. If this is so,
and if its effect outweighs any value-reductionnfralecreased managerial focus, one
would expect the value of MLP formation to the ppeireorporation to be greater in the
second wave than in the first. On the other hamdpriming an MLP, management could
be seen by investors as underestimating the pateotists of increased litigation
stemming from MLP formation, and view such formatias an overall negative NPV
action, causing announcement period returns tooweerl during the second wave.
Similarly, if agency costs are reduced by the preseof fiduciary modification and
IDRs, shareholders of the parent corporation mawgefie from reduced litigation

exposure—leading to higher announcement periodnetdor may be disadvantaged by
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the parent’s reduced ability to take advantagearfflcts of interest with the MLP—
resulting in lower second wave announcement returns

Using a sample of 57 master limited partnershipsnéa from a carve-out of
corporate assets between 1982 and 2011, | comperethree-day and five-day
announcement period returns of parent corporatiomsg the first and second waves of
MLP formations. In univariate tests, | find thatnwulative abnormal returns CAR)
over the three-day (five-day) window surrounding innouncement date are 2.84%
(2.74%) higher for second wave formations thanfifst wave formations, and that the
difference is statistically significant. When canis for factors previously found to affect
MLP announcement returns are included, | find 8xday (5-day)CARis 3.88% (4.71%)
higher for second wave formations.

The results indicate a significant increase in @atuthe parent corporations from
an MLP formation. The reader must use care in drgwonclusions about the nature of
the effect of structural changes on the marketgtien to MLP formation, however, as
this initial test of announcement peri@AR is unable to distinguish their individual
share price effects. As described above, the pesithange in market reaction to
formation announcements may reflect an overall efs® in agency costs—suggesting
that incentive distribution rights offset any iffects from fiduciary modification—
resulting in reduced costs associated with resglewnflicts of interest. Conversely, the
findings may suggest an increase in agency cost$i—HBRs failing to remedy agency
problems associated with fiduciary modification émen exacerbating them)—allowing
parent corporations to better avail themselvesoflicts of interest with the MLP and its

limited partners. Subsequent tests are directediftgrentiating between these two
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possibilities, as well as at clarifying the meclsams through which structural changes
affect share price reactions to MLP formation gatgr

To this end, | next examine whether changes toMh® agency environment
between the first and second waves affected firiffisrently depending on the nature of
the MLP activities. Wolfson (1985) describes theque susceptibility of oil and gas
partnerships of the 1980’s to conflicts of interasgtecifically relating to the ability of the
general partner to use partnership assets to “pupV@roperties held on its own account
and to pursue suboptimal drilling strategies ferdtvn benefit. Though MLPs of today
are not identical to early oil and gas partnershipany MLPs which engage in oil and
gas exploration—as opposed to midstream or otheritees—could have the ability to
avail themselves of similar conflicts of interelsexpect that these firms are particularly
sensitive to changes in agency costs. Indeed, whstricting the sample to firms
engaging in exploration activities, | find thatekrday (five-day) announcement period
CAR is 10.63% (10.83%) higher for second-wave fdroms than for first wave
formations, and that the difference is statisticalignificant. In multivariate testing, |
find that the increased returns to MLP formatioonirthe first to the second wave are
particularly pronounced for exploration MLPs, sugjgey that structural changes have
made these firms in particular more attractiveacept company shareholders.

Next, | examine the effect of a change in Delawalernative entity law,
effective August 1, 2004, allowing the full waivef fiduciary duty by partnerships and
LLCs. Such a law change should increase the ageostg of forming an MLP, as it
further limits the recourse of limited partnersdases of general partner malfeasance.

Partitioning second wave MLP formations into twowgrs—those formed prior to 2004,
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and those formed after 2004—and comparing annougceperiod returns reveals that
three-day (five-day)CAR around the announcement date is 3.89% (4.45%)ehifgr
post-waiver formations than for pre-waiver formasp and that the difference is
statistically significant. However, when controts MLP size and parent ownership are
included, the increase i@AR during the post-fiduciary waiver period falls shof
statistical significance in two-tailed testing. $Hinding provides limited evidence that
shareholders of the parent corporation may befrefih increases in the parent’s ability
to take advantage of conflicts of interest with khieP.

Finally, | take advantage of the increased samiae afforded by the second
wave of MLP formations to examine a central predicof prior literature on share price
effects of MLP formation—that the isolation of abset of corporate assets through the
formation of an MLP results in improved informatidlow and positive share price
effects to the parent corporation. Although thigpdthesis is generally supported by
literature on corporate spin-offs (Krishnaswami &ubramaniam, 1999, for example),
recent studies of corporate tax-planning activiegue that increased organizational
complexity stemming from tax-favored transactionsréases information asymmetry
between management and investors (BalakrishnanyilBland Guay, 2012; Chen,
Hepfer, Quinn, and Wilson, 2014). To determine ithpact of MLP formation on the
information environment of the parent corporatibrexamine changes in the level of
information asymmetry, measured by idiosyncraticnre volatility and by price-scaled
percentage bid-ask spreads, around MLP formatiarowmcements. | find that both
measures of information asymmetry are reduced byP Marmation, supporting the

assertion of prior literature that carving-out amgie assets into an MLP has positive
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information effects, though only the reduction idiosyncratic return volatility is
statistically significant.

This paper makes several contributions to theditee. By examining the
market's response to MLP formation announcementy d@oth the first and second
waves, this study sheds light on the relationsl@twben changes in the MLP agency
environment and announcement period stock retwsuggesting that shareholders of
parent corporations may benefit from the increasedance of conflicts of interest
associated with MLP formation, and enhances ourerstdnding of the share price
effects of MLP formation, generally. Next, this paprovides additional evidence on the
relationship between corporate carve-outs, orgénizal complexity, and information
asymmetry by studying changes in idiosyncratic rretuwolatility and bid-ask spreads
around MLP formations. Finally, by examining theklibetween Delaware alternative
entity law changes and price effects of MLP formatithis study contributes to the
ongoing debate among legal scholars on whetheramuoal bargaining can substitute for
traditional fiduciary duty.

The remainder of this paper is organized as follo@hapter Il presents
institutional background and reviews the literatudapter Il develops the hypotheses.
Chapter IV describes the sample and presents gégerstatistics. Chapter V reports the

results of empirical testing, and Chapter VI codelst

10
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CHAPTER II
BACKGROUND AND PRIOR LITERATURE
Background

Master limited partnerships are limited partnershignd more recently, limited
liability companies, whose shares, or “units,” &maded publicly. MLPs typically have
one general partner, organized as an LLC, whiclishal two percent general partner
interest in the MLP. This LLC is generally a spég@arpose vehicle, which is itself
wholly owned by a “sponsor,” frequently a publicheded corporation. The management
and board of directors, if applicable, of the ML asually appointed and employed by
the general partner, with their responsibilities tte MLP outlined in the limited
partnership agreement and in relevant state andrdedaw (Goodgame, 2005). An
example of a typical MLP organizational structis@iesented in Appendix A.

The popularity of the master limited partnershipaasorganizational form has
experienced ebbs and flows over the past threeddscarhe first MLP, Apache
Petroleum, was formed in 1981, quickly followed 17 more MLP formations, ranging
from food retailers to chemicals and plastics comgx® during the remainder of the
1980s (Ciccotello and Muscarella, 2001). The Regefct of 1987 dramatically slowed
the ascension of the MLP structure by limiting the benefits of MLP treatment—
described below—to firms with at least ninety petcef income coming from
“exploration, development, mining or productionp@essing, refining, transporting...of
any mineral or natural resource.” Indeed, accordin@iccotello and Muscarella (2001),
only eleven MLPs were formed between 1990 and 19B&.recent expansion of oil and

gas exploration and production in North Americaybeer, has brought about resurgence

11
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in the MLP organizational form, with an increase energy sector MLP market
capitalization from $2 billion in 1994 to $464 mih in 2013!*

MLPs exist primarily as a result of their pass-tilgb tax treatment. That is,
income generated by the limited partnership is da&t the partner level, while
distributions from the partnership to its partnare non-taxablé? Collins and Bey
(1986) and Guenther (1992) point out that the ateseof double-taxation in the
partnership form is not sufficient to guarantee dowax costs than the corporate form.
Indeed, corporate and individual tax rates, as wslldividend levels, must also be
considered when determining the relative tax ceo$tgach form® As a result, and
consistent with the argument of Jensen (1986) sfwhich generate high cash flow, and
which have few investment opportunities are mosiehited by organizing as an MLP,
as their large cash distributions will be free framidend taxation. Gentry (1994) and
Ciccotello and Muscarella (1997) confirm this byosing that MLPs pay higher
dividends and have lower capital expenditures thair corporate brethren.

In addition to avoiding the double taxation of catgte income, another important
benefit to investors in early master limited parshgs was the flow-through of losses

from the partnership to its partners. Prior to 119886 Tax Reform Act, investors were

11 According to FactSet and Wells Fargo Securiti€d 42

12 MLPs frequently distribute cash in excess of theners’ allocable net taxable income, resultinguin
return of basis. This lowers the limited partndsasis in his units, which may increase the amotint o
capital gain recognized, and taxed, at such tinteesinits are sold. If distributions are suffidieém reduce
the partner’'s basis below zero, the remainder tates a “distribution in excess of basis,” whiclayrbe
taxable to the partner at the applicable capitadgeax rate.

13 Guenther (1992) also points out that any redudtidiax costs realized from use of the partnerébip
must be balanced against increases in transaaiss stemming from use of the same. These trangacti

costs may arise from differences in governance actaristics between the corporate and partnership
forms, which are the subject of this study.

12
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able to use partnership losses to offset taxaldenme from other sources to the extent
they were “at-risk” in the partnership.The 1986 Tax Reform Act introduced passive
loss rules, which sharply reduced the tax benefitsilable to limited partners. These
rules specify that passive losses—such as thosmliagcto a limited partner in an
MLP—can only be used to offset gains from otherspeasactivities. The Revenue Act of
1987 further limited the tax benefits of MLPs by ndating that publicly traded
partnerships not generating at least 90 percengroés income from “qualifying
sources® be treated as corporations for tax purposes. yrithrequires that the passive
loss rules set forth by the 1986 Tax Reform ActjemSection 469, be applied separately
for each publicly traded partnership (or MUP)This means that investors in MLPs may
not reduce their taxable income from other passaeaces, including other MLPs, with
losses flowing from their investment in the MLP.
MLP Formation

The formation of a master limited partnership c@ave-out generally takes place
in several phases, including the announcementteftrio form MLP, the formation of a
limited partnership, the contribution of assetsthie partnership, and the offering of
limited partner units to the public. The order ihigh these events occur may vary. For
example, Shamrock Logistics LP (now known as Nu&aergy LP) was formed by
Ultramar Diamond Shamrock Corporation in 1999, hgdvarious midstream assets at

that time, but the announcement of Ultramar’s interoffer units publicly was not made

14 The amount considered “at-risk” is generally tdgiated basis of money and property contributetthéo
partnership plus any amounts borrowed with restettte partnership. See IRC §465(b)(1).

15 |RC §7704(d) lists qualifying income as that frpassive activities and from “exploration, developie
mining or production, processing, refining, trangation...of any mineral or natural resource,” among
other things.

16 |RC §469(K)(1)
13
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until August 14, 2000. The level of detail provided the announcement of MLP
formation also varies—in the case of Star Gas BesthP, the announcement was
accompanied by the filing of a Registration Stateinveith the Securities and Exchange
Commission, and outlined the specific assets tovieed by the MLP, the expected IPO
proceeds, and the use of funds to be raised itP®e In contrast, in its MLP formation
announcement on February 21, 2007, El Paso Catedsbnly that it planned to form an
MLP during the current year, and that doing so woallow El Paso to benefit from
lower capital costs and make its pipeline grouperaitractive to investors.

The subdivision of assets by a corporation intdvP can significantly change
the way those assets are governed, as highlightéueifollowing example. On June 1,
1992, Enron Corp. (“Enron”) filed a registratiomt&ment for public offering of a newly-
formed MLP, Enron Liquids Pipeline, LP (“ELP”) (&t purchased by Kinder Morgan,
Inc. and renamed Kinder Morgan Energy Partnerst’)LRvith the Securities and
Exchange Commission. Under the terms of the registr, Enron transferred certain
liquefied natural gas and petroleum pipeline asset&LP in exchange for the net
proceeds of the IPO, along with $125 million raiseugh a private debt placement by
ELP. Prior to this transaction, the pipeline assetse held by Enron directly, and were
governed by the management and board of direcfoEsmn. After the formation and
public offering of ELP, Enron maintained a two p@rtcgeneral partner interest and a 14
percent limited partner interest in ELP—both througnron Liquids Pipeline Company
(“ELPC”), a wholly-owned subsidiary—with the remaig 86 percent limited partner

interest held publicly by individual investors. Bnrmaintained managerial control of the

7 Richard Kinder and William Morgan served on theaBbof Directors of ELPC at the time of its sale,
with Kinder resigning as president of Enron to oaffd Kinder Morgan, Inc. at that time.

14
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pipeline assets through its ownership of ELPC, apgpg ELPC’s management and
board of directors—as is generally the case, timtdd partners of the MLP did not
possess the voting rights to elect or to removedoembers. In essence, the subdivision
of assets into the MLP effectively relieved indiwa shareholders, who together held a
majority ownership interest in the pipeline asseais,their ability to oversee the
governance of those assets through voting rights.the change in governance brought
forth by MLP formation that makes a study of thepaut of changes in the MLP agency
environment on the share price effects of such &ion particularly relevant.
Prior Literature

Several prior studies examine the valuation comseces of MLP formations
during the 1980s. Moore et al. (1989) study theitgqualuation effects to parent (or
sponsoring) corporations from forming master limiteartnerships during the period
1982-1987, finding that parent corporations enjograge positive abnormal returns of
4.61% during the two-day window around the annomrerg of MLP formation. The
authors posit that this positive price reactioreiated to (1) tax advantages, (2) reduction
of free cash flow, (3) information signaling, (duced information asymmetry, and (5)
improved efficiency of asset management. Rutheréord Springer (1994) support these
results, and also offer evidence that announcene&nins do not differ across industries.

Martin and Kensinger (1990) perform a similar studyollouts of MLPs in the
oil and gas industry over the same time periodp &ilsding generally positive price
reactions to MLP formation announcements. They alsmw that the size of the rollout
relative to the parent is positively related to kearreaction, and that the share of the

newly-formed MLP retained by the parent is negdyivelated to announcement date
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returns. The authors argue that the latter resoltiges support for tax advantages and
reductions in free cash flow as drivers of the fdasimarket response to spinoffs.

Christensen and Christensen (1991) study rollafitdéimited partnerships by
publicly traded corporations between 1976 and 13880 finding generally positive
abnormal returns around LP formation announcemé&hisy perform secondary analyses
similar to those of Martin and Kensinger (1990)t tith different results. Specifically,
Christensen and Christensen (1991) find that anteaent returns are positively related
to the share of LP interest retained by the pawmmporation. Because they study
formations of limited partnerships which are notessarily publicly traded, parent
ownership could provide a positive signal about thkie of the assets held in the LP
which would not be necessary in the context of abPMwhere information about
partnership assets is publicly available. Dennind &hastri (1993) examine publicly
traded partnership formations over the period 18&@ugh 1989, finding positive
abnormal announcement period returns of 4.24 perdémry find that, consistent with
other studies, gains are greater for spinoffs thapublic issue carve-outs. Interestingly,
they show that partnership formations after the dRee Act of 1987, when the tax
benefits of MLP formation were reduced, yield alnak returns greater than those of pre
Revenue Act of 1987 formations; though only foum§ from 1988 and 1989 are
included in the study.

Michaely and Shaw (1995) study the choice of diiast form among parents of
master limited partnerships—spin-off vs. carve-oatid examine subsequent operating

performance of both the parent corporations and $4LFhey argue that the type of

8 To the extent that MLP ownership is retained leypharent corporation, the income of the MLP remains
subject to corporate-level taxes, and the cash dibthe MLP remains under the eventual controhef t
parent's managers.
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divestiture is driven largely by the parent firmdscess to capital markets. Consistent
with prior study, Michaely and Shaw (1995) find mgositive announcement returns for
spin-off firms than for carve-out firms, howevdrgy go on to show that parent firms that
spin-off MLPs exhibit significantly lower long-rustonormal returns compared to parents
that form an MLP through a carve-out.

Shelley, Omer, and Atwood (1998) examine the tak montax determinants of
positive share price reactions to MLP formationsveen 1980 and 1990. Using an index
of firm and industry factors identified by the dapirestructuring literature, they find that
the market values both the tax benefits and cokishaare unique to MLPs as well as the
nontax benefits and costs associated with capettucturings in general. Specifically,
they identify tax advantages, improved asset managg funding new projects, and
improved asset valuation as the expected benebts testructuring with a publicly
traded partnership.

This paper extends and enhances the literaturehare grice effects of MLP
formation. Most importantly, it extends the exantioa of master limited partnership
formations through 2011, where prior studies amgtéd to MLPs formed before 1990.
This is significant for several reasons. First, #ilewance of fiduciary modification
under Delaware law began in August of 1990, with fiduciary waiver available
starting in 2004. Second, the use of incentiverifigtion rights was not common among
MLPs until at least the 1990’s. Third, the use obe limitations in MLP operating
agreements decreased sharply after 1988 (Cicc@etloMuscarella, 2001). Because the

sample periods covered by prior study terminatevéen 1985 and 1990, this paper is the
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first to address these structural changes to th® Merating and agency environments
and their effect on second-wave MLP formation amuements.
Benefits and Costs of Forming MLPs

As noted in prior chapters, existing literaturetbe share price effects of MLP
formation sets forth an array of potential beneditsl costs of forming an MLP (Moore et
al., 1989; Michaely and Shaw, 1995; and Shelley,e@nand Atwood, 1998). The
potential benefits of MLP formation are as follows:

Avoidance of Double TaxatioMLPs are taxed as partnerships, meaning that
their income is taxed only at the individual levEhe mechanism through which this tax
benefit impacts the parent corporation’s shareepdepends on the method of MLP
formation. In the case of a spin-off, the shareaddf the parent corporation maintain
ownership of the spun-off assets, but face a ldaeburden on the profits they generate,
increasing the overall value of the shareholder@rests. In the case of a carve-out, the
subdivision of assets into a tax-favored vehiclduoes the parent corporation’s cost of
capital by allowing it to command a higher valuatmn the carved-out assets in a public
offering. In both cases these changes may be tefleén announcement period stock
returns of the parent corporation.

The magnitude of the benefit derived from avoidared double-taxation is
dependent upon the rates at which equity inconexisd to investors in corporations and
partnerships. That is, as the tax rates on comporatome and dividends decrease
(increase), and as the tax rate on individualsis®es (decreases), the positive valuation
effect of forming an MLP decreases (increases)xesthe beginning of the first wave, all

three of these rates have generally trended dovehwath the most dramatic rate change
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taking place in 2003, when the dividend tax rats vemluced from 38.6 percent—the top
marginal tax rate on ordinary income—to 15 percent.

Reduction of Free Cash Flow@ensen (1986) argues that the reduction of fieb c
flow reduces agency costs, and notes that the ranodunanagerial discretion over free
cash is particularly valuable in the oil and gadustry, in which the majority MLPs
operate. Most MLPs stipulate the mandatory minindistributions of free cash within
their partnership agreements, with many requirdregdistribution of all free cash flot¥.

Information SignalingMoore et al. (1989) finds that the initial pay®af MLPs
are significantly higher than the dividend payoott$heir parent firms prior to the MLP
formation announcement. The formation of an MLRjfrently results in a commitment
to increased cash payouts, which, consistent witlevand Rock (1985) and others, may
signal management’s private information about tire’$ future performance.

Reduced Information Asymmetilyers and Majluf (1984) report the negative
valuation consequences of information differenceswben informed managers and
uninformed investors about asset valuation. Schipped Smith (1986) and
Krishnaswami and Subramaniam (1999) show that yoeatrve-outs and spin-offs
attenuate these valuation effects. By isolatingilasst of corporate assets into an MLP,
and by conveying information about those assetshéo public through registration
documents, MLP carve-outs and spin-offs may likevinerease share value by reducing
information asymmetry. This prediction is testedally within this study.

Improved Efficiency of Asset Manageme@bmment and Jarrell (1995) and

Daley, Mehrotra, and Sivakumar (1997) argue thaprawed asset management,

19 Manesh (2012) finds that 81.2% of MLPs set fortimaratory distribution provisions in their operating
agreements.
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stemming from a reduction in the diversity of taskguired of managers, positively
affects firm value. Moore et al (1989) finds thatripership agreements precisely set
forth the scope of operations and business aetsvitif the MLP, and Ciccotello and
Muscarella (2001) show that MLPs benefit from thesstrictions of scope. Ciccotello
and Muscarella (2001) also point out that the feggpy with which restrictions of scope
are present in MLP operating agreements has detteasce 1987. This decrease, and its
effect on share price reactions to MLP formatiopast of the subject of this study.

The potential costs of MLP formation, as set foloy prior literature, are as
follows:

Conflicts of Interest The governance structure of MLPs make them utyque
susceptible to conflicts of interest between theept corporation and the limited
partners. The nature of these conflicts is desdribeletail throughout this study.

Administrative CostsThe tax compliance costs associated with adneirigg an
MLP are significant (Moore et al, 1989; Guenthe§92). The first MLP, Apache
Petroleum Company cited tax costs as a principalivation for returning to the
corporate form in 1988, with such conversion expeédb reduce overhead costs by $4
million.

Negative Signaling from Equity Issuantethe case of MLP carve-outs, in which
external equity financing is sought, such financingy be seen as a negative signal of
management’s private information (Myers and Majiig4; Dann and Mikkelson, 1984;

among others).
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CHAPTER 11l
HYPOTHESIS DEVELOPMENT

The organizational and governance structures stendimited partnerships make
them uniquely susceptible to conflicts of intereBhe general partner of the MLP is
typically owned by the parent corporation, and plaeent corporation typically appoints
the general partner's management team and direatithout a vote from the limited
partners (Goodgame, 2005). This is partially byigtego concentrate control of the MLP
in the GP, but is also a product of legal traditias the limited liability of limited
partners could historically be compromised by pgsétion in the management of the
firm. Because MLPs formed by corporate parents igdiyeoperate in an industry which
is either the same as, or related to, the industryhich the parent operates, this
governance structure can lead to conflicts of egef Indeed, ratings agencies and the
financial press have both highlighted the potentoal abuse within the MLP-parent
relationship. In July 2014, Moody’s issued a repaentifying MLPs as particularly risky
to investors because of loose corporate governatar@lards and greater conflicts of
interest?! In the wake of Enron’s collapse, the Financial @mreported that consultants
and analysts believed that parent corporations vediag advantage of their relationship
with MLPs by overcharging them for risky assetsingi specifically the April 2002 sale

by Williams Companies of $1 billion of pipeline assto its MLP??

20 MLPs are surprisingly forthcoming about the patarfor conflicts of interest to arise. See AppenGi
for sample disclosures around conflicts of inteeast their resolution.

2l “Moody's: MLP’s Corporate Governance Can Sidel@reditors.” Moody’s Investors Service Press
Release. 7/22/2014.

22 “Williams address concerns over MLPs.” Financiah@&s. 11/18/2002.
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These conflicts of interest are not a new phenameANolfson (1985) describes
the misuse of subsidiaries’ assets by parent coiepari oil and gas partnerships in the
1970s and 80s—but may be exacerbated by chandeslaware alternative entity law
related to fiduciary duty. Specifically, DelawaraM began permitting non-corporate
entities to modify, and then to waive entirely,itHeluciary responsibility to unitholders
in 1990 and 2004, respectively. Manesh (2012) fihds$ nearly all MLPs (~88 percent)
in existence as of July 2011 take advantage of #islity to modify the GP’s fiduciary
responsibility, with roughly half waiving fiduciaryduty altogether. That these
modifications of fiduciary duty might allow the genal partner to avail itself of certain
opportunities to the detriment of limited partnessacknowledged in the operating
agreements and annual reports of many MLPs. IR2@s2 Form 10-K, Blueknight
Energy Partners, L.P. states the following:

Our partnership agreement contains provisions tieatuce the fiduciary standards to
which our General Partner would otherwise be hejdstate fiduciary duty laws. For

example, our partnership agreement...permits our @érartner to make a number

of decisions in its individual capacity, as oppodedn its capacity as our General

Partner. This entitles our General Partner to catsionly the interests and factors that
it desires, and it has no duty or obligation tpve any consideration to any interest of,
or factors affecting, us, our affiliates or any ited partner.

This decreased fiduciary standard could emboldengéneral partner, and its
parent corporation, to engage the assets of the fdi.Rs own accord, to the detriment
of the limited partners. Such activities, thougimeyally outlined in the risk disclosures
of MLP operating agreements, prospectuses, andahneports, could give rise to legal

action, requiring costly resolution on the parttbé general partner and the parent
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corporatior?® Indeed, according to Latham & Watkins LLP, claifag unitholders
against MLPs have become a growing subject ofaliiip?* In sum, changes to
Delaware law with respect to fiduciary duty likehcreases the agency costs associated
with MLP formations during the second wave.

Concurrent with the allowance of fiduciary duty nifaghtion in 1990 was the
emergence of incentive distribution rights in thEeting agreements of MLPSIDRs
arose at least in part as a reaction to perceibedes by general partners—such as
inadequate disclosures of conflicts of interest dacge up-front fees for MLP
organizers—during the mid-1980s (Ciccotello and déuslla, 2001). By tying the cash
incentives of the general partner directly to tinmgang cash distributions to the limited
partners, IDRs were believed to encourage focusong-term cash flow maintenance
and growth. However, a possible side effect of tiesed incentive structure is the
diversion of cash away from necessary maintenamce capital expenditures, and
towards maximizing the general partner’'s shareashadistributions. MLPs themselves
are not bashful about the potential conflicts agsirom incentive distribution rights, as
described in the prospectus of Quest Energy Patthd?.:

Our general partner has incentive distribution riglentitling it to receive up to
23% of our cash distributions above certain targhstribution levels in

addition to its 2% general partner interest. Thiscrieased sharing in our

23 See, for exampl&llen v. Encore Energy Partners, L,Ro. 534-2012 (Del. July 22, 2013) aHite
Hedge LP v. El Paso CorpNo. 7177-VCG, 2012 WL 4788658 (Del. Ch. Oct2912), both of which
employ fiduciary waivers; anBrinckerhoff v. Enbridge Energy CdNo. 5526-VCN, 2011 WL 4599654
(Del. Ch. Sept. 30, 2011) a@krber v. Enterprise Products Holdings, LLIdo. 5989-VCN, 2012 WL
34442 (Del. Ch. Jan. 6, 2012), which modify, butnd® waive, fiduciary duty.

24 See http://www.lw.com/mlp-Portal/caselaw

25 See Appendix B for a sample incentive distribuoavision.
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distributions creates a conflict of interest foetheneral partner in determining
whether to distribute cash to our unitholders oseeve it for reinvestment in
the business and whether to borrow to pay distrdng to our unitholders. Our
general partner may have an incentive to distribm@re cash than it would if
its only economic interest in us were its 2% gehguartner interest.
Furthermore, because of the commodity price seitgitof our business, the
general partner may receive incentive distributiahge solely to increases in
commodity prices as opposed to growth through deweént drilling or
acquisitions.

On this subject, one analyst covering Kinder Morgarergy Partners, L.P., the
second largest oil and gas MLP, recently accusedfitim of “starving” its assets of
needed maintenance in order to maximize distridatash?® Relatedly, Kinder Morgan
is currently facing a shareholder lawsuit allegthgt it has “allocate[d] cash flow for
distributions in bad faith,” taking $3.2 billionrgie 2010 through its incentive distribution
rights which the suit alleges was needed for maamee of the firm’s pipeline asséts.

Because analyst reports and shareholder actionghisf type are a new
phenomenon—both gaining steam in 2013, after thé Ntrmations studied here—and
because IDRs are historically thought to reducen@geosts by encouraging the timely
distribution of cash, consistent with Jensen (198® market likely viewed IDRs not as
enabling managerial shirking, but instead as minimg agency costs. Although IDRs

may be viewed as improving managerial stewardshib & increasing to future cash

26 Driver, A. 9/10/2013. “Upstart analyst says Kintktarves’ assets for investors.” Reuters.

27 Slotoroff v. Kinder Morgan Inc., CA9318, Delawathancery Court (Wilmington)
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flows, the increased share of distributions alledab the general partner by IDRs could
also increase the cost of capital of the MLP asdpérent company. In recent years,
several MLPs have extinguished their IDRs, citirducing cost of capital as a driving
consideration for doing s8. Market response to the formation of an MLP is litke
compounded by both the anticipated effects of gootmation on future cash flows and
on cost of capital. Given the rapid expansion dRlilse during the second wave, | expect
that market participants viewed IDRs favorably, dhdt the market priced expected
benefits to future cash flow over cost of capitahsiderations. Further, because IDRs
present the parent corporation, as owner of theergénpartner interest, with a
disproportionate share of the MLP’s free cash flbwxpect that the emergence of the
IDR has positive share price consequences to ttempeorporatior??

Moore et al (1989) point to improved asset managgmstemming from a
reduction in the diversity of tasks required of mgers, as a positive share price effect of
master limited partnership formation. Comment aawatell (1995) and Daley, Mehrotra,
and Sivakumar (1997) support the assertion thatased managerial focus positively
affects firm value, and Ciccotello and Muscarel20q1l) show that restrictions in
operating scope are prevalent among operating gms of first-wave MLPs.
Specifically, they find that 69 percent of firstweaMLPs formed between 1981 and 1986
contain such restrictions. However, they find tbaty 24% of MLPs formed between

1988 and 1995 have provisions in their partnersigieements which similarly restrict

28 See “MLPs Rework GP Relationship to Lower Capitasts.” 9/15/2010. Energy Intelligence Finance,
for descriptions on numerous IDR eliminations agstnucturings.

2% Nine firms extinguished IDRs during the sampleqdrhowever, only three of these had publicly-&dd
parents at the time of the extinguishment. As sitéb not feasible to isolate the share price @ffef
incentive distribution rights from other changeshtte MLP environment. Anecdotal evidence from these
limited observations reveals positive announcerperibd returns for two firms, and negative retuors
one.
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the scope of their operations. This suggests that gains in efficiency of asset
management observed during the first wave of MLRg not persist through the second
wave. Accordingly, | expect that the share pricadigs associated therewith have also
deteriorated, applying downward pressure on abnoretarns around MLP formation
announcements during the second wave.

Despite the changes to the agency environment dPdviduring the 1990s and
2000s, and the potential decrease in operatiocakfduring the same time period, MLPs
could still be attractive to investors because tbentinue to offer avoidance of double
taxation, reductions in free cash flow, signalifgpdvate information, and potentially
improved information flow, as articulated by Moateal (1989). However, | expect that
decreased fiduciary responsibility, the presenc®8¥s, and decreased operational focus
during the second wave of MLP formations will résual positive returns around MLP
announcement which differ in magnitude from thossesved by Moore et al (1989), and
others, during the first wave. Because these siralcthanges are likely confounding, the
direction of the change in magnitude, if any, iseampirical question.

There are two distinct conditions under which thetsactural changes may affect
a positive adjustment in the value of MLP formatfoom the first to the second wave.
First, if overall agency costs are increased, thétya of the parent company to exploit
conflicts of interest may increase, with benefitxraing to the parent firm and its
shareholders—through favorable allocations of cdislw or through self-dealing
arrangements, for example—at the expense of the’MiirRited partners. If this effect
outweighs any value-reduction from decreased marsdecus, the valuation effect of

forming an MLP could be enhanced. Similarly, if age costs are reduced by the
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presence of fiduciary modification and IDRs, shatdbars of the parent corporation
would benefit from reduced litigation exposure—liegdto higher announcement period
returns. If one of these conditions holds, | expiectfind support for the following
hypothesis:
Hla: Announcement period abnormal returns for the s¢awave of MLP
formations are more positive than those for th&t firave.

Similarly, two conditions exist under which thepease to MLP formation in the
second wave could be less positive than in the firgve. If, in forming an MLP,
management is seen by investors as underestimttengpotential costs of increased
litigation stemming from MLP formation, and viewctuformation as an overall negative
NPV action, announcement period returns could l@edsed during the second wave.
Second, if agency costs are reduced by the presérimiiciary modification and IDRs,
shareholders of the parent corporation may be d@sdadged by the parent’s reduced
ability to take advantage of conflicts of interesth the MLP—resulting in lower second
wave announcement returns. A finding in supporth& following hypothesis would
provide evidence toward one of these conditions.

H1b: Announcement period abnormal returns for the sg#awave of MLP
formations are less positive than those for thet firave.

Subsequent hypotheses are aimed at parsing thecawditions underlying a
finding in support of either Hla or H1lb. That ishether an increase or decrease in
announcement returns is driven by the parent'divelability to avail itself of conflicts
of interest with the MLP, or by a change in litigait costs associated with structural

changes in the MLP’s agency environment. For theareder of this study, | will refer to
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these possibilities as “the conflicts of interesorg’ and “the litigation story,”
respectively.

An increased potential for conflicts of interedtely affects different types of
firms unequally. Wolfson (1985) describes how ciotdl of interest may arise in oil and
gas exploration partnerships, highlighting the igbibf general partners to “prove-up”
their own properties using the resources of thenpeship. In this setting, general
partners may adopt suboptimal drilling strategie®me partnership in order to acquire
information useful for assessing the prospectseairlmy drilling properties the GP holds
on its own account, or through another partnershigvhich it has a more beneficial
revenue sharing agreement. Wolfson (1985) presatsfollowing excerpt from the
prospectus of 1981-82 Damson Development DrillinagPam prospectus:

Should a Partnership acquire or lease or particgan drilling or producing
operations on a Prospect in proximity to that oé t&eneral Partner or its
Affiliates, the results of such activity by the fparship may gratuitously benefit
the General Partner or its Affiliates.... [This maygsult in profits to the
General Partner or its Affiliates, and any such fiiowill not be paid to the
partnership.

Similar opportunities exist among MLPs involvedie exploration of oil and gas
resources, and conflict of interest provisions aordd within MLP formation documents
do little to protect limited partners from the abusf such opportunities by the general
partner. MLPs not engaged in exploration activitso face conflicts of interest,
stemming from pricing of related party transactjoc@mpetition between the MLP and

the GP and its affiliates for acquisitions, dispiosi of free cash flow, and so on.
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However, these conflicts are ubiquitous across Mimsuding those involved in oil and
gas exploration. So, although the potential forflicts of interest is present across
MLPs, | expect that potential conflicts of interas¢ highest for firms involved in oil and
gas exploration, as compared to firms operatingiglstream sectors.

Whether the predicted increased instance of cdsfld¢ interest in exploration
MLPs has negative or positive share price effecthé parent corporation is an empirical
guestion. On one hand, the parent company is hWestgfat the cost of limited partners,
by the exploitation of the MLP’s operating and fical assets. On the other, increased
instance of conflicts of interest could result mcreased litigation risk, the resolution of
which is costly. Further, comparatively higher agerosts could increase the cost of
capital of the parent company (Chen, Chen, and fi1). Accordingly, | set forth the
following alternative hypotheses:

H2a: If the conflicts of interest story holds, parewrmorations announcing
the formation of an exploration MLP will have mquesitive announcement
period abnormal returns than firms forming non-exation MLPs.

H2b: If the litigation story holds, parent corporatiomsnouncing the
formation of an exploration MLP will have less gos announcement period
abnormal returns than firms forming non-exploratMbPs.

If changes to Delaware alternative entity law etffdve agency costs associated
with MLP formation, | expect that the allowance ffll waiver of fiduciary duty
beginning August 1, 2004 will influence announcetmpariod returns by increasing
agency costs. Accordingly, | partition second wadeP formations into two groups—

those formed prior to 2004, and those formed &#@4—and compare announcement
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period returns. The predicted share price effepedds on investors’ perceptions of the
value relevance of increased agency costs in theexbof MLP formation. With this in
mind, | propose the following hypotheses:
H3a: There will be a more positive market reaction éstg2004 formations if
the conflicts of interest story holds.
H3b: There will be a less positive market reaction ¢stf2004 formations if
the litigation story holds.

Taking advantage of the increased sample sizedaffoby the second wave, |
take a closer look at the prediction of Moore ef1889) that the isolation of a subset of
corporate assets through the formation of an MLdlte in improved information flow
and positive share price effects to the parentaratpn. Subsequent literature supports
this prediction in the context of corporate spifsphs Krishnaswami and Subramaniam
(1999) find that firms with greater information asyetry are more likely to engage in a
spin-off, and that gains from spin-offs are posilyvrelated to prior levels of information
asymmetry. However, recent studies suggest thatpitge the potential improved
information flow stemming from the isolation of albset of assets, the increase in
organizational complexity from the formation of MLP could increase information
asymmetry between management and investors. Clegiell Quinn, and Wilson (2014)
show that U.S. firms which engage in outbound ineahifting experience higher levels
of information asymmetry and lower levels of finaicstatement comparability.
Similarly, Balakrishnan, Blouin, and Guay (2012) &dded organizational complexity
stemming from tax planning activities to decreasexhsparency. To determine the

impact of MLP formation on the information enviroant of the parent corporation, |
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examine changes in the level of information asymyneheasured by idiosyncratic return
volatility and by price-scaled percentage bid-agkeads, around MLP formation
announcements. Because prior literature offers dniggidence, | do not make a
directional prediction on the relation between MlfBrmation and information
asymmetry.

H4o: Information asymmetry is unaffected by the formatiof a master

limited partnership.
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CHAPTER IV
SAMPLE AND DESCRIPTIVE STATISTICS

The sample of master limited partnerships andnpa@rporations is derived from
several sources. 22 unique first wave MLP formatiame identified by Moore et al
(1989) and Martin and Kensinger (1990). One of ¢helicCormick Oil & Gas
Partnership, does not have stock price data avaitabough theCenter for Research on
Securities PricegCRSP), and is excluded. A list of all MLPs formaetween 1988 and
2011, of which there are 112, was obtained frdlerian®®, an independent provider of
MLP data. Of these, 47 were determined, throughaachk of theSecurity and Exchange
Commission EDGAR Onlindatabase an&activa to be formed from the assets of a
publicly-traded corporate parent, and to have iflabte announcement dates in press
releases or Forms 8-K. The resulting sample caneiss8 MLP formations from 1982 to
2011. Because prior literature reveals systematioation differences between publicly
traded firms formed by spin-off and by carve-out-e-84oore et al. (1989), Denning and
Shastri (1993), and Michaely and Shaw (1995)—anchbge second wave MLPs are
overwhelmingly formed by carve-out, | further linthe sample to carve-outs only, of
which there are 12 in the first wave, and 45 in sleeond. The final sample is thus
comprised of 57 MLP formations.

Table 1 (see Appendix D for all tables) presents tamber of sample MLP
formations by year and by industry. Panel A shoteady formation activity during the
first wave, with a lull beginning in the late 198Q=ersisting through the early 1990s.
During the second wave, formations reached a lm@dimum in the years leading up to

the financial crisis, with the crisis causing a pamary halt in MLP carve-outs. 2010 and

30 See http://www.alerian.com/education/figures-aainles/
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2011 begin an upswing in MLP formations which pgssithrough the time of this
writing. Although this table only reflects MLPs foed by carve-out of corporate assets,
the pattern of formations presented here closelgmbles that of MLP formations by all
means during the same period. Panel B of Tableeepts the distribution of first and
second wave sample firms across industries. Therityapf first wave sample firms are
engaged in oil & gas exploration, with the remagnfaur firms split between midstream
energy and other industries. This is somewhat simgy, given the more volatile nature
of exploration firms’ cash flows, which is not tradnally thought to be well suited to the
MLP organizational form. However, of the nine firvgdve formations which were formed
by spin-off or by total conversion, and thus exelddrom the sample, five operated
midstream oil or natural gas assets. Second waws follow expectations more closely,
with 27 firms in the midstream energy sector, andtlaer 5 firms engaged in water
transportation, which may include transportationcoide oil or liquefied natural gas.
Five second wave MLPs operate in oil & gas explorat

Table 2 describes characteristics of MLP formati@msl parent corporations
during the first and second waves. First wave MbRnfations are, on average, larger
than second wave formations, when measured in pgiopao the market value of the
parent. First wave parent corporations also terrétain a larger percentage ownership in
the newly-formed MLP. However, neither of thesdatdnces is statistically significant
at traditional levels. First and second wave pafents are of comparable size, have
similar leverage ratios, and experience similarrajieg performance in the year prior to
MLP formation. Second wave parent companies hayfgiantly higher market-to-book

ratios, on average. However, this difference m#roistorical trends in market-to-book
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ratios, which hovered around 1.5 in the mid-1980d around 2.5 by the mid-2000s

when many of the second wave sample firms wereddrm
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CHAPTER V
EMPIRICAL RESULTS
Market Reaction to MLP Formation

In primary testing, | analyze the market reactionannouncements of MLP
formations. | examine the market reaction in béth 3-day and 5-day windows around
the initial MLP announcement. Following the methlogges of Sikes, Tian, and Wilson
(2014) and Kaniel, Liu, Saar, and Titman (2012),oam others, | calculate the
cumulative abnormal return (CAR) as the firm’'s culative return during the
announcement window less the equal-weighted CR8Rnrever the same peridd.
Mean CAR is calculated for the first and second evdgrmation announcements
separately. Sample differences between the twopgrare computed, with a T-test
applied to assess the statistical significancengfdifference in mean CAR.

Table 3 presents the results of this analysis. IPamggves the market response to
first wave MLP formations, showing positive abnofmeturns of 0.15% (0.20%) during
the 3-day (5-day) window surrounding the announcegmé MLP formation. However,
these returns are not statistically significantisTimding contradicts Moore et al. (1989),
who document significantly positive mean 2-day amuement period returns of 2.41%

for MLP carve-outs. This inconsistency appeargigedrom differences in specifications

31 Untabulated tests using value-weighted CRSP retiereompute CAR arrive at similar conclusions.

32 A Welch-Aspin t test is used, as Levene teststéfe null hypothesis of equal variances acrass dind
second wave CAR. The Levene test of variance dguslused because Shapiro-Wilk tests reveal non-
normality in the sample CAR.
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around computing event windows and abnormal reftfh®w power may also be a
factor, given the small sample of first wave MLPweaouts (12 firms).

Panel B reports the market reaction to second Wéve formations. The results
indicate a significant positive market reactionthe announcement of MLP formation
during both the 3-day (2.99%) and 5-day (2.94%)newendows. Panel C reports the
difference between second wave and first wave naeeetions. For both the 3-day and
5-day event windows, the market reaction is morsitpe for second wave MLP
formations, and the difference is statisticallyngiigant in both cases.

Table 4 presents the results of multivariate amslysabnormal returns across the
first and second waves. Martin and Kensinger (198@) that the market response to
MLP formation varies positively with the size oktIMLP relative to the market value of
the parent, and varies inversely with the propartad MLP ownership retained by the
parent. Accordingly, | includd&REL_SIZEand RETAIN as controls for each of these
factors, respective\REL_SIZEis computed as the total assets of the MLP sdajetie
market value of equity of the parent corporatioec&ise forming corporations rarely
disclose the precise value of assets to be camvedito the MLP, perfect foresight is
presumed. That is, the total book value of asdetiseoMLP is obtained from the MLP’s
first available balance she®ETAINis computed as the proportion of ownership in the
MLP retained by the parent after the IPO. Whenpgreentage to be retained is disclosed

along with the formation announcement, such disekss used. In other cases, perfect

33 Moore et al (1989) measure abnormal returns ysiadiction errors computed with parameter estimates
from market model regressions over a 200 tradingedéimation window. Further, cumulative abnormal
returns are calculated over a two-day window (da& day 0) which does not capture post-announcement
price reversion. In untabulated testing, | replcistoore et al. (1989) with results matching theirs.
Untabulated tests also reveal positive abnormatmetfor a combined sample of all first wave MLP
formations, irrespective of formation type, consigtwith prior literature.
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foresight is again presumed, and ownership infaonat acquired from the prospectus
or from subsequent press releases.

Because tax rates on equity income fluctuated duttie sample period, | also
control for the changing valuation effect of avoiglidouble taxation. Ideally, separate
controls for individual, corporate, and dividend tates would be included in the model
to capture these tax effects. However, becausdeislation frequently increases or
decreases these rates jointly, this results inreaweilticollinearity (condition number of
245.6%).3% | next explore a single variable amalgamatingtkinee relevant rates, the after
tax value of one dollar earned through a partnpridss the after tax value of one dollar
earned through a corporation (facing both corpommte dividend tax rates). This
transformation mitigates, but does not alleviabe, tulticollinearity problem, resulting
in a condition number of 18.6. The failure of tlsisecification appears related to the
abrupt drop in the dividend tax rate—from 38.6 patdo 15 percent—in 2003, making
it highly negatively correlated with the indicateariable for the second wave. Given
these constraints, | control for the valuation eeof tax rates by including the control
variable TAX_DIFF, which is computed as the difference between tmparate and
individual tax rates. Because the tax rate on éitlincome was decreased significantly

during the second wave, its omission from the mozid be expected to bias the

34 Condition number refers to the square root ofréti@ of the largest and smallest eigenvalue oA X.
condition number in excess of 15 generally indisat@me multicollinearity concern, while a condition
number in excess of 30 indicates severe multicedliity concern.

35 Untabulated testing is robust to this specifigafioboth sign and significance; however, coeffitseon
SECOND_WAVZHre inflated beyond a reasonable range.
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valuation effect of structural changes downwarde Titclusion of controls reduces my
sample by two observations, both during the firav&#®: 37

Panel A (Panel B) reports multivariate results gsdaday (5-day) CAR around
MLP formation announcements. Consistent with thigarrate results presented in Table
3, | find that 3-day (5-day) announcement retumes 390% (4.70%) higher during the
second wave of MLP formations. Consistent with fimelings of Christensen and
Christensen (1991), and contrary to the findingdaftin and Kensinger (1990), | find
positive and significant coefficients oRETAIN for both announcement windows,
suggesting that the value of MLP formation to tlaeept is increasing in the proportion
of ownership retained by the parent. The coeffisemn TAX_DIFF andREL_SIZEare
not significant in either panel.

The results in Tables 3 and 4 support Hla and tréjdbd. That is, they are
consistent with two potentiaéx anteinvestor beliefs: (1) overall agency costs are
increased, enhancing the ability of the parent @mggo exploit conflicts of interest with
the MLP, with benefits accruing to the parent fisrshareholders (the conflicts of interest
story); or (2) agency costs are reduced by theepess of fiduciary modification and
IDRs, and shareholders of the parent corporatioefitefrom reduced litigation exposure
(the litigation story). Subsequent tests examimentiarket response to MLP formation in

more detail, and may help distinguish betweenwescenarios described above.

36 Financial statement data could not be obtainetiforfirst-wave MLPs: Enserch Exploration Partners,
Ltd. & Entex Energy Development, Ltd.

87 Additional controls, such as market-to-book ratiml dividend payout ratio, though not included iiop
studies of MLP valuation, may be relevant to te$td1. However, limitations on available financial
data—such as book value data and commonly usedediglipayout scalars—prevent their inclusion in this
study.
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Formation of Oil & Gas Exploration MLPs

To test H2, | partition the sample based on ingustwhether the MLP is
involved in oil & gas exploration and production&E) activities. Because the MLP
operating structure is well suited to firms genaatsteady cash flows, most MLPs—
particularly during the second wave—operate in rthidstream sector, which is not as
susceptible to commaodity price risk as the upstréa&P) sector. As a result, the sample
of upstream, exploration firms is limited. Speatliy, a total of 13 sample firms—38 first
wave and 5 second wave—operate primarily in oil & @xploration and production. |
first compare the mean cumulative abnormal retéonéirst and second wave E&P MLP
formation announcements. Table 5 details the resiithis testing.

Panel A presents the market response to first wa&® MLP formations,
showing positive abnormal returns of 0.18% (1.10®k)ring the 3-day (5-day)
announcement window; though these returns are tadstscally significant. Panel B
reports a significant positive market reaction t@ tannouncement of E&P MLP
formation during both the 3-day (10.81%) and 5-{HY.93%) event windows. Panel C
reports that the 3-day (5-day) announcement peZidR for second wave formations is
10.63% (10.83%) higher than for first wave formasipand that despite the small sample
and the resultant low power of the tests, thiseddhce is statistically significant.

The results of Table 5 suggest that formations P8l engaged in oil & gas
exploration benefitted, perhaps disproportionatélym structural changes between the
first and second waves. To examine this more dyrecperform a multivariate analysis
of the differential impact of forming an E&P MLP rass the first and second waves,

estimating the following regression:
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CAR= 00 + 1:SEC_WAVE a2EXPLORE+ a3SEC_WAVE EXPLORE+

asTAX_DIFF+ 0sREL_SIZE+ asRETAIN+ ¢ (2)
whereSEC_WAVESs an indicator variable equal to one if the MLRsaformed during
the second wave; zero otherwi&PLOREis an indicator variable equal to one if the
MLP is engaged in exploration and production; zetberwise. The results of this
analysis are given in Table 6, with 3-day (5-day)@ncement perioBARanalyzed in
Panel A (Panel B). The findings in column 1—whickclades control variables—are
mixed, with Panel A pointing to E&P formations asvdrs of the increased valuation of
MLPs during the second wave, as only the interactesm has a significantly positive
coefficient. Panel B, on the other hand, reportsgaificantly positive coefficient on
SEC_WAVEand a positive coefficient on the interaction tethough the latter falls just
short of statistical significance. After controtjirfor factors related to tax rates, MLP
size, and retained ownership, the increased valuaif E&P MLPs during the second
wave becomes more pronounced, with positive ancdifgignt coefficients only for the
interaction term. As in Table 4, the coefficientsRETAINare positive and significant.

Taken together, the results presented in Tablesd56aprovide support for H2a
and reject H2b. Specifically, Table 5 reports thhé market response to parent
corporations forming MLPs engaged in oil & gas exation were significantly higher
during the second wave of MLP formations than dytime first, both economically and
statistically. Further, Table 6 presents evidera parents forming exploration MLPs
benefitted more from the structural changes toNthé environment than did parents

forming non-exploration MLPs, in terms of the markeresponse to their formation
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announcements. This suggests that shareholderarehtpcorporations expect that the
parent could benefit from conflicts of interesttwihe MLP.
Fiduciary Waiver and Market Reaction to MLP Formati on

If changes to Delaware alternative entity law dffée agency costs associated
with MLP formation, the allowance of full waiver &fluciary duty beginning August 1,
2004 will influence announcement period returnsrmzyeasing agency costs. Unlike the
allowance of fiduciary modification in 1990, thihange to Delaware law was not
accompanied by a change in MLP incentive strucfuee incentive distribution rights).
Accordingly, by partitioning second wave MLP formoaits around the law change and
comparing announcement period returns, the valuatfects of changes in agency costs,
as set forth in H3a and H3b, can be more cleadjuated.

Because the Act allowing fiduciary waiver was ampa on June 24, 2004 and
debated for some time prior, | eliminate MLPs ammead during 2004 from this analysis,
as it is unclear whether investors might anticighte possibility of fiduciary waiver for
these firms. | also exclude first wave formationsnf this analysis in the interest of
comparability between groups. The resulting sangplesists of 42 second wave MLP
formations, of which 19 (23) are formed beforedgfthe allowance of fiduciary waiver.

Table 7 presents the results of this analysis, Réhel A and Panel B reporting 3-
day and 5-day announcement period abnormal retwespectively. In univariate
testing—reported in column 1—3-day (5-da@pR is 3.9% (4.5%) higher during the
post-fiduciary waiver period (significant at the pgercent level). When controls are

included?® positive coefficients oiPOST_WAIVERersist in both panels, but, perhaps

38 TAX_DIFFis excluded from this model due to a lack of vi@imduring the post-waiver period
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due to the reduced sample size, statistical smanfie is lost in two-tailed testing (p-
value of 0.163 using 3-dayAR.

The results of Table 7 provide weak support foraH3he increase in
announcement period returns after the allowandao€iary waiver, reported in column
1, supports the assertion that shareholders ohpamgporations expect to benefit from
the parent’s increased ability to take advantageoofflicts of interest with the MLP.
However, care should be used when interpretingfihéing, as it is confounded by the
impact of exploration activities on market resporidat is, all five oil & gas exploration
firms formed during the second wave are formed(dfX2or later—after the passage of
full fiduciary waiver. When these firms are remoygeists of meaifCAR (untabulated)
reveal a difference between post- and pre-waiversfiof 2.27% (2.56%) during the 3-
day (5-day) announcement window, but these difi@eeriall short of traditional levels of
statistical significance. While this lends reasan $kepticism, it is possible that the
change in Delaware law to allow fiduciary waiversaa factor in the decision of these
firms to form exploration MLPs. Indeed, 3 of thefegkming corporations included a
fiduciary waiver in the partnership agreements béirt newly-formed exploration
MLPs 39
Supplemental Testing

MLPs and their corporate parents are primarily teltexl in the energy sector,
particularly during the second wave. The boom inS.Uenergy production and
transportation during the last two decades cautmzk seturns in the energy sector to
frequently outperform that of market as a wholec&ese of this, it is possible that the

increase in abnormal returns from the first to #®zond wave documented in the

3% One firm, Atlas America, Inc., formed two of th&E MLPs during the post-waiver period.
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previous subchapter may be biased upwards. With ithimind, | repeat the testing
described earlier with cumulative abnormal retunmsv computed using returns on
industry-size matched portfolios in place of eqwalghted market returns. Industry-size
returns are calculated from portfolios based oniless of market value of equity and
three-digit SIC codes. Where the intersection eséhgroups includes fewer than five
unique firms, | use two-digit SIC codes. If a simdustry group using two-digit SIC
codes has fewer than 5 unique observations, oneSli{g codes are used to construct the
portfolio return.

In untabulated testing, | find results which aenegrally consistent with those
presented above. Specifically, in multivariate destt H1, | find that second wave MLP
formation announcements enjoy 3-day (5-day) abnbmaarns which are 3.76%
(4.20%) higher than first wave formation announcetsieln tests of H2, | again find
support for E&P MLP formations as drivers of thergase irCARfrom the first wave to
the second, though this result is statisticallyngigant only when using a 3-day
announcement window. In tests of H3, | continuefitml a positive coefficient on
POST_WAIVER, but again fall just short of statisficsignificance in two-tailed
testing—p-values of 0.119 and 0.169 using 3-day Buahy announcement windows,
respectively.

MLP Formation and Information Asymmetry

In tests of H4, | examine the effect of formingMhP on information asymmetry
between parent corporation management and outsatel®mlders. Following Chen et al
(2014), | measure information asymmetry using bwmtiosyncratic return volatility

(IDVOL) and price-scaled percentage bid-ask spre8BREAD. Similar to Ang, et al
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(2006), | computdDVOL as the standard deviation of the residual from -Bpacific
regressions of daily returns on the three Famadrr¢h993) factors over 200-trading-
day pre- and post-MLP formation announcement esimmavindows, multiplied by 100.
For each MLP formation, the pre-formation windovasg days-209 throught-10, and
the post-formation window spans ddy40 throught+209. In univariate testing, a t-test
is used to determine the statistical significantarty difference between pre- and post-
announcement periotDVOL. Next, | perform multivariate analysis by estimgtithe
following regression equation:

IDVOL = 0o + a1POST_MLP+ 02SIZE+ 03LEVERAGE+ auLOSS+ asMB +

a6VOLUME + 07SD_VOL+ 0sAGE + 0oSD_REW#¢ 2)
wherePOST_MLPequals one if the observation is after MLP forim@tizero otherwise;
SIZE is the natural logarithm of lagged total asséSVERAGEIs lagged total debt
scaled by lagged total asset€)SSequals one if the firm incurred a pre-tax lossimyr
the current year, zero otherwidédB is the market to book rati®/OLUME is the natural
logarithm of the average trading volume over themegion window;SD_VOLis the
natural logarithm of the average daily trading vo&y in hundreds, for firnn over the
estimation window,AGE is the natural logarithm of the time firmhas been listed in
Compustat; anéD_REVis the standard deviation of annual revenues thesfour-year
window ending in time t, scaled by total assetalsb include year fixed-effects and
cluster standard errors by industry, using twotdsgC codes.

Table 8 presents the results of this analysis. IPamggves the difference in mean
idiosyncratic return volatility before and afteretannouncement of MLP formation.

Because tests of H4 are not restricted to MLPs déolmia carveout, univariate tests
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include 65 MLP formations, with 3 observations Idse to CRSP data unavailability. |
find that mean idiosyncratic return volatility isughly 1.8 percent lower during the 200
trading day period after MLP formation than durihg same period prior to formation.
However, this difference is not statistically sifggant at traditional levels. Panel B
reports the results of estimating equation (2).eHéne sample is further reduced to 58
firms (116 observations) as a result of limited @ostat coverage. The coefficient on
POST_MLPis negative and statistically significant, suggesthat, when controlling for
other contributing factors, MLP formation appeapsréduce information asymmetry
within parent corporations. This supports the notibat MLP formations, like other
corporate spin-offs, reveal information about sggted assets which was previously
unknown to shareholders, as in Krishnaswami and&uodniam (1999), and that this
effect outweighs any potential increase in orgammal complexity. Consistent with
intuition, the coefficients oLEVERAGE, VOLUME, and SD_REAMfe positive and
significant, and the coefficient @1ZEis negative and significant.

| further test H4 using price-scaled percentageaskl spreadSPREAD as a
proxy for information asymmetry. Similar to Chen,a¢ (2014), | comput&PREADas
the average bid-ask spreads for firmver two one-year periods—the first ending on the
day prior to the announcement of MLP formation, #mel second beginning on the day
after the announcement date—scaled by stock prnideraultiplied by 100. In univariate
testing, a t-test is used to determine the stadistignificance of any difference between
pre- and post-announcement perl®BREAD Next, | perform multivariate analysis by
estimating the following regression equation:

SPREAD= a0 + tiPOST_MLP+ 02SIZE+ 0sLEVERAGEF 04LOSS+ asMB +
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asVOLUME + a7SD_VOL+ agAGE + 09SD_RET+ 010SD_REW¢ (3)
where controls are defined as in equation (2), i addition of SD_RET, which is
computed as the standard deviation of daily stetirns for firmi over the estimation
window. | once again include year fixed-effects ahaster standard errors by industry,
using two-digit SIC codes.

Table 9 presents the results of this analysis. IPamggves the difference in mean
bid-ask spread before and after the announcemeML®t formation. Sample size is
reduced to 44 firms as a result of inconsistentdnd ask data in CRSP, particularly
before 1993. | find that mean bid-ask spread ighbul2 percent lower during the one
year period after MLP formation than during the saperiod prior to formation.
However, this difference is not statistically sifggant at traditional levels. Panel B
reports the results of estimating equation (3).etiéne sample is further reduced to 39
firms (78 observations) by Compustat data availgbirhe coefficient olPOST_MLPis
negative but insignificant, suggesting that MLPnfation does not appear to influence
bid-ask spreads of parent corporations. Surprigjmgine of the coefficients dhe set of
controls are significant, suggesting that the segtwer may not be sufficient as a result

of the small sample size.
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CHAPTER VI
CONCLUSION

This study examines the effect of structural défeses between first and second
wave MLPs on the share price response to MLP faomaannouncements. These
changes include the allowance of modifications tudiary responsibility under
Delaware partnership law, beginning in 1990; thpybarization of incentive distribution
rights during the 1990s; and the decreased usecapes restrictions within MLP
partnership agreements beginning in the late 1980xcument significantly higher 3-day
and 5-day announcement period returns for seconet WHLP formations, suggesting
that changes to the MLP agency and operating emviemts have enhanced the value
impact of MLP formation. | also find support forettassertion that parent corporations
benefit from conflicts of interest with the MLP. &pfically, | show that the positive
valuation effect of structural changes is focusenrg firms having comparatively high
agency costs, and find some evidence that the atlo of full fiduciary waiver under
Delaware law positively impacted the market respots MLP formations. This is
consistent with investors in parent corporationgeeting,ex ante that increased agency
costs enhance the ability of the parent compangxmoit conflicts of interest with the
MLP. Finally, I examine the prediction of priordiature that the isolation of a subset of
corporate assets through the formation of an MldRilte in improved information flow
and positive share price effects to the parent aratn, finding support for this
prediction in the form of reduced idiosyncraticuret volatility after MLP formations.

Master limited partnerships provide a useful sgttmwhich to examine a variety

of topics which are of general interest to acconi@nd finance researchers. Because
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Delaware law grants contractual freedom over maspeets of firm governance, and
because MLPs are publicly traded, we can obsemeifspgovernance provisions which
are absent from corporate entities, and unobsexviabprivately-held partnerships. As
such, researchers may benefit from the MLP settingetter understanding the role of
governance in firm policies around payout, accountquality, and capital structure,
among others. Further, as non-corporate entitiesrbe an increasingly important part of
the U.S. economy, the study of MLPs could providsearchers with valuable insight

into organizational forms for which financial déganot generally publicly available.
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APPENDIX A

ORGANIZATIONAL CHART — BLUEKNIGHT ENERGY PARTNERS, L.P.
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APPENDIX B
SAMPLE INCENTIVE DISTRIBUTION —
SECTION 5.4 OF THIRD AMENDED AND RESTATED AGREEMENT OF LIMITED

PARTNERSHIP OF KINDER MORGAN ENERGY PARTNERS, L.P.

5.4 DISTRIBUTIONS OF CASH FROM OPERATIONS. An amowgual to 100% of
Available Cash with respect to any calendar quatiat is deemed to be Cash from
Operations pursuant to the provisions of Sectidh &:. 5.5 shall be distributed in
accordance with Section 5.7(a) as follows, excepitherwise required by Section 4.1(c)
in respect of additional Partnership Securitiesagspursuant thereto:

(a) First, 99% to all Limited Baers, Pro Rata, and 1% to the General Partner
until there has been distributed in respect of dawit Outstanding as of the last day of
such quarter an amount equal to the Minimum Qugristribution;

(b) Second, 99% to all LimitedrtRars, Pro Rata, and 1% to the General
Partner until there has been distributed in respgetich Unit Outstanding as of the last
day of such quarter an amount equal to the exddbe &-irst Target Distribution over the
Minimum Quarterly Distribution;

(c) Third, 85.8673% to all Limitdartners, Pro Rata, and 14.1327% to the
General Partner until there has been distributegspect of each Unit Outstanding as of
the last day of such quarter an amount equal toetkmess of the Second Target
Distribution over the First Target Distribution:

(d) Fourth, 75.7653% to all Limited Partners, Rata, and 24.2347% to the
General Partner until there has been distributeaespect of each Unit Outstanding as of
the last day of such quarter an amount equal texbess of the Third Target Distribution
over the Second Target Distribution; and

(e) Thereafter, 50.5102% to all lted Partners, Pro Rata, and 49.4898% to
the General Partner;

provided, however, if the Minimum Quarterly Disuiion, the First Target Distribution,
the Second Target Distribution and the Third Tam@estribution have been reduced to
zero pursuant to the second sentence of Sectigriig@listributions of Available Cash
that is deemed to be Cash from Operations withesm any quarter will be made
solely in accordance with Section 5.4(e).

50

www.manaraa.com



APPENDIX C
EXCERPT FROM 2012 FORM 10-K OF

BLUEKNIGHT ENERGY PARTNERS, L.P.

Risks Inherent in an Investment in Us

Vitol and Charlesbank control our General Partnewhich has sole responsibility for conducting our
business and managing ouroperations. Our General Partner has conflicts ofterest with us and

limited fiduciary duties, which may permit it to feor its own interests to the detriment of our

unitholders.

Vitol and Charlesbank own and control our Geneeatrier. Some of our General
Partner’s directors are directors and officers @bMor Charlesbank. Therefore, conflicts
of interest may arise between our General Partorerthe one hand, and us and our
unitholders, on the othehand. In resolving those conflicts of interest, Ganeral Partner
may favor its own interests and the interests ®faiffiliates over the interestsf our
unitholders. Although the conflicts committee o€ thoard of directors of our General
Partner (the “Board”) may review such conflicts witerest, the Board is not required to
submit such matters to the conflicts committee.s€heonflicts include, among others, the
following situations:

« neither our partnership agreement nor any otheseagent requires our General
Partner, Vitol or Charlesbank to pursue a busingsategy that favors us. Such
persons may make these decisions in their besestievhich may be contrary to
our interests;

- our General Partner is allowed to take into accthminterests of parties other than
us, such as Vitol, Charlesbank and thefiiliates, in resolving conflicts of interest;

- if we do not have sufficient available cash fromeging surplus, our General
Partner could cause us to use cash from non-opgratiurces, such as asset sales,
issuances of securities and borrowings, to payilligions, which means that we
could make distributions that deteriorate our capital base #vat our General
Partner could receive distributions on its incemtdistribution rights to which it
would not otherwise be entitled if we did not hasdficient available cash from
operating surplus to make sudistributions;

« Vitol and Charlesbank are holders of our Prefertedts and may favor their
interests in actions relating to such units, intigd causing us to make distributions
on such units even if no distributions are madéhercommon units;

« Vitol and Charlesbank may compete with us, inclgdinith respect to future
acquisition opportunities (either through Developm€ompany or otherwise);

« Vitol and Charlesbank may favor their own interestproposing the terms of any
acquisitions we make directly from them or froBevelopment Company, and such
terms may not be as favorable as those we couklveeérom an unrelated third

party;
« our General Partner has limited its liability ardiuced its fiduciary duties and has
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also restricted the remedies available to anitholders for actions that, without the
limitations, might constitute breaches of fiduciduty;

- our General Partner determines the amount anddiofidsset purchases and sales,
borrowings, issuance of additional partnershggcurities and reserves, each of
which can affect the amount of cash that is distatd to unitholders;

« our General Partner determines the amount anddimirany capital expenditures
and whether a capital expenditure is a maintenacapital expenditure, which
reduces operating surplus, or an expansion capxpénditure, which does not
reduce operating surplushis determination can affect the amount of casih ith
distributed to our unitholders;

« our General Parther may make a determination tive@ quantity of our Class B
units in exchange for resetting the targistribution levels related to its incentive
distribution rights without the approval of the dmis committee of our General
Partner or our unitholders;

« our General Partner determines which costs incubredt and its affiliates are
reimbursable by us;

« our partnership agreement does not restrict ouefaéRartner from causing us to
pay it or its affiliates for any services rendetedus or entering into additional
contractual arrangements with any of these entitiesur behalf;

- our General Partner intends to limit its liabiliggarding our contractual and other
obligations and, in some circumstances, is entitietbe indemnified by us;

« our General Partner may exercise its limited rightall and purchase common units
if it and its affiliates own more than 80% of tle®mmon units;

« our General Partner controls the enforcement oigatibns owed to us by our
General Partner and its affiliates; and

« our General Partner decides whether to retain agpaounsel, accountants or others
to perform services for us.
Our partnership agreement limits our General Partre fiduciary duties to holders of our units and

restricts the remedies available tdolders of our units for actions taken by our GerarPartner that
might otherwise constitute breaches of fiduciarytgu

Our partnership agreement contains provisionsréuaice the fiduciary standards
to which our General Partner would otherwise bel Ihgl state fiduciary duty laws. For
example, our partnership agreement:

- permits our General Partner to make a number a$ides in its individual capacity,
as opposed to in its capacity as our Gendpattner. This entitles our General
Partner to consider only the interests and fat¢hasit desires, and it has no duty or
obligation to give any consideration to any interest of, or festaffecting, us, our
affiliates or any limited partner. Examples incluthe exercise of its right to
receive a quantity of our Class B units in excharge resetting the target
distribution levels related to its incentivalistribution rights, the exercise of its
limited call right, the exercise of its rights t@nsfer or vote the units it owns, the
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exercise of itsregistration rights and its determination whethenat to consent to
any merger or consolidation of the partnership memdment tothe partnership
agreement;

« provides that our General Partner will not have lgatdyility to us or our unitholders
for decisions made in its capacity as a gen@atner so long as it acted in good
faith, meaning it believed the decision was inlikst interests of our partnership;

- generally provides that affiliated transactions eggblutions of conflicts of interest
not approved by the conflicts committee of tlB®ard acting in good faith and not
involving a vote of unitholders must be on termslegs favorable to us than those
generally beingprovided to or available from unrelated third pestor must be “fair
and reasonable” to us, as determined by our Gemadher in good faith. In
determining whether a transaction or resolutidffais and reasonable,” our General
Partner may consider the totalityf the relationships between the parties involved,
including other transactions that may be parti¢pladvantageous or beneficial to
us;

« provides that our General Partner and its offiegrs directors will not be liable for
monetary damages to us, our limited partnerassignees for any acts or omissions
unless there has been a final and non-appealatitgngnt entered by a court of
competent jurisdiction determining that our General Partnerits officers and
directors acted in bad faith or engaged in frauditiful misconduct or, in the case
of a criminal matter, acted with knowledge that¢baduct was criminal; and

.« provides that in resolving conflicts of interestwill be presumed that in making its
decision our General Partner acted in good fagthg in any proceeding brought by
or on behalf of any limited partner or us, the perbringing or prosecuting such
proceeding willhave the burden of overcoming such presumption.

By purchasing a common unit, a common unitholdet become bound by
the provisions in the partnership agreement, inetudhe provisions discussed above.

Holders of our Preferred Units and common units halimited voting rights and are not entitled to ete
our General Partner or its directors.

Unlike the holders of common stock in a corporgtionitholders have only
limited voting rights on matters affecting our mess and,therefore, limited ability to
influence management’s decisions regarding ourniessi Unitholders did not elect our
General Partner or the Boarand have no right to elect our General Partnerher t
Board on an annual or other continuing basis. Tlar® is chosen by Vitol and
Charlesbank. Furthermore, if the unitholders assatisfied with the performance of our
General Partner, they have little ability to remawr General Partner. Amendments to
our partnership agreement may be proposed onlyr bwyitb the consent of our General
Partner. As a result othese limitations, the price at which the commoitsuwill trade
could be diminished because of the absence or tieduaf a takeover premiumin the
trading price.
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Control of our General Partner may be transferred & third party without unitholder consent.

Our General Partner may transfer its general panmerest to a third party in a
merger or in a sale of all or substantially allitsf assets without the consent of the
unitholders. Furthermore, our partnership agreerdeat not restrict the ability of Vitol
and Charlesbank, the ownes§ our General Partner, from transferring all gooation of
their ownership interest in our General Partnea tthird party. The new owner of our
General Partner would then be in a position toaeplthe Board and officers of our
General Partner with its own choices and therefflyence the decisions made by the
Board and officers.
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APPENDIX D

TABLES

Table 1

Distribution of final sample of MLP formations.

Panel A: Distribution by year

Calendar year MLP formations Calendar year MLP formations
198: 1 199¢ 2
198¢ 2 199¢ 1
198t 5 200( 2
198¢ 2 2001 3
1987 2 200z 1
198¢ 1 200: 0
198¢ 2 200¢ 3
199( 0 200t 3
1991 1 200¢ 7
199z 1 2007 8
199: 0 200¢ 0
199/ 1 200¢ 0
199t 1 2C10 1
199¢ 3 2011 4
1997 0

Total 57
Panel B: Distribution by industry
Industry type First wave Second wave
Chemicals 0 1
Midstream — Oil (crude & refined) 1 13
Midstream — Natural gas 1 14
Oil & gas exploration 8 5
Petroleum refining 0 1
Propane retail sales 0 2
Water transportation 0 5
Other 2 4
Total 12 45

MLP industries are determined through a review ah#al Reports, Registration Statements, and press
releases, as Standard Industrial Classificatio€)$bdes are frequently unreliable when distingaigh
between operational sectors within the oil & gadustry. First wave MLPs formed by spin-off or total
conversion operate in additional industries, inglgdtimber services, real estate development, and

residential cleaning services.

55

www.manaraa.com



Table 2
Descriptive statistics

Panel A: Summary statistics for first wave sample

Variable N Mean Median  Std. Dev. Q1 Q3
REL_SIZE 12 1.38 0.69 1.81 0.20 1.67
RETAIN 12 0.72 0.85 0.29 0.57 0.90
SIZE 10 8.0¢ 8.11 1.0¢ 7.2¢€ 9.2t
LEVERAGE 10 0.31 0.2: 0.1¢ 0.1¢€ 0.4:
ROA 10 0.0¢ 0.0t 0.0¢ 0.0t 0.0¢
MTB 10 1.1¢4 1.1€ 0.3¢ 0.8: 1.4F
Panel B: Summary statistics for second wave sample

Variable N Mean Median  Std. Dev. Q1 Q3
REL_SIZE 45 0.45 0.21 0.76 0.06 0.57
RETAIN 45 0.58 0.60 0.19 0.49 0.71
SIZE 42 7.8¢ 7.64 1.64 6.62 9.2t
LEVERAGE 42 0.3¢ 0.3t 0.1¢ 0.2: 0.4¢
ROA 42 0.0z 0.0z 0.0¢ 0.01 0.07
MTB 42 2.29** 2.0¢ 2.6¢ 1.27 2.61

All variables are measured at the end of the figeal prior to the announcement of MLP formatiBEL_SIZEs the
size of the MLP (total assets) relative to the ifehe parent (market value of equitETAINis the percentage
ownership in the MLP retained by the parent corpona SIZE equals the log of total assets. LEVERAGEhe ratio
of total debt to total assets. ROA is earnings teefaxes divided by total assets. MTB is the matéédiook ratio of
equity. Five sample firms did not have Compustaa d¢avo first wave and three second wave), ancerckided here;
these firms are included in subsequent testingdbat not require Compustat data. Six parent fion® multiple
MLPs during the sample period—two apiece—and atk @&cluded twice in the above analysis, with diatavn from

the appropriate time period for each formation.

** Indicates that the difference is statistigalignificant at the 5% level, using a two-tailedt.
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Table 3
Cumulative abnormal retur€AR around announcement of MLP formations.

Panel A:CARfor first-wave MLP formations.

Window N CAR t-Statistic p-Value
(-1, 1) 12 0.15% 0.14 0.890
(-2, 2) 12 0.20% 0.19 0.850

Panel B:CARfor second-wave MLP formations.

Window N CAR  t-Statistic p-Value
(-1, 1) 45 2.99% 3.07 0.004
(-2, 2) 45 2.94% 2.73 0.009

Panel C: Sample differences between second- astdvave MLP formations.

Window N CAR  t-Statistic p-Value
(-1, 1) 57 2.84% 1.94 0.061
(-2, 2) 57 2.74% 1.84 0.074

CAR= cumulative abnormal return, defined as retuet) - equal weighted CRSP return (ewrtd). The
event date (day zero) is the date on which thempa@poration announces its plans to form an MLP.
The sample of first-wave and second-wave formaitaiudes only MLPs formed by a public issue
carve-out of corporate assets, and does not indhluake formed by spin-off. The T-test of sample
difference is based on the assumption that varfaace different across the two samples. Reported p-
values are based on a two-tailed test.

57

www.manaraa.com



Table 4
Multivariate analysis o€ARaround announcements of MLP formations.

Panel A: Three-dagARaround MLP formation announcement (-1, 1)

Intercept Coefficient t-Statistic p-Value
SEC_WAVE 0.039** 2.14 0.038
TAX_DIFF 0.003 0.02 0.987
REL_SIZE 0.001 0.22 0.826
RETAIN 0.054* 1.72 0.092
N 55

R-squared 6.64%

Panel B: Five-dag ARaround MLP formation announcement (-2, 2)

Intercept Coefficient t-Statistic p-Value
SEC_WAVE 0.047** 2.14 0.037
TAX_DIFF -0.236 -1.14 0.260
REL_SIZE 0.001 0.25 0.806
RETAIN 0.103** 2.33 0.024

N 55

R-squared 14.34%

The dependent variable in Panel A (B) is announogrfien cumulative abnormal retunCAR) over
the 3-day (5-day) window around the announcementlbP formation CAR = return (ret) — equal
weighted CRSP return (ewrtdJEC_WAVEequals one if the formation takes place duringstheond
wave; zero otherwis@.AX_DIFFequals the difference between the corporate texatad the individual
tax rate at the time of MLP formatioREL_SIZEs the size of the MLP (total assets) relativéhm size
of the parent (market value of equitiRETAINIs the percentage ownership in the MLP retainethy
parent corporation. Coefficient estimates, t-siads and p-values are computed using robust stdnda
errors clustered by firm, and are based on tweddaiésts.

** Indicates that the difference is statisticaligrsficant at the 5% level, using a two-tailed test

* Indicates that the difference is statisticallgrgficant at the 10% level, using a two-tailed test

58

www.manaraa.com



Table 5
Cumulative abnormal retur©@R for oil & gas exploration MLP formations.

Panel A:CARfor first wave oil & gas exploration MLP formatisn

Window N CAR t-Statistic p-Value
(-1, 1) 8 0.18% 0.14 0.891
(-2, 2) 8 1.10% 0.86 0.418

Panel B:CARfor second wave oil & gas exploration MLP formaso

Window N CAR t-Statistic p-Value
(-1, 1) 5 10.81% 2.38 0.076
(-2, 2) 5 11.93% 2.82 0.048

Panel C: Sample differences between second- astdvave MLP formations

Window N CAR  t-Statistic p-Value
(-1, 1) 13 10.63% 2.26 0.077
(-2, 2) 13 10.83% 2.45 0.061

CAR= cumulative abnormal return, defined as retuet) - equal weighted CRSP return (ewrtd). The
event date (day zero) is the date on which thempae@poration announces its plans to form an MLP.
The sample of first-wave and second-wave formatiotude only oil & gas exploration MLPs
formed by a public issue carve-out of corporatetmsand does not include those formed by spin-off.
The T-test of sample difference is based on themagson that variances are different across the two
samples. Reported p-values are based on a twd-tate
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Table 6

Multivariate analysis o€CARfor oil & gas exploration MLP formations.

Panel A: Exploration versus non-exploration MLPiations across waves (-1, 1)

Variable Q) (2)
SEC_WAVE 0.019 0.018
(0.413) (0.496)
EXPLORE 0.001 -0.019
(0.976) (0.554)
SEC_WAVE x EXPLORE 0.087* 0.104**
(0.084) (0.042)
TAX_DIFF 0.123
(0.509)
REL_SIZE 0.001
(0.898)
RETAIN 0.041
(0.201)
N 57 55
R-squared 19.88% 21.65%
Panel B: Exploration versus non-exploration MLPations across waves (-2, 2)
Variable Q) (2)
SEC_WAVE 0.034* 0.031
(0.052) (0.333)
EXPLORE 0.027 -0.010
(0.154) (0.739)
SEC_WAVE x EXPLORE 0.074 0.100**
(0.103) (0.044)
TAX_DIFF -0.119
(0.591)
REL_SIZE 0.002
(0.793)
RETAIN 0.085**
(0.041)
N 57 55
R-squared 21.68% 28.46%

The dependent variable in Panel A (B) is announo¢rilen cumulative abnormal retun€AR)over the 3-

day (5-day) window around the announcement of MafnitionCAR = return (ret) — equal weighted CRSP
return (ewrtd).SEC_WAVEequals one if the formation takes place duringstheond wave; zero otherwise.
EXPLOREequals one if the MLP being formed is engaged iln& gas exploration; zero otherwise.
TAX_DIFF equals the difference between the corporate texared the individual tax rate at the time of MLP
formation.REL_SIZEis the size of the MLP (total assets) relativehe size of the parent (market value of
equity). RETAINis the percentage ownership in the MLP retainedthgy parent corporation. Coefficient
estimates and p-values (in parentheses) are cothpsteg robust standard errors clustered by firmd, are
based on two-tailed tests.

** Indicates that the difference is statisticallgrsficant at the 5% level, using a two-tailed test

* Indicates that the difference is statisticallgrsficant at the 10% level, using a two-tailed test
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Table 7

Cumulative abnormal retur©AR around fiduciary waiver allowance.

Panel A: Three-dagARaround MLP formation announcement (-1, 1)

Variable (2) (2)
POST_WAIVER 0.039** 0.041
(0.031) (0.163)
REL_SIZE 0.019*
(0.095)
RETAIN 0.029
(0.613)
N 42 42
R-squared 9.98% 15.38%
Panel B: Five-dag ARaround MLP formation announcement (-2, 2)
Variable (2) (2)
POST_WAIVER 0.045** 0.032
(0.030) (0.270)
REL_SIZE 0.021
(0.150)
RETAIN 0.102*
(0.077)
N 42 42
R-squared 10.63% 20.67%

The dependent variable in Panel A (B) is announcerfien cumulative abnormal returfCAR) over

the 3-day (5-day) window around the announcementlbP formation CAR = return (ret) — equal
weighted CRSP return (ewrtddOST_WAIVERquals one if the formation takes place after 2@e#o
otherwise REL_SIZHs the size of the MLP (total assets) relativéh® size of the parent (market value
of equity). RETAIN is the percentage ownership in the MLP retainedth®y parent corporation.
Coefficient estimates and p-values (in parenthemesyomputed using robust standard errors clubtere

by firm, and are based on two-tailed tests.

** Indicates that the difference is statisticalligrsficant at the 5% level, using a two-tailed test
* Indicates that the difference is statisticallgrsficant at the 10% level, using a two-tailed test
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Table 8
MLP formation and idiosyncratic return volatilitfQvVOL).

Panel A: MeannDVOL before and after MLP formation

Window N IDVOL t-Statistic p-Value
Pre-MLP 65 2.218 23.06 0.000
Post-MLP 65 2.178 21.11 0.000
Difference 130 0.040 0.286 0.776

Panel B: Multivariate analysis &PREADaround MLP formations

Coefficient t-Statistic p-Value
POST_MLP -0.164** -2.19 0.041
SIZE -0.396*** -4.18 0.001
LEVERAGE 0.905** 2.18 0.042
LOSS -0.150 -0.91 0.377
MB -0.013 -0.37 0.716
VOLUME 0.387* 2.07 0.052
SD_VOL -0.036 -0.21 0.835
AGE -0.036 -0.32 0.751
SD_REV 0.206*** 8.31 0.000
N 116
YEAR FIXED EFFECTS YES
R-squared 75.81%

The dependent variable in Panel B is idiosyncragiarn volatility (DVOL) computed over the 200 trading
day windows before and after the announcement of° Marmation. POST_MLPequals one if the
observation is after MLP formation; zero otherwiS&ZE is the natural logarithm of lagged total assets.
LEVERAGES lagged total debt scaled by lagged total ask€SSequals one if the firm incurred a pre-tax
loss during the current year; zero otherwist is the market to book ratid?/OLUME is the natural
logarithm of the average trading volume over thinegion window.SD_VOLis the natural logarithm of
the average daily trading volume, in hundreds fifon i over the estimation windowAGE is the natural
logarithm of the time firm has been listed in Compust&D_REVis the standard deviation of annual
revenues over the four-year window ending in timedaled by total assets. Coefficient estimates, t-
statistics, and p-values are computed using stdnef@ors clustered by industry (two-digit SIC), aae
based on two-tailed tests.

* Indicates that the difference is statisticallgrgficant at the 10% level, using a two-tailed test

** Indicates that the difference is statisticallgrsficant at the 5% level, using a two-tailed test

*** |ndicates that the difference is statisticaflignificant at the 1% level, using a two-tailed tes
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Table 9
MLP formation and bid-ask spreads.

Panel A: Mean bid-ask spread before and after Mitétion

Window N SPREAD t-Statistic p-Value
Pre-MLP 44 1.123 5.06 0.000
Post-MLP 44 0.988 491 0.000
Difference 88 0.135 0.45 0.653

Panel B: Multivariate analysis &PREADaround MLP formations

Coefficient t-Statistic p-Value
POST_MLP -0.018 -0.20 0.841
SIZE -0.031 -0.14 0.892
LEVERAGE 1.288 1.55 0.143
LOSS -0.304 -1.23 0.238
MB 0.032 0.56 0.585
VOLUME -0.337 -0.81 0.429
SD_VOL -0.024 -0.08 0.940
AGE 0.360 1.64 0.122
SD_RET 33.348 1.31 0.212
SD_REV -0.082 -1.15 0.268
N 78
YEAR FIXED EFFECTS YES
R-squared 83.51%

The dependent variable in Panel B is price-scaldehbk spreadSPREAD)averaged over the one year
windows before and after the announcement of Mubh&ion.POST_MLPequals one if the observation
is after MLP formation; zero otherwis8IZEis the natural logarithm of lagged total asseBVERAGES
lagged total debt scaled by lagged total as&&S§Sequals one if the firm incurred a pre-tax lossiryr
the current year; zero otherwidéB is the market to book rati®’OLUME is the natural logarithm of the
average trading volume over the estimation wind®@. VOLis the natural logarithm of the average daily
trading volume, in hundreds, for firmover the estimation windovAGE is the natural logarithm of the
time firmi has been listed in CompustaD_RETis the standard deviation of daily stock retumrsfirm i
over the estimation windowSD_REVis the standard deviation of annual revenues twverfour-year
window ending in time t, scaled by total assetseffident estimates, t-statistics, and p-values are
computed using standard errors clustered by ingl(s#o-digit SIC), and are based on two-tailedgest

* Indicates that the difference is statisticallgrgficant at the 10% level, using a two-tailed test

** Indicates that the difference is statisticalligrsficant at the 5% level, using a two-tailed test

*** |ndicates that the difference is statisticaflignificant at the 1% level, using a two-tailed tes
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