Chapter 13: Financing the Deal:
Private Equity, Hedge Funds, and 

Other Sources of Financing
Chapter Summary and Learning Objectives
This chapter begins with a discussion of common sources of M&A financing. The role of private equity firms, whose assets are managed by leveraged buyout funds, in financing highly leveraged transactions is discussed in detail. Highly leveraged transactions are typically referred to as leveraged buyouts (LBOs), which are discussed in the context of a financing strategy.  This chapter also describes the changing nature of LBOs, their impact on innovation, firm performance, and employment, as well as factors contributing to their success, typical capital structures, and the pitfalls of improperly structured LBOs. The terms buyout firm and financial sponsor are used interchangeably, as they are in the literature on the subject, throughout the chapter to include a variety of investor groups. 
Chapter 13 Learning Objectives: Providing students with an understanding of

1.   How M&A deals are financed;
2.   The role of private equity and hedge funds in the financing process;
3. Advantages and disadvantages of LBOs deal structures;

4 How LBOs create value;

5.   Leveraged buyouts as financing strategies;
6.   Factors critical to the successful LBOs; and 
7. Common LBO capital structures.
Learning Objective 1: How M&A deals are financed
· Asset-based or secured lending

· Cash flow or unsecured lending
· Types of Long-term financing

--Senior or junior

--Debentures

--Convertible

--Junk bonds

--Leveraged bank loans

--Payment-in-kind
· Seller financing
· Common and preferred stock (including payment in kind)

Learning Objective 2: The role of private equity and hedge funds in the financing process
· Financial intermediaries
· Lenders and investors of last resort

· Providers of financial engineering and operational expertise for target firms
Learning Objective 3: Advantages and disadvantages of LBO deal structures
· Advantages include the following:

--Management incentives, 

--Tax savings from interest expense and depreciation from asset write-up, in the absence 

   recapitalization accounting, 

--More efficient decision processes under private ownership, 

--A potential improvement in operating performance, and

--Serving as a takeover defense by putting control in the hands of management.

· Disadvantages include the following:

--High fixed costs of debt,

--Vulnerability to business cycle fluctuations and competitor actions,

--Not appropriate for firms with high growth prospects or high business risk, and

--Potential difficulties in raising capital.
Learning Objective 4: How LBOs create value
· Debt reduction
· Operating margin improvement

· Timing the sale of the firm
Learning Objective 5: Leveraged buyouts as financing strategies
· In a typical LBO transaction, the tangible assets of the firm to be acquired are used as collateral for the loans. 
· The most highly liquid assets often are used as collateral for obtaining bank financing. Such assets commonly include receivables and inventory. 
· The firm's fixed assets commonly are used to secure a portion of long-term senior financing. Subordinated debt, either unrated or low-rated debt, is used to raise the balance of the purchase price. 
· When a public company is subject to an LBO, it is said to be going private in a public-to-private transaction because the equity of the firm has been purchased by a small group of investors and is no longer publicly traded. Buyers of the firm targeted to become a leveraged buyout often consist of managers from the firm that is being acquired. 
· LBOs are characterized by a substantial increase in a firm’s post-LBO debt-to-equity ratio (a common measure of leverage), usually as a result of the substantial increase in borrowing to purchase shares held by its pre-buyout private or public shareholders. 

· However, in some instances, a firm’s leverage increases even though there is no significant increase in borrowing. This may result from the way in which the target firm’s assets are used to finance the buyout. 
· General LBO market characteristics

--The private equity market is a global phenomenon
--Pure management buyouts are rare

--LBO transactions span many different industries

--Sales to strategic buyers represent the most common exit strategies

--LBOs are not prone to “quick flips”

--Most LBOs involve acquisitions of private firms

--LBOs often increase R&D spending and innovation

--LBOs often only have a modest negative impact on employment

--Private equity firms sometimes collaborate in financing LBOs
Learning Objective 6: Factors critical to the successful LBOs
· Knowing what to buy.  Attractive target firms 

--Should have unused borrowing capacity, tax shelter, and redundant assets

--Should have competent and motivated management

--Should compete in mature industries such as manufacturing, retailing, textiles, food 
   processing, apparel, and beverage.

--Could be an underperforming business within a larger firm.

· Not overpaying, especially in view of the burden of paying down the debt and its deleterious impact on the competitiveness of the firm

· Improving operating performance.  The discipline imposed by the need to satisfy debt service requirements focuses management’s attention on maximizing operating cash flows.

Learning Objective 7: Common LBO capital structures

--

· Common deal structures

--The most common form of LBO today is the asset-based LBO. This type of LBO can be accomplished in two ways: the sale of assets by the target to the acquiring company, with the seller using the cash received to pay off outstanding liabilities, or a merger of the target into the acquiring company (direct merger) or a wholly-owned subsidiary of the acquiring company (subsidiary merger). For small companies, a reverse stock split may be used to take the firm private.
--Direct merger: The company to be taken private merges with a company controlled by the financial sponsor. If the LBO is structured as a direct merger, in which the seller receives cash for stock, the lender will make the loan to the buyer once the security agreements are in place and the target's stock has been pledged against the loan. The target then is merged into the acquiring company, which is the surviving corporation. 
--Subsidiary merger: The company (i.e., the Parent) controlled by the financial sponsor creates a new shell subsidiary (Merger Sub) and capitalizes the subsidiary by making an equity contribution in exchange for the subsidiary’s stock.  The subsidiary raises additional funds by borrowing from lenders whose loans are collateralized by the assets of the target firm at closing. The subsidiary then makes a tender offer for the outstanding public shares and merges with the target, often with the target surviving as a wholly-owned subsidiary of the Parent. 
--Reverse stock split: Such splits enable a corporation to reduce the number of shares outstanding. The total number of shares will have the same market value immediately after the reverse split as before, but each share will be worth more. Reverse splits may be used to take a firm private where a firm is short of cash. The majority shareholders retain their stock after the split, while the minority shareholders receive a cash payment. 
· Common capital structures

-- LBOs tend to have complicated capital structures consisting of bank debt, high-yield debt, 
    mezzanine debt, and private equity provided primarily by the financial sponsor.

  -- As secured debt, the bank debt generally is the most senior in the capital structure in the 
      event of liquidation. 
  -- A revolving credit facility is used to satisfy daily liquidity requirements, secured by the 
     firm’s most liquid assets such as receivables and inventory. 
  -- Term loans are usually secured by the firm’s longer-lived assets and are granted in tranches 
      or slices, denoted as A, B, C, and D, with A the most senior and D the least of all bank 
      financing. Bank debt often comprises about 40% of the total capital structure.

  -- The next layer of LBO capital structure consists of unsecured subordinated debt, also 
      referred to as junk bonds. 
  -- As an alternative to high-yield publicly traded junk bonds, second mortgage or lien loans 
      became popular between 2003 and mid-2007. Often called mezzanine debt, such loans are 
      privately placed with hedge funds and collateralized loan obligation (CLO) investors. 
  -- The final layer of the capital structure consists of equity contributed by the financial 
      sponsor (usually a single or a number of private equity or hedge funds) and management. 
     The equity component consists of both preferred and common shares. 

Chapter 13 Study Test

True/False Questions:

1.
A financial buyer is interested in acquiring a firm for purposes of integrating the business into another firm to enhance the overall strategic value of the combined firms.  True or False  
2.         Private equity, hedge funds, and venture capital funds, so-called financial sponsors, play a pivotal role in the financing a wide range of investments globally. True or False 
3.
If the borrower defaults on the loan, the lender can seize and sell the collateral to recover the value of the loan. True or False 
4.
Under asset based lending, the borrower pledges certain assets as collateral.  True or False 
5.
Accounts receivable and inventory are common examples of a target firm’s assets used as collateral in securing asset based loans.  True or False  
6.
An example of a negative covenant is one in which the firm’s ability to pay dividends without the lender’s permission is limited.  True or False  
7.
Using target assets as collateral is the only way in which lenders are willing to finance a leveraged buyout.  True or False    
8.
Junk bonds are typically high yield bonds either rated by the credit rating agencies as below investment grade or not rated at all. They are necessarily high risk bonds.  True or False  
9.
Junk bonds frequently exhibit an increasing default rate the longer they are outstanding.  True or False  
10.
Payment in kind preferred stock or debt is a type of equity or debt in which dividends and interest are paid in the form of more preferred stock or debt.  True or False 
11.
The key to a successful LBO is not to overpay for the acquisition.  True or False  
12.
Divisions of large companies rarely make good candidates for LBOs.  True or False   
13.
Private equity, hedge, and venture capital funds take money from large institutions such as pension funds and endowments, borrow additional cash, and buy private and public companies. True or False 

14.
Successful LBOs often rely heavily on management incentives to improve operating performance.  True or False  
15.
While private equity firms accept funds from limited partners such as institutional investors, the bulk of the equity funds comes from the general partner. True or False 
Multiple Choice:

16.
Which of the following is generally not considered a factor critical to the success of an LBO?    
a. Knowing what type of firm to buy

b. Not overpaying for the target firm

c. Improving operating performance

d. Large reinvestment requirements to sustain growth

17. Which of the following are common sources of financing for LBOs?  
a. Asset based lending

b. Cash flow based lending

c. Junk bonds

d. All of the above

18.
All of the following are often pledged as collateral for loans except for   
a. Intangible assets such as goodwill

b. Accounts receivable

c. Fixed assets

d. Inventory

19.
All of the following are examples of affirmative covenants except for     
a. The borrowing firm must carry sufficient insurance to cover insurable business risks

b. The borrower must maintain a minimum amount of net working capital

c. The borrower must retain key management personnel acceptable to the lending institution.

d. The borrower is required to obtain the lender’s approval before certain assets can be sold.

20. Which of the following are sometimes considered factors affecting returns to target shareholders?  
a. Anticipated improvement in efficiency

b. Tax benefits

c. More efficient decision making

d. All of the above

Answers to Test Questions

	True/False
	1.   False

2.   True

3.   True

4.   True

5.   True

6.   True

7.   False

8.   False

9.   True

10. True

11. True
12. False
13. True
14. True

15. False

	Multiple Choice
	16.  D

17.  D

18.  A

19.  D

20.  D
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