Chapter 13: Financing Transactions:
Leveraged Buyout Structures 

and Valuation

Chapter Summary and Learning Objectives
This chapter begins with a discussion of the evolution of LBOs (i.e., highly leveraged transactions) in the context of the risks associated with alternative financing options from asset-based or secured lending to pure cash flow–based lending. Subsequent sections discuss typical LBO structures, the risks associated with poorly constructed deals, how to take a company private, and how to develop viable exit strategies. Empirical studies of pre- and postbuyout returns to shareholders also are reviewed. The chapter concludes with a discussion of how to analyze and value LBO transactions and an example illustrating the methodology.  
Chapter 13 Learning Objectives: Providing students with an understanding of

1.   Characteristics of financial buyers 

2.   Alternative LBO /models

3. Advantages and disadvantages of LBOs as a deal structure;

4 Alternative financing options;

5.   Common forms of LBO legal structures

6.   Factors critical to the success of leveraged buyout transactions;

7. Pre-LBO returns to target company shareholders;

8. Post-buyout returns to LBO shareholders; 

9. Analyzing and valuing LBOs; and 

10. Developing LBO exit strategies.

Learning Objective 1: Characteristics of financial buyers
· Focus on ROE rather than ROA.  Financial buyers emerged during the 1970s and unlike most managers of publicly traded companies, who focus on ROA (including equity and debt) to evaluate acquisitions, they focus on a narrow definition of returns involving only equity. 

· Use OPM.  By using other people’s money, financial buyers frequently offered a substantial premium over the current public market value.

· Succeed through improved operational performance.  Success came through improving the performance of the acquired company by providing management incentives and leverage.

· Focus on targets having stable cash flow to meet debt service requirements.  Typical targets are in mature industries (e.g., retailing, textiles, food processing, apparel, and soft drinks),

Learning Objective 2: Alternative LBO Models

Classic LBO Model (Late 1970s and early 1980s)

· Debt normally 4 to 5 times equity.  Debt amortized over no more than 10 years.
· Existing corporate management encouraged to participate.

· Complex capital structure:

--Senior bank debt (collateralized by the target’s assets) usually comprises over 60% of 
   total funds raised.

--Subordinated or senior unsecured debt referred to as mezzanine debt is provided by 
   insurance companies, pension funds, etc., and often carries PIK (payment in kind) 
   provisions giving more of the same security in lieu of interest payments if the firm is 
   unable to meet interest obligations. Mezzanine debt usually comprises about 26% of 
   total funds raised.


--Preferred stock provides about 5% of total funds raised.


--Common equity provides the balance of funds raised.

· Firm frequently taken public within seven years as tax benefits diminish.

Break-Up LBO Model (late 1980s)

· Same as classic LBO but debt serviced from operating cash flow/asset sales.

· Changes in the tax laws reduced popularity of this approach as asset sales immediately upon closing of the transaction are no longer deemed tax-free.  Previously, could buy stock in a company, sell the assets and any gain on asset sales was offset by a mirrored reduction in the value of the stock.

Strategic LBO Model (1990s)

· Exit strategy is via IPO.

· D/E ratios are lower so as not to depress EPS. Equity as a percent of debt increased to about 30% as compared to 5-10% in the late 1980s.

· Financial buyers provide the expertise to grow earnings.  Previously, their expertise focused on capital structure.

· Deals structured so that debt repayment not required until 10 years after the transaction to reduce pressure on immediate performance improvement.

· Buy-out firms purchase a firm as a means for leveraged buy-outs of other firms in the same industry.
LBOs in the New Millennium:
· The average size of LBOs has increased dramatically in recent years due to a world awash in savings and the resulting cheap financing, as well as excess capacity in many industries encouraging consolidation. The Sarbanes-Oxley Act of 2002 has also encouraged some firms to go provide to escape the increased reporting requirements of the Act.

· The explosion in LBO activity has been accompanied by increased risk, as the average debt burden of  firms taken private has increased substantially.
· Western Europe has also witnessed an explosion in LBO activity, reflecting ongoing liberalization in the European Union as well as cheap financing and industry consolidation
Learning Objective 3: Advantages and disadvantages of LBOs as a deal structure

· Advantages include the following:

--Management incentives, 

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

--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: Alternative financing options

· Asset-based or secured lending

· Cash flow or unsecured lending

· Junk bonds

--Junk bonds are non-rated debt.  The quality of such bonds varies widely. Interest rates  

   usually 3-5 percentage points above the prime rate.

--Bridge or interim financing was obtained in LBO transactions to close the transaction 
   quickly because of the extended period of time needed to issue “junk” bonds. These high 
   yielding bonds represented permanent financing for the LBO.

--A series of defaults of over-leveraged firms in the late 1980s along with alleged insider 
   trading and fraud at such companies as Drexel Burnham, the primary market maker for junk 
   bonds, caused this source of financing to dry up for LBOs. This factor and an ebullient stock   

   market encouraged the development of the Strategic LBO.

--Junk bond financing is highly cyclical, tapering off as the economy goes into recession and 
   fears of increasing default rates escalate.

· Common and preferred stock (including payment in kind)

Learning Objective 5: Common forms of LBO legal structures
· Direct merger: One in which the seller receives cash for stock.  The lender makes the loan to the buyer once the appropriate security agreements are in place and the target’s stock has been pledged against the loan.

· Subsidiary merger: One in which a new subsidiary of the acquirer is formed to merge with the target. 

· Fraudulent conveyance: The new company created by the LBO must be strong enough to meet its obligations to current and future creditors.  If the new firm is found by the courts to have been inadequately capitalized, the lender could be stripped of its secured position in the assets of the company and its claims on the assets could be subordinated to those of general or unsecured creditors.

Learning Objective 6: Factors critical to the success of leveraged buyout transactions

· 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: Pre-LBO returns to target firm shareholders


--

· Returns to target shareholders of LBOs can often exceed 40% on or about the announcement date due to 

--Anticipated improvement in efficiency and tax benefits

--Wealth transfer effects

--Superior knowledge of LBO investors who might include the target firm’s management

--More efficient decision making

Learning Objective 8: Postbuyout returns to LBO shareholders

· A number of studies suggest that postbuyout investors earn abnormally positive returns

· Such returns would imply that the increase in the target firm’s share price during the announcement date does not fully reflect the benefits of the anticipated improvement in operating performance and tax benefits.

· Often the postbuyout returns are due to the target firm being acquired following the formation of the LBO

Learning Objective 9: Analyzing and valuing LBOs

· Decision rules: Determining if a deal makes sense: Using capital budgeting analysis

--From standpoint of all investors, if

PVFCFF ( ID+E+PFD,

         where D, E, & PFD are debt, equity and preferred stock, respectively

      --From standpoint of equity investors, if

PVFCFE ( IE
      --Note that it is possible for the deal to make sense to equity investors but not to other 
         investors such as pre-LBO debt and preferred stockholders. 

· Valuation using the variable risk method involves a five-step procedure;

--Step 1: Projecting annual cash flows (including any tax savings)
--Step 2: Projecting debt-to-equity ratios

--Step 3: Calculate terminal value

--Step 4: Adjust the discount rate to reflect changing risk and discount cash flows 

               and terminal value
--Step 5: Determine if NPV of cash flows is greater than or equal to one.

Alternatively, the adjusted present value method may be employed.  This entails the following:
--Step 1: Projecting annual cash flows and interest tax savings

--Step 2: Value target without tax savings

--Step 3: Estimate PV of tax savings

--Step 4: Add PV of firm without debt to PV of tax savings

--Step 5: Determine if NPV of cash flows is greater than or equal to one.

While computationally simpler than the variable risk method, the adjusted present value method suggests that NPV always can be increased by taking on additional leverage, thereby ignoring the potential for bankruptcy. APV ignores the effect of leverage on the discount rate.

Learning Objective 10: Developing LBO exit strategies

· Investors are able to realize their return only after they have been able to cash out of the business

· Common exit strategies include the following:

--Selling to a strategic buyer

--An initial public offering

--A leveraged recapitalization

--A sale to another buyout firm

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.
LBOs typically account for less than 5% of the total dollar volume of M&As in an average year.  True or False  
3.
LBOs in the 1990s typically involved a much higher percentage of equity in the capital structure than during the 1980s.  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.
Postbuyout returns to LBO investors are often enhanced by the subsequent acquisition of the LBO by a strategic buyer.  True or False   
14.
Successful LBOs often rely heavily on management incentives to improve operating performance.  True or False  
15.
LBO structures are generally most appropriate for relatively small firms. 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. True

	Multiple Choice
	16.  D

17.  D

18.  A

19.  D

20.  D
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