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L Introduction

In the 1980s, an unprecedented number of public corporations and their divisions
went private in leveraged buyoul transactions (LBOs). LBO activity increased from $1.4
billion in 1979 to $77 billion in 1988.] LBOs are typically characterized by debt to total
capital ratics exceeding 85%%, significant equity ownership by management, and (in the case
of public company LBOs) premiums to public shareholders exceeding 40%. In addition to
including management, the buyout investor group often is led by a LBO sponsor or promoter
that structures the transaction, owns or controls the majority of the company’s equity, and
controls the board of directors.

In spite of the large transaction volume, LBOs remain poorly understood. In
particular, there is a heaithy debate concerning the stability of the LBO organization which,
in turn, has implications for the possible sources of value in LBO transactions.? Jensen
(1989) argues that LBO organizations solve the free cash flow problem faced by companics
in low growth industries. A large portion of the wealth increases in LBO lransactions are
directly attributable to the incentives LBOs provide to pay out free cash flow. These
incentives include large debt-setvice payments, large equity stakes for managers, and often
the presence of an LBO sponsor -- labelled an aclive investor by —Jcnsep - who monilots and
contrels the management team. Although public companies (and their managers) are
capable of obtaining the same benefits, they rarely have the incentive to do so. In fow-
growth businesses. therefore, Jensen argues the public corporation is inferior as an
organizational form 1o Lthe LBO organization.

Rappaport (1990) disagrees that the LBO organization is superior to the public
corporation. He argues that the disciptine of debt and concentrated ownership imposes costs

of inflexibility to competition and change. As a resuil, he claims Lhat buyouts are inherently

! See Jensen (1989). Figures are in 1988 dollars.

2 See Kaplan (198%9a and 1989b) for a discussion of and evidence on sources of vatue in
management buyouts of public companies.
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Lransitory organizations. The typical active investor invests funds provided by oulside
investors who expect Lo be repaid in five to ten years. Rappaport argues that LBO firm
equity will be sold to the public in an initial public offering (IPQ), or soid to a public
company in a related business to meet this repayment constraint.

In their study of hostile takeovers, Bhagat, Shleifer and Vishny (1990) also
question the importance of incentive-intensive organizations. They find that only 20% of the
assets involved in hostile 1akeovers are owned by LBO organizations two to three years later.
Alternatively, they find that 72% of the assets end up owned by corporations with similar
assets — related or strategic buyers. They conciude that raiders and LBO promoters serve
largely as brokers rather than operators.

Finally, Kaplan (1989a) and Schipper and Smith (1988) consider the impottance of
taxes as a source of value in management buyouts. The vaiue of tax benefils depends largety
on the value of the tax deductibility of debt. This, in turn, depends on the length of time the
increased debt is maintained. Tax benefits of debt are more valuable if the debt is

permanent than if it is paid off within two or three years of the buyout.

Under Jensen's wcw that LBO incentives are a critical source of value, LBOs
should remain private for an unspecified, but significant period of time. To the extent that
LBOs do subsequently go public, Jensen's view suggesis that debt levels will remain high and
equity will still be largely held by managers and active investors. The maintenance of high
debt levels would also be consistent with an important role for tax bencfits.

In contrast, Rappaport expects LBOs, needing the fexdbility offered by access to
public markets, will return to public ownership relatively quickly. The arguments and results
of Bhagat et al. suggest that some of these LBOs will return to public ownership as divisions
of related or strategic buyers.

In this paper, I consider the evidence for the Jensen and Rappaport views of LBO
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organizations. | examine the post-buyout organizaticnal form of 183 large LBOs completed
between 1979 and 1986 from the time of their completion through August 1990 As of
August 1990, 63% of the LBO companics are privately owned, 14% are publicly owned and
still independent, while 23% have been purchased by publicly owned U.S. or foreign
companies. The 63% reflects the current organizational status of the LBO company,
ignoring the current organizational form of assets sold (and purchased) after the buyout.
The percentage of LBO assets privately owned changes only slightly, decreasing to 0%,
when assets sold (but not assets purchased) are considered.

The 63% and 60% figures given above are "reduced form" percentages in that they
measure the current organizational status of the LBO assets, ignaring the path taken 1o
reach that status. 1.BOs private as of August 1990 include those that return to private
ownership after first having returned to public ownership. Almost 45% of the 162 LBOs
whose status can be identified through the entire period return to public ownership at some
point after the buyout. The median time -- conditional on returning public — these
companies remain private is only 2.63 years. However, the unconditionai estimate of the
median time private equals 6.70 years. The likelihood that a LBO returns to public
ownership is small in the first year after the LBO and appears to be larger and constant
thereafter.

Overall, this evidence suggests that the typical buyout is neither short-lived, nor
permanent. Consistent with the Rappaport model, the large fraction of LBOs that retumn to
public ownership suggests that the LBO is often a transitory organizational form, bridging
periods of public ownership.

Alternatively, consistent with the Jensen mode} and the importance of the
incentive-intensive organization, 2 substantial fraction of LBO assets are privale and still
highly leveraged many years after the LBOs. In addition, many of the independent public

companies appear to be hybrid organizations, retaining some of the characteristics of the
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LBO organization. Equity ownership by managers and buyout investors exceeds 40% and
debt ratios appear higher than pre-buyout levels in the LROs that are currently independent
public companies. These results are also consistent with an important role for tax benefits.

The results also imply a moderate, but not primary role for asset sales to strategic
buyers in LBOs. Almost 32% of the original LBO assets are owned by companies with other
operating assets. Because some of these buyers might be in unrelated businesses and
because asset purchases are not counted, 32% is an upper bound on the percentage of assets
that can be owned by strategic buyers. This is a lower percentage than the 72% reported by
Bhagat e al. for three years after hostile takeovers, and somewhat lower than the 43%
reparted for the 7 LBOs in their sample. In contrast to their findings for hostile takeovers,
the results for LBOs in this paper arc consistent with incentives playing a role in explaining
value increases. |

The paper proceeds as follows. Section 2 describes the sample and the data
collection process. Section 3 presents a detailed analysis of the private / public
organizational status of the LBOs over time. Section 4 describes other current
characteristics of the LBOs. Section 5 examines the cross-sectional determinants of

organizational status and section ¢ concludes.

2. _Sample and Data.
2.1 Sampie.

The sample includes Lhose transactions identified as leveraged buyouts by
Securities Data Corporation (SDC) or Morgan Stanley & Company between 1979 and 1986,
I exclude transactions completed afier 1986 to ensure al feast 3.67 years for chanpes in
organizational form to occur. To increase the likelihood of identifying a company's current
organizational status, I include only those buyouts with a transaction value greater than $100

million. These criteria generale a sample of 183 companies. Column A of table 1 shows the



number of transactions completed over time.

These sample buyouts were vaiued at $83.0 billion when they were completed.
Over the same period, W.T. Grimm's Mergerstat Review reports $92.2 billion in going
private and unit management buyoul transactions. This sample, therefore, includes a large

fraction of the dollar value of transactions compieted between 1979 and 1986.

22 Post-Buyout Information.

1 obtained post-buyoul information on these companies from Lotus’ Datext (public
and private) databases, Wall Street Journal articles from the year the LBO was completed
through August 1990 and, when available, financial reports filed with the SEC. Whenever
possible, the corporate treasurer or controller of each sample company was called to confirm
the informaticn. The post-buyout information includes and the telephone interviews
atiempted to confirm the following: 1) the date and doilar value of the original transaction;
2) if any assets had been sold since the LBO and if so the assets sold, their dollar value, the
acquirer, and the organizational form of the acquirer; and 3) the current ownership slatus /

organizational form of the company.

|

Post-buvout status - private or public assets?

31 Current organizational siaius -- LBO company.

Table 1 presents the current status of the 183 buyout companies by year of LBO.
These companies are classified into one of four basic categories: (1) unidentified; (2)
liquidated; (3) still privately owned (including companies in Chapter 11); or (4) publicly
owned. Some post-buyout information is available for 171 of the 183 companies. The
remaining 12 could not be identified; presumably, they have either changed their names,
been sold, or gone bankrupt. At most, therefore, the analysis in the rest of the paper uses

these 171 companies. An additional 9 companies were ultimately liquidated or sold off in
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more than one piece, and, therefore, have an ambiguous current organizational form. The
remaining 162 companies have an August 1990 organizational form that I could identify. At
a minimum, the analysis thal follows uses these 162 companies.

As of August 1990, 63.0% (or 102) of the 161 LBOs of known status are siill
privately owned. The remaining 37.0% (or 60) are publicly owned -- 13.6% for 22) are
independent public companies while 23.5% (or 38) arc owned by other public companies.
The 63.0% resuit pertains 1o all of the LBOs in the sample. LBOs completed at the end of
1986 have had as little as 3.67 years to change organizational forms since the buyout
compared to over 11 years for LBOs compieted in 1979. If LBOs are transitory
organizations with uncertain lives, one would expect earlier LBOs to be less likely to be
ptivately owned. The pattern in table 1 is roughly consistent with this. Only 46.3% of LBOs
completed by 1983 are still privatelv owned compared to almost 68.6% of LBOs completed
after 1983, However, the pattetn is by no means monotonic. Fewer than 31% of the LBOs

compieted in 1983 are still private compared lo almost 55% of those completed in 1981,

3.2 Currenl organizationa] status -- all assets.

The previous results reflect the current organizational stalus of the LBO company.
They would be misleading if many of the buyout companies make large divestitures and sell
the divested assets 10 public companies. To address this possibility, I calculate the fraction
of a company's assels that are private as of Augusl 19%). For each sample LBO, | determine
the current organizational form of all of that company’s assets. If no assels have been sold,
the fraction of a company's assets that are private is determined by its current organizationat
status. For LBOs which have soid assels, the fraction of assets still privale is calculated as
the value weighted average of the organizational forms of the sold and retained assets. In
the few cases the LBO company has been liquidated, the sale prices of the different assets

are used as weights, In those cases in which some assets are not sold (and, therefore, cannot
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be valued), accounting numbers are used as weights. When they can be calculated, the
operaling income before interest, depreciation, and taxes of the different pieces are used as
weights. Book assets are used if operating income is not available, and, finally, sales, if book
assets are not available, In all cases, the weights are based on the assets held by the LBO at
the time it went private. |

Table 2 shows that the adjustment for asset sales decreases the fraction of assets
privately owned slightly -- from 63.0% to 60.1%. The pattemn over time is similar to thal for
the current organizational form of the LBOs. The number of LBOs that contribute to this
table increases to 166 because the assets of four of the liquidated companies can be traced.

It is worth adding that the 60.1% result should be considered a lower bound on
the assets private because it does not adjust for asset purchases by the private companics. If
asset sales 1o public entities are considered public, subsequent asset purchases by the private

companies could be considered to be private.

33 Organizational status by vear after LBO.

Instead of presenting the fraction of LBOs that are private by year of LBO
completion, table 3 presents the fraction of LBOs that are private by year after the LBO.
This is analogous to considering organizational status in event time. This table uses all 171
of the LBOs for which data are available. The nine companies that are subsequently
liquidated are included for years in which their organizational forms are unambiguous.

From year 1 to year 8 after the buyout, the fraction of LBOs that are privately
owned decreases monotonically from 97.1% to 52.2%. The fraction increases in years 9 and

10, but those increases are based on a small number of observations.

Tables 1-3 show that LBOs retumn to public ownership at widely varying limes.

Almost 25% of the LBOs are publicly owned three years after the buyout, rising to almost
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50% by eight years after the buyout. This pattern suggests Lhat the typical buyout is not

short-lived nor is it permanent.

34 Estimates of time spent private.

The percentages given above are "reduced form” percentages in that they measure
the current organizational status of the LBO assets. They do not distinguish between (1)
LBOs still private from the original LBO and (2) LBOs that have gone private a second time
after returning Lo public ownership. Table 4 presents the Lime paitern relative 1o the year of
buyou! completion by which L.BOs returned to public ownership. Almost 45% — 72 of 162 -
- of the LBOs whose status can be identified through the entire period return to public
ownership at some point afler the buyout. Forty-one of these companies return public by
issuing equity to public shareholders. The remaining thirty-one companies 7are purchased by
publicly owned companies -- both domestic and foreign. The median (average) time --
conditional on returning public -- these companies stayed private is only 2.63 (2.83) years.
This is similar to the 2.42. median (2.89 average) time spenl under private ownership by the
72 firms in Muscarella and Vetsuypens (1990). The differences between the 45% result in
this section and the smaller percentage in the previous ones reflect the fact that 12 of the 72
companics that relurn to public ownership subsequently go private agamn. Nine of these 12
are independent public companies thal complete a second LBO. The remaining three are
owned by other public companies that subsequently go private. The 12 companies remain
public a median (average) of 2.46 (2.34) years before going private again.

If all the LBOs in the sample had retumed to public ownership at a known time, it
would be possible to calculate the unconditional median (and average) Lime private directly.
As table 4 shows, however, the majority of LBGs in this sample are private as of August
1990 and must be considered censored observations. LBOs are censored in year i after the

LBO if they are still private as of August 1990, but were completed between i-1 and i years



before August 1990.
It is possibie to use the information about returns to public ownership and
censored observations to estimate the distribution of times it takes an LBO to return 1o

public ownership. The product limit or Kaplan-Meier estimate of the survivor function is:
' i
S() = Mooy (1-dg/m)

where d; is the number of LBOs that return public at t, and ny is the number of LBOs that
have (1) not yet returmed public prior to t, and (2) were compleled at least t; years before.
These estimates can be considered maximum likelihood estimates [See chapter 1 of
Kalbfleisch and Frentice (1980)]. The cumulative [ailure rate equals 1 - 5(t), where Lhe
cumulative failure rate is equivalent to the cumulative distribution function of the probability
of returning to public ownership.

Table 4 shows that the median survival time or lime to public ownership is
between 6 and 7 years afler the LBO. The estimated median time is 6.70 years. If the last
observation were not censored and the oldest LBO retumed public in September 1990, the
estimated mean would equal 6.79 years. Because the lasl observation is censored, this
estimated mean is clearly downward biased. ﬁe cstimated standard error using the 6.79
year mean is 0.37.

The data used 10 construct lable 4 can also be used to estimate the relation
between the likelihood of returning public and lime. This relation is known as the duration
dependence. Duration dependence is positive (negative) if the probability a LBO company
returns lo public ownership during the i'® period, conditional on being private at the
beginning of the i period, increases (decreases) over time.

An examination of duration dependence is interesting because it provides
important information on the process by which LBOs return to public ownership. A finding

of negalive duration dependence would imply that LBOs remaining private for some time
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become increasingty likely to remain private in the future. This could resuit if initial
uncertainty about the benefits of private ownership are resolved over time. Companies that
find-the benefits of private ownership to be large become increasingty less likely to return to
public ownership. Negative duration dependence would be consisient with permanence for
some LBOs.

Alternatively, negative duration dependence could also reflect the existence of
unobserved heterogeneity. For example, if there were two different LBO types -- short-term
information-based LBOs and longer-term incentive-based [ BOs -- both with constant hazard
rates, initially, a random LBO’s likelihood of returning public (conditional on being private)
will be a weighted average of the number of the two types in the sample. Over time,
however, the short-term LBOs wili return to public ownership and only long-termy LBOs will
remain. As a result, estimated duration dependence will be negative. However, the longer-
term LBOs will continue to return to public ownership al their same constant rate.

Negative duration dependence, therefore would be consistent with permanence for
some LBOs, but could also indicate the presence of unobserved heterogeneity. In contrast,
positive and ro duration dependence both would imply that LBOs return to public ownership
al some constant or increasing rate.”

Although more sophisticated methods exist, the simplest way 10 study duration
dependence is 10 estimate a logit regression model.* The hazard rate in this analysis is the
probability that a LBO company returns 1o public ownership in the it year after the LBO,
given that the LBO was still private at the beginning of the i year. If an LBO has fewer
than i complete years of post-L.BO operations, Lhat i company-year is not counted as an

observation. Independent variables can be created for each company-year. To examine

* See Kiefer (1988), p.671-2, for a clear discussion of these issues.

4 See Allison (1984), Kalbileisch and Prentice (1980), or Kiefer (1988). The results using
the logit model are qualitatively identical to those oblained using hazard model estimates,
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duration dependence, dummy variables are assigned for each company-year that equal one if
the company-year is the i post-L.BO year and zero otherwise. In addition to potential
duration effects, year effecis can exist. For example, LBOs compileted in 1983 may have
been different from LBOs completed in 1986. Accordingly, a set of dummy variables are
assigned to each company-year based on the year the LBO was compieted.’ The company-
years are then pooted and the usual logit regression model is estimated on the resulting
sample.

Table 5 presents the logit model estimates. Regression 1 indicates that the
estimated probability of returning public (conditional on being private) is lowest in the first
post-buyoul year -- the coefficients imply the probability is 3.7%. The implied probability
peaks in the fourth year at 13.9% and drops slightly thereafter. This suggests positive
duration dependence followed by slightly negative duration dependence.

Regression 2 replaces the variables for the 2nd year through Lhe 9th year and aficr
with one varniable for the second vear and after. The likelihood ratio test statistic of 1.0 is
not significant (chi-square distribution with 7 degrees of freedom). The data, therefore, do
not reject the hypothesis that afier the first year, the LBO companies are equally likely to
return to public ownership. The coefficients imply that the probability of returning public in
any year after the first year is 11.9% while the probability of returning in the first year is
only 3.7%,

Regression 3 retains the 2nd year and after variable, bul adds variables indicating
the LBO completion vear. The completion year variable should be compared to LBOs
compleled in 1986, Regression 3 indicates that only LBOs completed in 1983 are

significantly more likely to return to public ownership in a given year than are LBOs

5 The results are similar when the LBO completion year dummies are replaced by dummy
variables for each observation year. For example, the dummy variable for 1988 equails one if
the company-year ends in 1988, and 0 otherwise. This provides an alternative control for year
effects.
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completed in other years. Given the data limitations of this sample, it is difficult to know
why deals completed in 1983 are different. Regression 3 also shows that controlling for the

completion year has only 2 minor effect on the duration dependence of returning public.

Overall, the results in this section suggest that LBOs return 10 public ownership at
a slow, but steady rate. Because ihe data do not exhibit negative duration dependence, the
results are consistent with one undertying hazard function (for one type of LBO) determining
the distribution of time {o return to public ownership. Again, this implies that LBO are

neither short-lived nor permanent organizational forms.

4. Current LBO charactedstics,

The analysis to this point distinguishes between privately and publicty owned
assets. It does not describe whether LBO companies and assets are still independentty
owned or have been purchased by otber companies. In addition, the private / public
dichotomy does not necessarily imply large differences in post-buyout leverage or equity
ownership. This seclion presents evidence on post-buyout independence, leverage, and equity

ogwnership,

4.1 Independent or strategic assels?

As mentioned earlier, Bhagat, Shieifer and Vishny (1990) question the imporiance
of incentive-intensive organizations in hostile takeovers. They find that only 20% of the
assets jnvolved in hostile takeovers are owned by LBO organizations two to three years later.
Alternalively, they find that 72% of the assets end up owned by corporations with similar
agsets — related or sirategic buyers. In their sample, raiders and LBOs serve largely as
brokers rather than operators. They conclude that shareholder gains in hostile takeovers

may be explained by efficiency gains from joint operations, but also by gains from markel
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power or from overpayment by the strategic buyers.

Table 6 distinguishes LBO companies in my sample by their current private or
public status and by whether they are currently independent or owned by another company.
LBQ companies which are releveraged by a new LBO investor group arc considered to be
independently owned. Of the 162 LBOs I can classify, 45 or 27.8% are owned by companies
with other operating assets. Because some of the purchasers of the LBOs might be in
unrelated businesses, 27.8% is an upper bound on the percentage of LBO companies that
can be owned by strategic buyers. The percentage of LBOs owned by other companies is
smallest for LBOs completed in 1986. Excluding I.BOs completed in 1986, the percenlage
increases 10 35%.

Table 7 presents an analysis similar to that in table 2 by considering the current
independent / non-independent status of all LBO company assets, including assets divested
by the LBO company. An average of 31.8% of the assets for the 165 LBOs I can classify are
owned by companies with other operating assets. Excluding LBOs completed in 1986, the
percentage increases to 39%.

These results imply a moderate role for assel sales to strategic buyers in LBOs.
Only 31.8% of the original LBO assets and 27.8% of the LBO companics are owned by
companics with other operating assets at least 3.67 years after the buyout. The percentages
owned by companies in the same industry are undoubtedly smaller. These are lower
percentages than the 72% reported by Bhagat et al, for three years after host-ile takeovers,
and than the 43% reporied for the 7 LBOs in their sample.

1 is possible that asset sales are more important for LBOs motivated by hostile
pressure. Accordingly, [ divide the sample into hostile and friendly LBOs. LBOs are
considered hostile if: (1) the LBO receives or is a response to a hostile lakeover bid; (2)
the LBO announcement follows the purchase of at least 5% of the LBO company equity by

a hostile party in the prior six months; or (3) the LBO is a division of a company that
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satisfies the hostile definitions in (1} and (2). For the 42 LBOs classified as hostile, 31.6%
of the assets are owned by companies with other operating assets; the percentage is 31.5%
for the 121 LBOs classified as friendly.5 The extent of asset sales to strategic buyers,
therefore, is not related 1o the actual presence of hostile pressure. (It is possible, but not
testable, that this result would change if it were possible to measure unobserved, but

perceived hostile pressure.)
In contrast to the results in Bhagat et al. for hostile takeovers, the results for this
sample of LBOs are consistent wilh the view Lhat incentives play a role in explaining the

gains in LBOs.

42 Is high leverage maintained?

One of the distinguishing characieristics of a LBO is high leverage. Kaplan
(1989b) reports a median debt to tolal capital ratio of 87.8% at buyout completion for
management buyouts announced between 1979 and 1985. This conlrasts with a debt to total
capital ratio of only 18.8% before the buyout. LLBQs that rcmain private need not retain
their high leverage. Similarly, LEOs that return to public ownership do not necessarily
eliminate their debt. This section considers the post-buyout capital structure, when available,
of the sample LBOs at the end of fiscal year 1989 (the last fiscal year end with such data).

I measure post-buyout capital structure or leverage in three ways. The first
measure is the book value of total debt (short-term and long-term) as a fraction of the book
value of total capital where total capital is the sum of 1otal debt, preferred stock, common
equity. The second measure is the book value of total debt as a [raction of the LBO

transaction value reported by S8DC or Morgan Stanley. The third measure is the ratio of

% The hostile-friendly status of two LBOs is ambiguous.
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interest expense to operating income before interest, depreciation, and taxes in fiscal year
1989.

Capital structure data for the 1989 fiscal year are publicly available for 21 of the
22 LBOs that are independent public companies as of August 1990. Such data are available
for only 33 of the 95 privately owned LBOs. Although the relatively small fraction of data
for privately owned LBOs leaves open the possibility of ex post selection bias, the direction
of that bias is not clear.

Panel A of table 8 shows that the 33 privately owned and independent LBOs
maintain high leveis of debt after the buyout. These companies have a median ratio of 1otal
debt 1o Lotal capital is 0.978 at the end of fiscal year 1989. Total debt for these companies is
91% of the LBO transaction value. These values are similar 1o those found by Kaplan
(1989b) at the time LBOs are completed. The median ratio of interest expense to operating
income of 0.719 also seems high. Bernanke, Campbell and Whited (1990) find a median
ratio of interest expense to cash flow of 0.219 in 1988 for all COMPUSTAT firms. Kapian
and Stein (1991) find that projected pest-buyout interest expense (o pre-buyout operating
income s 0.833 for 124 larger management buyouts in the 1980s,

The 21 publicly owned and independent LBOs maintain a substantial amount of
debt, but less than the privately owned LBOs. The median ratio of total debt to total capital
is 0.663, while total debt is 58.8% of the LBO transaction value, The debt levels for the
public LBOs are higher than the pre-buyout levels of 18.8% reported by Kaplan (1989b).
Interest expense to operating income appears to fall more sharply. The ratio of 0.276
exceeds the median 0.219 found by Bemanke et al., but is much lower than the 0.833 found
by Kaplan and Siein.

As the previous section indicates, almost 28% of the LBO companies have been
purchased by other companies. Leverage data for Lhe 1989 [iscal year are publicly available

for 33 of these companies. Panel B of table 8 shows that the median ratios of debt to total
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capital and interest expense to operating income for the four private LBO purchasers are
similar to those of the private and independent LBOs. The ratics for the 29 public LBO

purchasers are stightly less than, but similar to those for the independent public LBOs.

The results in this seclion suggest that privately owned LBOs, both independent
and purchased. maintain debt levels similar to the levels when the LBO was completed. In
contrast, publicly owned LLBOs, both independent and purchased, maintain debt levels lower
than the initial LBO levels, but higher than pre-buyout levels and mediar public company
levels. These resuits seem consistent both with the Jensen incentive view and with the tax

view.

43 Is high equity ownership maintained?

Another distinguishing characteristic of LBOs is concentrated equity awnership.
Management and the LBO promoter typically own or control 100% of the post-buyout
equity. According Lo the Jensen view, the concentrated equity ownership provides sirong
incentives for managers and the LBO promoter 10 maximize shareholder value. Almost by
definition, LBOs which remain privately owned retain their concentrated equ-ity ownership
structure. [t is an empirical question whether LBOs that return to public ownership, either
as independent companies or as purchases of other companies, are still characterize by
concenirated equity ownership.

Stock ownership data are available for 17 of the 21 independent public LBOs for
fiscal year 1989. As panel A of 1able 8 indicates, buyout sponsors and management investors
hold a median of 40.0% (and an average of 42.6%) of post-[PO equity in these 17
companies. McConnell and Servaes (forthcoming) examine over 1000 non-financial
companies tracked by the Value Line Investment Survey in 1986 and find a median insider

ownership of 5.0% (and an average of 11.8%). The much larger insider ownership
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percentages of post-IPO equity suggest that significant incentives 1o maximize shareholder
value are still present in LBOs that retumn public, but remain independent.

Stock ownership data are also available for 29 of the public purchasers of LBOs
for fiscal year 1989. Insiders own a median of 5.7% (and an average of 16.2%) of the equity
in these companies. These ownership percentages are slightly higher than, but not
significanily different from the corresponding percentages in McConnell and Servaes.
Independent LBO purchasers, therefore, do not appear 10 be characterized by particulariy

concentrated equity ownership.

hg

Cross-sectional determinants of public / private status.

51 The importance of active investors.

Although Jensen’s (1989) arguments are relevant for ail LBOs, his primary focus is
on active investors and LBO Associations. The primary examples of these organizations are
LBO parinerships and the merchant banking divisions of investment banks and commercial
banks. Accordingly, I classify the sample LBOs as involving one of three types of buyout
investors: LBO partnership, merchant bank division, and other. LBO partnerships include
Adler Shaykin, Clayton Dubilier, Forstmann Little, Gibbons Green, Hicks & Haas, Kelso,
Kohlberg Kravis Roberts, Riordan Freeman, Thomas Lee, Warburg Pincus, and Wesray.
Merchant banking divisions include Allen & Company, Bankers Trust, Citicorp, Donaldson
Lufkin Jenreite, First Boston, Merrill Lynch, and Morgan Stanley. All other sample LBOs
are classified as other. These include LBOs organized entirely by management and by less
well-known LBO partnerships. To the extent that some of the L.BOs classified as "other" are
sponsored by less well-known LBO partnerships, this classification distinguishes between the
less well-known and the larger, better-known LBO sponsors.

Panel A of table 9 shows the current private / public status of LBO companies by

type of LBO investor. A lower percentage of the LBOs arranged by LBO partnerships,
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52.3%, are currently privale; the percentage of LBOs arranged by merchant banks that are
currently privaie, 72.7%, is similar to the 65.6% for all others. The 52.3% for the LBO
partnerships is different from the 66.9% for the other two groups at the 10% level (chi-
square statistic = 2.96 with one degree of freedom). Although not presented, this difference
remains in a logit regression that controls for the year of LBO completion. This suggests

that LBOs arranged by LBO partnerships are somewhat less likely to be permanent.

52 Divisions vs. public companies.

LBOs of divisions may be driven by Lthe same underlying causes as LBOs of public
companies. However, there are reasons that divisional LBOs might have different
molivations from those for LBOs of public companies. First, it is possible thal managers in
LBOQOs of public compani&s‘ use their private information to purchase the company at a price
below its true value. The gains in these LBOs come from in[ormation advantages rather
than from any superiority of organizational form. The information differences between
divisional managers and parent-company managers are arguably smaller than those between
public company managers and the stock market. If such differences are important, public
comparies should retumn to public ownership more often.

Alternatively, it is possible that divisional buyouts have a greater need for capital.
One common reason for divestitures is that the divested division is not part of the parent
company's core business.” This suggests that the parent may have ignored (or been urnhappy
with) the division's operations. Ii seems plausible that these divisions wiil have valuable

investment projects that the parent company previously prevenled thent from pursuing.

Accordingly, divisional LBOs would be more likely return to public ownership than LBOs of

7 See Kaplan and Weisbach (1990).
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public companies.®
Panel B of table 9 presents the current private / public status of both divisional
and public company LBOs. Almost exactly the same fraction of divisions and public
companies, 62.2% and 63.8%, are stiil privately owned. Again, the result is the same in logit

regressions that control for the LBO completion year. This suggesis that LBOs, whether of

divisions or public companies, are motivated by similar forces.

53 The importance of size,

As the markel value of equity owned by undiversified LBO equity owners
increases, the risk-bearing costs of these holdings also increase. The higher these costs are,
the more likely should be the LBO company’s return to publlic ownership. Similarty, a LBO
company may require access 10 public equity markets lo finance future investment afier
desired organizational changes are implemented under the LBO organization. It is probable
that risk-bearing costs as well as the need to ultimately access public equity markels increase
with the value of the LBO transaction.

Panel C of table 9 compares the current private / public status of LBOs valued at
less than 5300 million to that of LBOs valued at $300 million or more. Somewhat more of
the larger LBOs -- 42.2% -- than the smaller LBOs -- 33.0% -- are currently publicly owned.
The difference, however, is not significant at conventional levels (chi-square statistic = 1.48
with one degree of freedom).

In contrast, a logit regression Ihat controls for the year of buyout completion
suggests that LBOs valued at more than $300 is approximately 15% more likely (significant
at the 5% level) to be publicly owned as of August 1990. If, however, transaction value or its

log replaces the $300 million transaction vaiue dummy in the logit regressions, the coefficient

8 This is not entirely satisfactory because parent companies presumably could have divested
the divisions by spinning them off to public shareholders.
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becomes insignificant (although it remains negative). These mixed results suggest that risk-

bearing costs play a moderate role in determining the public or private status of LBOs.

54 Differences in likelihood of returning to public ownership.

The results in the previous subsections show that the current public / private stalus
of divisional LBOs is similar 1o Lhat for public company and divisional LBOs while LBOs
organized by LBO partnerships and larger LBOs are more likely to be publicly owned.
Because they are based on the "reduced form” current organizational siatus, they may not
accurately reflect any differences in the liming of returning to public ownership.

Table 10 presents the results of a logil regression identical to regression 3 of 1able
5 except that it includes LBO partnership, division, and size variables. The estimates confirm
that LBOs arranged by LBO partnerships are more likely to return 1o public ownership
(significant at the 5% level). For example, in the second or later year afler a larger public
company LBO, completed in 1986, the probability the LBO will return 10 public ownership is
11.4% if an LBO partnership is involved, 7.3% otherwise.

The estimates also suggest that divisional LBOs are more likely to return Lo public
ownership at some point than LBOs of public companies (significant at the 5% level). For
example, in the second or later vear afier a LBO completed in 1986, not involving a LBO
partnership, the probability a larger divisional LBO will return to public ownership is 14.7%
compared to 7.3% for a public company LBO.

At first glance, it is puzzling that the likelihood of returning to public ownership is
greater for divisions than for public companies while the percentage of LBOs Lhat are
cutrently private does not differ for the two groups. Part of this difference occurs because 8
of the 12 LBOs thal go private after returning public were divisional LBOs. Part may also
be explained by the fact that relatively fewer of the divisional LBOs were compleied in the

early 1980s.
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The finding that divisional LBOs return to public ewnership more quickly than
public company LBOs is not consistent with public company managers profiting from
information advantages. The informational advanlage is arguably smaller in divisional LBOs
than in public company LBOs. In contrast, the result is consistent with divisional LBOs
having a greater need for capital.

Finally, LBOs valued at $300 million or greater at the time of the LBO are
significantly more likely to return to public ownership than LBOs valued at less than $300
million. For example, in the second or later year after a public company LBO not involving
a LBO partnership, compieted in 1986, the probability a larger LBO will return to public
ownership is 7.3% compared to 1.9% for a smaller LBO valued at less than $300 million.
This is consistent with the costs of risk-bearing and the need 10 access public equity markets

being higher for larger LBOs.

6. Conclusion.

This paper has documented the organizationat status over time of large leveraged
buyouts (LBOs) completed between 1979 and 1986, Overall, the paper gives some support
to both the Rappaport and to the Jensen (and tax) views of leveraged buyouts.

As of August 1990, 63% of the LBOs are privatety owned, 14% are independent
public companies, and 23% are owned by other public companies. As time since the LBO
increases, the (unconditional) percentage of LBOs that have returned to public ownership
increases. The hazard or the likelihood of returning 1o public ownership conditional on
being private is small in the first vear and appears to be larger and constant thereafier. The
(unconditional) median time an I.BO remains private equals 6.70 vears. Consistenl with
Rappaport, the LBO appears to be a transitory organizational form. Although they are not
permanent, the majority of LBO organizations are not short-lived.

Private ownership is not the only distinguishing characteristic of a LBO



22
organization. The paper also considers post-buyout independence, leverage, and equity
ownership. The results suggest an important, but moderate role for asset sales to strategic
buyers in LBOs. Fewer than 32% of the original LBO assets are owned by companies with
other operating assets. Because some of these buyers might be in unrelated businesses and
because asset purchases are not counted, 32% is an upper bound on the percentage of assets
that can be owned by strategic buyers. The actual percentage is undoubiedly lower. This is
much lower than the 729 reported by Bhagat et al. for three years afier hostile takeovers,
and somewhat lower than the 43% reported for the 7 LBOs in their sample. In contrast to
those resuits for hostile takeovers. the results for LBOs are consistent with Jensen’s view that
incentives play a role in explaining the gains in LBOs.

LBOs that remain privately owned LBOs, both independent and purchased,
maintain debl levels similar to the levels when the LBO was completed. In contrast, publicly
owned LBOs, both independent and purchased, maintain debt levels lower than the initial
LBO levels, but higher than pre-buyout levels and median public company levels. The
independent public LBOs also appear to maintain relatively concentrated equity ownership.
These results seem broadly consistent with important roles for incentives and tax benefits.

Further evidence is reported on the cross-sectional determinants of the private /
public status of LBOs. LBOs arranged by LBO partnerships appear (o be iess permanent
than LBOs arranged by others. The former are somewhat more likely to be publicly owned
than the latter group of LBOs, Al the same time, larger LBOs and divisional LBOs appear
to return to public ownership more quickly than LBOs of public companies. This suggests
that LBO partnerships, larger LBOs, and divisional LBOs have a greater need for liquidity

and / or access to equity capital.

It is worth noting that this paper describes the experience of LBOs completed

before 1987. Most of these LBOs are followed by a growing economy in the first few post-
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buyout yvears. In contrast, many of the LBOs completed after 1986 have to contend with a
weakening economy and, possibly less favorable stock and bond markets. At the same time,
Kaplan and Stein (1991) present evidence that buyout prices and financial structures are
more aggressive in 1986 10 1988 than in carlier years. The effect of the increase in deal
aggressiveness and the \yeakening economy in 1990 on the organizational experience of LBOs

is an open and interesting question.
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Table 1

Current ownership staias of parent company by vear of completion for 183 leveraged buyouis valued at morc
than §100 million and completed in the period 1979-1986.

Year Tolai Slatus Liqui- || Status | Percent Percent
LBOs* | Not dated Known | Publicly Privately
Kagwn® Cwmed Owned
Aug. 1990° | Auve 199"
1979 3 0 0 § 40.0 60.0
1980
1581 11 0 0 11 45.5 54.5
1982 i3 1 a 12 50.0 500
1983 16 1 2 13 692 30.8
1984 37 L 5 N 390 71.0
1985 33 3 2 28 393 60.7
1986 8 [ 0 62 29.0 710
1979- 45 2 2 41 53.7 46.3
1983
1584 138 10 7 121 314 68.6
1986
All 183 12 9 162 370 63.0
Deals

* Sumple of leveraged buyouis 1dentified as leveraged buyouts by either Securities Data Corporation or Morgun
Stunlev.

* A buyout's stalus is not known if we could not contact the company or find any information aboul the
company.

" A buyout is considered a public entity if (1) it has issued equity o the public and is still a public company
as of Aug. 30, 1990: or {2) a majority of the buyout company asseis has been purchased by and is still owned
by any public company, both domestic and foreign.

? A buyout is considered a private entity if the majority of the assets of the buyoul company are still privatety
owned, cither by the buyout company or by a subsequent private buyer.



Table 2

Estimated current ownership sia1us of average company assets by vear of completion of 166 leveraged buyouls
valued at more than 3100 million and completed in the period 1979-1986

Year Numober Peroent Assets Percent Assets

LBOs Publicly Owned Privately Owned
Aup. 1990° Aug. 199

1979 5 40.0 60.0

1580

1981 1 42.7 573

1982 12 52.2 418

1983 13 754 24.6

1984 33 384 61.6

1985 30 426 514

1585 62 29.0 71.0

1979. 41 55.2 44.8

1983

1984- 125 347 653

1986

Adl 166 399 50.1

Deais

* Sample of Jeveraged buvouts identified as leveraged buyouts by either Secunties Data Corporauon or Morpan
Stanley. Twelve o 183 LBOs are exciuded because we could not contact the company or find any injormation
about the company.

® Assets of a buvoul company are considered public if they are owned by a publicly owned company as of Aug.
30, 1990, This column measures the average fraction of company assets public for all LBOs completed in the
piven period.

© Assets of a buyout company are considered privale if they are still privately owned, either by the buyout
company or by a subsequent private buver as of Aug. 30, 1990. This column measures the average Iraction
of company assels public for ail LBOs completed in ihe given period.



Table 3

Cremership status of parent company by age of leverapged buyoul for 171 leveraged buyouts valued at mose than
$100 million and completed in the period 1979-1986.

Age of LBO | Total LBOs Starus Percent Percent
Known at Year i* Publicly Owned" Privatelv Owned®
Year 1 171 2.9 i 28|
Year 2 169 14.8 85.2
Year 3 168 24.4 756
Year 4 135 38 67.4
Year 5 20 350 4.0
Year 6 63 39.7 60.3
Year 7 38 a7 553
Year 3 23 478 522
Year 9 7 28.6 1.4
Year 10 4 0.0 100.0

* Sample of leveraged buyouts identified as leveraged buyouts by either Securities Data Corporatian or Maorgan
Staniey. Tweive of 183 LBOs are excluded because we could not concact the wompany or (ind any informauan
about the company. Year i is the end of year i after the buyout,

* A buyout is considered a public entity if (1} it has issued equity lo the public and is sull a public company;
or (2) a majority of the buyout company assels has been purchased by and is still owned by any public
company, both domestic and foreign j years after the buyout.

< A buvous is considered a private enuty if the mafority of the assets of the buyout company are suil privately
owmed, either by the buyoul company or by a subsequent privale buyer i years afier the buyout.



Tabie 4

Percentage of LBOs that return 1o public cwnership by age of leveraged buyoul lor 162 leveraged buvouts
valued at more than 5100 million and complesed in the period 1979-1986.

Year LBOs LBOs LBOs Cumuiative Cumulative

Afier Private at Returning Censored* Survival Failure Rate

LBO beginning of [ to Public Rate (LBOs | {LBOs
Year i* Ownership® private)’ publicy

Year § 162 6 1] 96.3 37

Year 2 156 20 ] 84.0 16.0

Year 3 136 17 4 73.5 26.5

Year 4 1i9 16 26 62.8 372

Year 5 77 7 25 56.2 438

Year 6 435 3 13 521 479

Year 7 29 1 10 493 5.7

Year 8 18 i 6 46.6 534

Year 9 11 0 6 466 534

Year 10 5 0 1 46.6 534

Year il | 3 1 3 350 £5.0

* LBOs private at beginning of year i include those LBOS that (1) have hot ver returned to some form ol
public ownership; and (2} were completed more than i-I years earlier. Inciudes aniv those 162 LBOs whose
organizatigpaj status is known for all post-buyou! years.

" A buvout is consideted a public entity if (1) it has issued equity to the public and is still a public company;
of {2) a majority of 1he buyout company assets has been purchased by and 15 sull owned by any public
company. both domesuic and foreign i vears after the buyoan.

* LBOs censored are LBOs that (1) were compieied between i-1 and i vears earlier and (2) are stiil private as
of August 1990.

¢ The cumulative survival rate, S(1}, or product limit estimare equals:

sy = oxl_(r-arny

where d, is the rumber of LBOs thal return public at ¢ and n, is the number of LBOs that have (1} not vet
rerurmed public just prior to t; and (2) were complesed at least ; years before. The cumulative failure raie.
1 - 5(t), is the estimated fraction of LBOs that have returns to public ownership {; years after completing an
LBO.



Table 5

Logit regressions of the probability of returning o public ownership conditional on being privately owned as
a function of the time from the LBO and of the LBO completion year for 162 leveraged buyouts valued at
more than 5100 miliion and completed in the period 1979-1986. (Asymptotic t-statisticd are in parcathescs.)

Dependent Variable Equals | if LBO company returns to public ownership in given year conditional on being
private at beginning of vear. 0 olherwise.

(1) (1) 3
Coeff. SE Coelf, S.E. Coeff, SE
Constant 326 | 042 -3.26 0.42 3.4 0.47
2nd year® 1.28 0.48
3rd vear 1.30' n.49
41h vear 144 031
Sth vear 1.08" | 060
6ih vear 115" | 0.67
Tth vear 1.01 0.85
8th vear 0.86 1.12

Sth vear and later 0.56 113

2nd year and later 1.26! 044 131 0.44
1981 and earlicr® £.22 D.44
1982 0.15 0.47
1983 0781 0.+
1984 -0.02 039
1985 0.59 0.39
N Obs, 688 688 688

Log Likelinood -217.9 -2184 <2150

* The i* year variables are dummy variables equal 10 one if the company-vear observation is for the * vear
after the LBO and equal to zero otherwise. The 9th vear and later (Znd vear and later) variables equal one

il the company-year observation is for the Sth year or later (2nd vear or fater) after the LBO and equal 10 zero
otherwise.

* The variables 1982 to 1985 equal one if the LBO is completed in ihat year and zero otherwise. The 1981
and eaflier variabie equalis one for LBOs compleled 1981 and earlier.

' Significant al the 1% level: * Significant at the 5% level: " Significant at the 109 level.



Table 6

Number and ownership status as of Aug, 1990 of 162 leveraged buyouls valued at more than $100 million and
completed in the peried 1979-1986.

Year | Total Public | Inde- Owaed Private | [nde- Owned by Pereent
LEOs Aug. pendent | by Other g Aug. pendent | Other Cwned by
Status 1990" | Public Public 199(F Private Privale Other Co.
Known® Ca. Co. Co. Co.

1979 3 2 2 0 3 Z 1 200%

1980

1981 11 3 1 4 [ 6 0 3654%

1982 12 6 2 4 6 5 1 41.7%

1983 13 9 3 & 4 3 1 53.8%

1984 31 9 3 & 22 20 2 25.8%

1983 28 11 3 8 17 15 2z 35.7%

1986 62 18 8 10 4 44 1] 16.1%

1979- | 41 22 8 14 19 16 3 41.4%

1983

1984- 1 38 14 24 <} 79 4 23.17%

1985

All 162 0 22 18 102 95 7 27.5%

Deals

* Sampie of leveraged buyouts identified as leveraged buvouts by either Securities Dala Corporation or Morgan
Stanley. [ncludes only those 62 LBOs whose Qrganizarional swatus is known for all post-buyout years,

* A buyout is considered a public entity if (L) it has issued equity 10 Lhe public 2nd is still a public company
as of Aug. 30, 199C; or (2) a majority of the buyout company assets has been purchased by and is still owned
by any public company, both domestic and foreign.

© A buyout is considered a private entity if the majorily of the assels of the buyoui company are still privately
owned, either by the buyoul company or by a subsequent private buyer.

4 A buyour’s status is not known if we could not contact the company o find any information about the
company,



Table 7

Estimated percentape of cCOmpany assets owned by independent companies compared L0 company assets owned
by other companies by year of compietion of 165 leveraged buyours’ vaiued at more tnan $100 million and
completed in the period 1979-1986.

Year Number Percent Assels Percent Asscis
LBOs Independentiy Craned by Gther

Owned Companies
Aug. 1990° Aug. 1990°

1579 5 80.0 200

1980

1981 11 63.6 364

1982 12 58.3 41,7

1983 13 40.0 60.0

1984 33 67.7 323

1985 30 597 40.3

1986 61 B0.5 19.5

1980- 41 56.6 43.4

1983

1984~ 124 72.1 279

1986

All 165 68.2 318

Deals

* Sample of leveraged buvours identified as leveraped buyouts by either Securities Data Cofporation or Morgan
Sianley. Twelve of 183 LBOs are excluded because we could ol contact (he company or find any information
about the company. The current independence of an additional six LBOs could not be determined.

® Assets of a buyout company are considered public if they are owned by 3 publicly owned company as of Aug.
30, 1950. This calumn measures the average fraction of company assets pubiic for all LBOS campleted in the
given period.

° Assets of a buyout company are considered private if they are still privately owned, either by the buyout
campany Of by a subsequent privale buyer as of Aug. 30, 199C. This column measures the average fraction
of company assets public for all LBOs completed in Lhe given period.
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Table 9

Public or private status of (1) buyouts arranged by LBO specialists, invesiment banks., and all others: {2)
divisional and public company buyouss ; and (3) larger and smalier buyouws as of Aug. 1990 for 183 lcveraged
buyows vaiued at more than $100 miilion and compieted in the period 1979-1986.

Total Status Status Known | Percent Percent

Unknown as of Aug. Publicty Owned | Privately Owned
or liguidated 1990 as of Aug, as of Aup. 1590
as of Aug. 1990
1990

Panel A:

LBO Partnershup® || 50 6 44 47.7 513

Merchant Bank® 24 2 22 27.3 727

All others 09 13 94 44 65.6

Panel B:

Diivision 95 13 82 318 622

Public Company 33 8 20 62 63.8

Panel C:

Under S300 M 103 12 91 330 67.0

At least 5300 M 30 9 71 42.2 578

All Buvouts 183 21 162 37.0 63.0

* LBO parmerships LBOs are LBOs arranged by Adler Shaykin, Clayton Dubilier, Forstmann Little, Gibbons

Green, Hicks & Haas, Kelso, Kohlberg Kravis Roberts, Riordan Freeman, Thomas Lee, Warburg Pincus, und
‘Wesray.

® Merchant Bank LBOs are LBOs arranged by Allen & Company, Bankers Trust, Citicorp, Danaidson Lufkin
Jenrette, First Baston, Merrill Lyach, and Morgan Stanley.



Table 10

Logit regressions of the probability of retutning 10 public ownership conditional on being privateiy owned as
a function of division or public company status, presence of LEO partnership, LBO size, time from the LBO
and year of LBO completion [or 162 leveraged buyouls valued at more than $100 million and completed in
the period 1979-1986. {Asymptolic L-S1aLiStics arc il parcniheses.)

Dependent variable equals 1 if LBO company returns
10 public ownership in given year conditional on being
privaie ar beginning of year, 0 otherwise.

(1)

Constant 444! 0.58

LBO Pannership? 0.49% 0.30

Division® 0.78° 0.31

Al least 5300 M° 1.40 0.45

2od year and later® || 0.50" 0.30

1981 and cariier -0.32 0.46
1982 oz 0.53
1983 1.15° 0.47
1984 0.17 0.41
1985 0.64 0.40
N Obs, 688

Log Likelihood -2129

* The LBO partnership variable equals one if the LBO is arranged by an LBO partership and zere otherwisc.

* The division variable equals one if the LBO company is a division of another company and zero if it is a
Public company before the LBO.

* The at least 3300 M variabie equals one il the LBO transaction value is at Jeast 3300 million.

4 The 2Znd year and Jater variable equals ope if the company-year obseralion is for the Ind year or later after
the LBO and equal o zero otherwise.

* The variables 1982 10 1985 equal one if the LBO is completed in that vear and zero otherwise. The 1981
and earlier variable equals one for LBOs completed 1981 and earlier.

! Significant at the 1% lkvel; ‘ Significant at the 5% level: " Significant at the 10% level.



