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Abstract

This study comprehensively reviews theoretical and empirical
literature pertaining to leveraged buyouts. An agency theory
framewark best describes the source of LBO value creation.
Agency conflicts are mitigated through extensive utilisation
of debt capital and concentrated equity ownership, which are
functions of asset and organisation structures. The evidence
generally supports the hypothesis that economic wealth is
created by leveraged buyouts, rather than merely

redistributed among stakeholders.

This thesis uses a multiple case design to examine leveraged
buyouts in Australia., It compiles data from a broad range of
public and private sources, and conducts gqualitative and

guantitative analysis on six (6) leveraged buyouts.

Case results indicate that industry and business attributes

synonymous with US and UK buyouts are important determinants
af Australian leveraged buyouts. Business attributes are the
primary motivating forces. Ownership structures comply with

foreign expectatieons, and capital structures are more

closely aligned with those reported in UK research.

Industry adjusted performance was analysed for a subset of
three (3) leveraged buyouts with post-buyout periods of
gsufficient duration. Profit margins and capital utilisation

exceeded industry medians in each post-buyout vyear, for each



leveraged buyout. Cost control, rather than increased sales,
accounted for most gains. Australian buyouts did not manage
working capital effectively, & result which contrasts

markedly with US and UK leveraged buyouts.

The evidence from the Australian leveraged buyouts analysed
in this thesis is consistent with an agency theory

framework.
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CHAPTER 1
Introduction

Leveraged buyouts are transactions where private
investors use predominantly debt finmancing to purchase a
corporation or a division thereof (Palepu, 1990). The
investor group usually comprises incumbent management and a
leveraged buyout specialist (Easterwood, Seth & Singer,
198%).

This introduction ocutlines the historical development
of leveraged buyout markets in the United States, the United
Kingdom and ARustralia; it explains the study's purpose, and
enumerates the research qﬁestiuns that constitute this
thesis.

united States.

The leveraged buyout movement originated with
"bootstrap’ acguisitions in the 1%960s, where under
capitalised buyers used the target’'s cash flow and assets to
fund a&cquisitions. The buyouts were small by present
standards and typically involved distressed private
campanies. Senior secured funds were advanced con the basis
of asset backing, with equity capital forming the balance
(Burke & Fite, 1990).

The subsequent development of a subordinated debt
market, arranged as private placements, accorded leveraged
buyouts more flexibility and increased the transaction size

trange {(Burke & Fite, 19%90). Less stringent indenture
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Introduction
provisions facilitated bid premiums in exctess of book value.
That is, subordinated debt empbasised cash flow generation
rather tham asset security.

Large returns from leveraged buyout transactions
induced the establishment of dedicated LBO partnerships.
Gibbons Green van Amerongen (1946%), Thomas H Lee (1974),
Kohlberg Kravis Raberts (197&), Clayton & Dubilier (1976)
and Butler Capital (1779) were early LBO specialists
(Jensen, 198%).

During the late 1970s, the trend toward conglomeration
was reversed by inflatiocn and changes in acguisition
accounting. Companies divested non-core assets to reduce
working capital and overhead costs, and to supplement
depressed operating eatnings. Divestiture pragrammes
released guality divisions and subsidiaries at the time when
leveraged buyouts smerged as a viable alternative to
traditional trade buyers {(Whitman & Knowles, 1990).

The $370M leveraged buyout of Houdallle Industries Inc.
by Kohlberg Kravis Roberts in 1979, was the first
significant public company buyout, bheralding a new era in
leveraged buyout activity.

In 1984, public high vield {(junk) bonds were issued as
subordinated debt in leveraged buyouts. Leveraged buvyout
junk bonds comprised 274 of the new issuance high vyield

market between [7B3 and 1989 (Figure 1.1).
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Figure 1.1

US LBO FINANCING
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Public high yield bonds contributed to the development
of the leveraged buyout market by securitising subordinated
debt. Securitisation improved marketability and reduced
interest costs (Perry & Taggart, 1990). Volatile interest
rates shifted investor preferences from private placements
to public high yield bonds, because secondary markets grant
public investors the right to sell subordinated debt prior
to maturation (Loeys, 1920).

Furthermore, the return/risk characteristics of high
yield securities attracted new capital into the subordinated
debt market. High vield securities have shorter duration
than investment grade debt of equivalent maturity, hence
junk bonds have less price sensitivity to interest rates

(Perry & Taggart, 1990). Yield premiums were believed to
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more than compensate for the additicnal default righ
{Altman, 1920a).

The regulatory and legislative framework enhanced
demand for high vield securities. The National Bank Act and
the Glass—-Steagell Act prevented comme: cial banks from
holding large blocks of corporste stock. The Investment
Company Act limited life i%surance companies and mutual
funds to 2% and 190% of a compar s stock, respectively
(Berglof, 1991}, High vield securities exhibited equity-like
returns and had no statutory limits.

Therefore, large amounts of subordinated debt were
available at short notice for leveraged buyouts. As purchase
multiples increased, new securities contingemt on asset
sales or cash flow improvements were devised, such as
deferred interest securities (payment—in-kind debt, PIK
preferred stock, and deep discount zero coupon honds), and
increasing rate notes {(Levi & Bencivenga, 19%90). The
extensive use of subordinated securities afforded senior
bank deb£ more asset protection (Burké & Fite, 1970).

Competition induced investment banks and LBO
partmnerships to commit their capita? to reduce deal
completion times. Bridge loans advance funds that are
eventually retired with the proceeds of a public high vyield
issue. Hence, registration delays inherent im public debt
offerings orcur after the deal has closed (Burke & Fite,

1990).
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In addition, the syndication time required for the
equity component in large leveraged buyouts was eliminated
by the creation of dedicated ULBO funds. By mid—19BB, an
estimated $25B had been invested in LBO eguity funds, and
given debt ratios of 20%, this provided the basis for
leveraged buyout financing of approximately %250B (Kuhn,
1990 .

Therefore, liquid subordinated debt and dedicated LBO
equlty funds reduced the remalining encumbrances on the
transaction size ranmge of leveraged buyouts. In 1982, R3IR
Nabisco became the largest leveraged buyout ever performed,
being valued at $25B.

The LS leveraged buyout market mxperienced a
comsiderable decline in activity during 1990 and 1991.
Figure 1.2 reflects the extent to which bhuvouts have
suffered from a financing drought,

The present shortage of LBO debt finance is a function
of weakness in the ecomomy, Federal Reserve pressure on
commercial bank loan portfolios, and a liquidity crisis in
the junk bond market.

United Kingdom.

Although the leveraged buyout market commenced in the
late 1970s, the economic recession of 1981 and 1982 provided
the impetus for LBO market development., Difficult operating
conditions resulted in numerous receiverships and motivated

corporate divestiture programmes, which supplied the buyout
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market with a range of potential targets (Wright:'Thoﬁﬁgon}
Chiplin, & Robbie, 1991}).
Figure 1.2

US LBO MARKET

Billions §
70

BO Deal Yalue

Sourga: MEA Almensgy, 28(1), 882,

The flat stockmarket deterred private companies and
public (government) trading enterprises from transferring
ownership through initial public offerings, hence, leveraged
buyouts became a viable medium for maximising sale proceeds
(Wright et al., 1991b).

Modifications to the Companies Act allowed firms to
exwtend financial assistance to purchasers of their stock,
and grant creditors recourse to target company assets in the
event of default (Wright, Thompson & Robbie, 1992; Wright et
al., 1991ib). These factors are significant to leveraged
buyouts with management or employee equity ownership, and

when shell companies are used to complete the transaction.
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The rapid graowth in venture capital markets during the
1980s promoted concomitant growth in leveraged buyouts.
Venture capitalists allocated, om average, over 504 of their
lwan portfolio to leveraged buyouts (1988, 1989}, more than
double the ratio advanced in the United Stateg (Wright et
al., 1991a).

The mezzanine market mainly comprises subordinated debt
irn loan form, with attached common stock warrants or other
equity kickers (Levi & Bencivenga, 1990). Pension funds,
insurance companies and commercial banks are not large
investors in the mezzanine market, which restricts the
availability of subordinated debt and the flexibility of
leveraged buvyouts.,

LBO specialist firms were established, partly in
response to the presence of US investment banks in London.
LBQO mezzanine and equity capital funds emerged in 1986, and
when combined with improved senior debt syndication, this
increased the total value of leverayged buyout transactions
(Figure 1.3). Furthermore, several commercial banks created
development capital subsidiaries to improve their buyout
capabilities.

The British gavernment’'s privatisation programme has
been a strong source of leveraged buyouts. Since National
Frelight, in 19BZ2, there has been over one hundred and twenty
public sector leveraged buyouts {(Wright et al., 1991b).

Employee led buyouts have occurred in Local Authority
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privatisations as employees and trade unions seek to

guarantee long term employment.
Figure 1.3

UK LBO MARKET
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Sourge: Wright ot al., 1297b

The GBP 60M Haden deal in 1985, was the first public
company leveraged buyout in the United Kingdom. "Going
private” buyouts form a minority of total transactions (1%),
however, they account for a more substantial proportion of
total value (17%). The largest UK buyout is the GBP 2.2B
Gateway acquisition completed in 1989 (Levi & Bencivenga,
1991;: Wright et al., 19921b).

Divestitures and private (family) company leveraged
buyouts represent the major proportion of total activity, at
68% and 21% respectively (Wright et al., 1991b). The former

reflects the reversal of diversification policies instituted
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in the 1970s, and the latter, the need to deal with
succession problems (Wright et al., 19%92).

Australias.

The Australian leveraged buyout market originated in
the early 1980s. The paucity cof domestic research prevents a
comprehensive review of the market’'s development, however,
the following factors had socme influence over the growth in
leveraged buyout utilisation in Australia.

Australia had a comparatively high inflation rate for
most of the 1980s, creating a bias toward debt capital,
since asset accretion exceeded debt servicing cost
increases. In addition, a relatively high corporatz tax rate
mitigated the after tax cost of debt.

The success of foreign leveraged buyouts educated
financial professionals and managers in the potential
applications of the concept in Australia. Several LB0O
specialist firm’s were established in the mid-1980s,
including DBSM (SBC Dominguez Barry), Byvest, AIDC and BLE
Capital.

The leveraged buyout market received a tremendous boost
when Australian banking licences were granted to sixteen
foreign banks in February 1985. The improved availability of
senior debt capital at competitive rates, from banking
institutions familiar with buyouts, advanced the LBO market
in Australia.

Dedicated LBO funds were created to procure mezzanine

and equity capital. Known examples are DBSM mezzanine and
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equity funds, and Fulcrum (a fund established by Western
Capital). However, the mezzanine market in Australia
comprises private loaps from institutions and therefore,
suffers from illiquidity and size limitations.

The Australian corporate bond market may overcome the
above restrictions. The market grew from $0—-%$3B in 1B
months, with various issues and maturities, and at
attractive premiums to semi—-government securities. Although
the market is only available for blue chips at present, low
grade credits may follow. DBSM commit trading and
distribution resources to the corporate bond market, which
is somewhat amalegous to Drexel Burnham Lambert’s promotion
of junk bonds in the United States {Bruck, 198%9).

Braocks (1992) notes that there bas been approximately
75 levekaged buyouts in Australia between 1283 and 1990.
Figure 1.4 exhihbits the growth in the value of Australian
buyouts exceeding $10M.

The two largest leveraged buyouts in Australiae are
Leigh—Mardon Pty L.td and McEwans Limited, which are examined
in detail in Chapters Eight and Nine, respectively.

The privatisation of government owned enterprises
offers a spource of growth for the leveraged buyout industry
in the 1990s. Labor and Liberal governments at Federal and
State levels have indicated their interest in public sector

asset sales.,
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Figure 1.4
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1.2 The Purpose and Significance of the Study

The purpose of this thesis is to gain an insight into
the Australian leveraged buyout phenomenon. The thesis seeks
to establish whether leveraged buyout theories reported in
foreign empirical research apply to the Australian market.

Australian leveraged buyout research of this type is
both timely and significant. The preceding section outlined
the exponential growth in LBO transaction value in Australia
during the 1980s, and with the lowest interest rates in a
decade, a perception that the worst of the recession is
over, and the potential for public sector privatisations,
the 1990s could generate a resurgence in domestic buyout

demand.
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Leveraged buyouts are a contempnrary financial
innovation that challenge preconceived notions of how
business should be conducted. They have had a significant
impact on the US and UK manufacturing sectaors (Waite &
Fridson, 198%; Wright et al., 1991ib}. Bstween 1979/%90,
America’'s manufacturing output per worker~hour grew at 3.&%
p.4a., tripling the 19705 rate. Manufacturing contribution to
GNP increased from 20% {1982) to 23% (1990}, matching the
halcyon days of the 1960s (They will return, 19%91).
Similarly, the annual average productivity increase in
British manufacturing grew from 24 in 1972/79, to 4% in
1979/8% (To the victor these spoils, 1990). Accordingly,
leveraged buyouts may bhave a role in restructuring the
Australian manufacturing secteor, making infarmation
discovery wvia empirical research important.

Research on Australian leveraged buyouts may indicate
the extent toc which foreign experiences have been replicated
here. This thesis undertakes a cumprehensive review nf the
literature pertaining to US and UK leveraged buyouts, and
empirically tests Australian cases for evidence that
supports or refutes theoury. Establishing the theoretical
framewocrk which applies to the Australian L.BO market is a
logica: first step that should facilitate the development of

further buyout research.
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1.3 The Recearch Problem

This research is believed to be the first of its kind
in Australia. The research problem this thesis seeks to
resolve is:
"Do Australian leveraged buyouts comply with expectations
derived fram foreign (US & UK) leveraéed buyout markets"?

The following research guestions provide a systematic
means for analysing actual Australian leveraged buyouts in a
real-life (as distinct from a laboratory) context:
(i) Are industry characteristics of Australian leveraged
buyouts consistent with those reported in the US and UK?
{ii} Are business attributes of LBO target companies
conducive to leveraged buyouts?
(iii) Do leveraged buyouts concentrate equity ownership
among directors, managers, employees and LLBO specialists?
(iv) Are Australian leveraged buyouts as extensively geared
as thpse reparted in the US and UK?
(v) How have leveraged buyout companies performed in tpe
post-buyout pericd?
1.4 Qutline

Chapter Two critically reviews theoretical and
empirical research on leveraged buyouts. Chapter Three
outlines the scope of the thesis and identifies variables;
which provide the terms of reference for methodology
developed in Chapter Four. Chapters Five through to Ten
comprise case studies on Australian leveraged buyoutsi and

Chapter Eleven summarises and concludes the paper. Chapter
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Twelve suggests topics for future research on Australian
leveraged buyouts. Appendix A defines the ratios used in the

case studies.
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CHAPTER 2
Literature Review
2.1 Theory

Theoretical research on leveraged buyouts purports to
explain the source of value created in the buyout process.
This has important consequences for managers, [LBO
specialists and financial institutions intending to
capitalise on the selection and restructuring of buyout
targets; and for academics and policy—-makers concerped with
the distribution of weaglth.

The theoretical review outlines how changes to capital
and ownership structures reduce agency costs and Lncrease
entrepreneurial incentives for managers. Subsequent
revisions to asset and organisation sitructures reinforce
romparative advantage and operating efficiency.

Research cited in this chapter is the foundation from
which the theoretical framework is derived (Chapter Three)
and empirical results are referenced. The degree of
homogeneity betwegen domestic and foreign (US & UK) buyouts
may then be inferred.

2.1.1 Capital Structure and Corporate Control

Leveraged buyouts are characterised by simultaneocus
changes to the capital and ownership structures of the
entity. The gapital structure is reconstituted to maximise
debt utilisation, and financial claims on the firm's assets

are concentrated in incumbent managerial and institutional
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portfolios. How do these revisions pfopaae to increase firm
value?

A traditional Modigliami-Miller corporate tax approach
implies leveraged buyouts exploit the tax deductibility of
interest payments to reduce the firm’'s cost of capital. The
increased cost of equity capital attributable to leverage
induced fimancial risk does not perfectly offset the use of
‘¢heaper’ debt (Copeland & Weston, 1988). Therefore, the
optimal capital structure consists entirely of debt.

Modigliani and Miller implicitly assumed personal taxes
on debt and equity were identical (Brealey & Myers, 1988).
Differential personal taxes levied on debt and equity, and
other spurces of taxation deductions moderate the extreme
all debt solution.

The tax timing ocption granted to stockholders, and tax
craedits on dividends paid by taxable corporations,
disadvantage debt holders. To overcome the relative tax
penalty corporations offer higher pre-tax returns on debt
instruments. The equilibrium market return is determined by
grossing-up a tax-free institution’'s return by the corporate
tax rate. Therefore, most of the interest tax subsidy is
lost (Miller, cited 1 Copeland & Weston, 1988).

Depreciation and other deductions alsoc dilute the
taxation benefits of debt. That is, demand for interest tax
shields is inversely related to the availability of

substitutes, given earnings must be generated to benefit
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from tax shelters {Deﬁngglo & Masulis, cited in Copeland et
al., 1988).

Miller conciudes that the taxation advantage of debt is
neutralised such that firm value remains independent of
capital structure, This thesis prefers the more realistic
DeAngelo-Masulis (Copeland et al., 1988) extension which
accounts for differential effective corporate tax rates.
Companies with high effective tax rates may reduce their
cost of capital through judicious leveraging.

The preceding theorems are important to this research
because they demonslrate ithat superficial inspection of
capital structure will not explain how leveraged buvyouts
increase firm value. High effective tax rates may be one of
numerous explanatory factors.

Subsequent research relaxed Modigliani-Miller
agsumptions pertaining to bankruptcy costs, cash flow
distributions and management wealth incentives.

Jensen and Meckling (1%97&) argue that the combination
of bankruptcy costs and the corporate tax subsidy on
interest payments affects lhe probability distribuiion of
future cash filows. The Modigliani-Miller assumption that the
probability distribution of future cash flows is independent
of capital structure is invalid where the probability of
bankruptcy is positively correlated with relative debt
levels. Agency theory provides a rationale for value

creation in leveraged buyouts by evaluating the impact of
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capital and ownership structures omn the firm's future cash
flow distribution.

AN agency relationship exists when principals
(stockholders) engage an agent {managers) to perftorm a
service on their behalf (Jensen & Meckling, 1976). Decision-—
making discretion is granted to agents as part of the
fiduciary agreement. Centralised management teams facilitate
specialisation and reduce negotiating and bargeining costs
(Anderson, 1978). Howewver, the separation of ownership and
control results in divergent wealth maximisation incentives,

l.everaged buyouts capitalise on disparity between the
cost of concentrating diffuse ownership and potential for
agency cost savings (Jensen & Meckling, 197&). The
proportion of debt finanmcing in the capital structure is the
key element in a leveraged buyout’s ability to reduce agency
costs. Debt enables entrepreneurial managers with limited
personal reéaurces to acquire significant eguity in the
company; and guards against an over-retentive dividend
policy. Ownership of debt claim=z accord financial
institutions greater control over their investments whilst
complying with the regulatory framework.

lL.everaged buyouts align managerial wealth incentives
with stockholders by concentrating equity ownership. Since
equity represents a small proportion of the reconstituted
capital structure, mamagers and LBO specialists may acguire

significant equity interests. The balance is held in a
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limited number of institutional portfolics as part of a
strip financing package.

Concentrating equity ownership has two advantages:

(i} Managerial wealth dependence on residual claims on the
firm's assets motivate policies which maximise cash flaw.
Mamagers have less incentive to consume pergquisites since
they bear significant personal losses when firm value
declines,

{(ii) Corporate governance by LBO specialists ensures cash
flow maximisation does not emanate from opportunistic
managerial activity, but from enhanced operating capability.
The specialist’'s wealth is negatively affected by short-term
managerial decisions that satisfy immediate bonus plan
objectives at the expense of future value. In addition, the
specialist’s success at protecting institutional clients
will determine their amenability to future buyout
investments.

Therefaore, substantial managerial equity ownership
aligns personal wealth maximisatiopn incentives with firh
value, reducing agency costis. Enhénced corporate governance
exerts control over activities not covered by contracts
(Berglof, 1971).

The lack of correlation between executive pay and
perfarmance (Jensen & Murphy, 1920); and managerial
preference for internal financing (Brealey & Myers, 1988)
encourages conservative dividend policy. The retention of

cash flow beyond that required to fund positive net present
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value projects (free cash flaw) ie a result of managers
desire to maximise their utility and secure independence
from capital market monitoring (Jensen, 198&).

Leverage reduces agency costs pf free cash flow by
stipulating distribution of cash otherwise availabie for
discretionary spending (Jensen, 1986). The economic
implication is that free cash flow disbursed by corpgrations
is reallocated by investors (according to their risk/return
profile) to the highest valued use. The capital market
exerts greater control over subsequent capital expenditure
due to vetoc power over company submissions for praoject
funding.

Therefore, leveraged buyouts motivate and discipline
managerial behaviour (Easterwood, Seth & Singer, 198%)
through direct stock ownership and corporate governance.
Onerous principal and interest obligations make cash flow
generation the prime cbjective.

The beneficial effects from increasing leverage may be
curtailed by agency costs of debt. This concerns the
potential exprqpriat;an of wealth from debt holders as a
result of manpagers fiduciary relationship with stockholders.
Leveraged buyouts control agency costs of debt through
concentrated debt ownership, protective indenture
provisions, and innovative financing techniques.

The importance of concentrated debt ownership in
leveraged buyouts has not been articulated in the

literature. Senior debt syndicated by banks typically
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dominate leveraged buyout capital structures (Easterwood et
al., 198%; Burke & Fite, 1990; Vernick, 19%1}. This thesis
suggests corporate governance exercised by the senior debt
consartium is more effective at bimding the specialist to
maximise firm, as opposed to squity value, than notions of
foregone ‘carry’ (Easterwood et al., 1989) or ‘reputation
effects’ (Easterwood et al., 198%; Jensen, 19B9). Senior
debt concentration combined with indenture provisions {(Baker
& Wruck, 198%) prevent dominant stockholders from
transferring value.

Indenture provisions alleviate conflicts of interest
between debt and equity bolders by limiting default risk to
the level priced when the debt was issued. "The . . . effect
of . . . [debt] covenants is to restrict . . . the source of
funds for scheduled interest and principal repayments and
the use of funds in excess of . . . [thatl]l amount" (Baker &
Wruck, 1989, p. 170). Standardizsation of indenture
provisions ctost effectively reduces monitoring and bonding
costs.

Agency costs of debt are also mitigated by innovative
strip and convertible debt fipancing techniques. Conflicts
of interest among security holders atre overcome by selling
portfolios comprising subordinated securities in.mezzanine
strips. Strip holders receive rights to intercede in the
leveraged buyout as each security defaults, and accordingly,

have little incentive to transfer wealth (Jensen, 19B&).
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Convertible debt relieves cash flow demands on
leveraged buyouts and enables participation in prospective
shifts in the return distribution. Attempts to expropriate
wealth from debt bolders may be avoided through conversion.

Agency cousts gf debt include diract legal costs,
foregone warranties and services (Rappaport, 19903 Copeland
& Weston, 1988) and labour specificity problems (Libecap,
1984) associated with bankruptcy. Derivative instruments
moderate bankruptcy risk, for example: floating rate
exposure may be capped by interest rate put options, short
hedged with interest rate futures contracts, or swapped for
net fixed rate exposure. Therefore, leveraged buyouts
support levels of debt previously considered infeasible.

The proportion of debt in leveraged buvyouts facilitates
the transfer of corporate control in low performance states
of nature (Berglof, 1991). This is analogous to Jensen’'s
(1989, p. 73} "Privatisation of Bankruptcy", where control
passes to creditors when indenture provisions are breached
and/or default onccurs. The level of gearing compels senior
lenders to reorganise rather thamn liguidate, because prompt
transfer of control ensures going concern value exceeds
liquidation value,

Different intermnal and external valuation% of a company
result in agency costs of information asymmetry. Managers
dissatisfied with a low stock price or cognisant of takeover
vulnerabiility, may initiate a leveraged buyout, eg. Ross

Johnsoen's RIR Nabisco bid (Saporito, 1989). Leveraged
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buyouts unambiguously signal the bidding group s confidence
in the future performance of the firm, decreasing
information asymmetry costs (Arzac, 1992).

According to the aforementioned theory, State-gwned
enterprises should incur considerable agency costs. Managers
do not have ownership interests or performance oriented
remuneration, and external governance is weak due to the
lack of traded equities and default free debt status
(Wright, Thompson, Chiplin, & Robbie, 1991). Provided entry
restrictions are not prohibitive agency theory would imply
an active leveraged buyout market im Public sector
enterprises.

Therefore, agency theory rationalises value creation in
leveraged buyouts by evaluating the impact of capital and
ownership structures on future cash flow. Recognising that
capital and ownership structures are interrelated allowed
agency theorists to supplement Modigliani—Miller research.

Fama's (1980} justification of the traditional publie
carporate structure has important implications for this
research, His paper implies the benefits from leveraged
buyouts, defined as agency cost savings less costs of
concentrating diffuse ownership (Jensen & Meckling, 1976},
may be overstated.

Fama (1980) rejected the popular notiaon that
efficiently diversified claim holders are responsible for
menitoring management. By dichotomising entrepreneurial

activity into management -and risk components, Fama (19B80)
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demonstrated that labour and takeover markets could
effectively inhibit aberrant managerial behaviour. Punitive
threats of dismissal, external control transfers and
attendant downward revisions in future wage expectations
mitigate agency costs.

However, decisions taken by managers to entrench their
positions, such as selecting compliant directors (Jensen,
198%) and inserting takeover defense clauses, impede Fama's
(1280) market mechanisms, Unlike labour and takeover
markets, leveraged buyouts provide effective internal
monitoring where more immediate sanctions are applied as a
result of poor performance.

Transaction costs and managerialism are two further
caveats to the efficiency of takeover market controls.
Takeovers do not proceed at the margin since acquirers
demand adequate compensation for risks and material
transaction costs. Hence firm value may decline considerably
before acquisition interest develaops. Although takeover
markets exert control aover target managers in the extreme,
paradoxically they afford protection to acquirers through
firm size increases.

Fama (19B0) and Jensen (1989} acknowledge that public
stockmarkets reduce the risk of equity ownership, and hence,
the cost of capital by facilitating diversification and
liquidity., Since leveraged buyouts remove companies from

stockmarkets the cost of (unlevered) equity capital may



lLiterature fAeview K.32]

A

increase. Therefore, the cost of concentrating diffuse
ownership involves more than direct acquisition expense.

The prapensity for investing in buyout equity through
specialist LBO funds attenuates problems associated with
delisted stock. Brownstein (198%9) and Newport Jdr. {(1989)
assert pension funds commit between two and five percent of
their portfolio to leveraged buyout funds, hence liquidity
and diversification issues do not arise.

The extent to which Fama's (1980) theory reduces
potential benefits from leveraged buyouts is an empirical
issue. This thesis closely examines the constitution of
Australian leveraged buyouts for evidence that is consistent
with, or repudiates the preceding theory as an explanation
of value creation. The opposing ideologies of Fama (1%80),
Jensen and Meckling (19748) suggest unique firm and Industry
characteristics affect the validity of leveraged buvyouts, a
theme develaped in the fpllowing section.

Finally, agency theory is not predicated on the belief
that practitioners calculate agency cost savings when
evaluating potential leveraged buyouts. Applying a Friedman
and Savage (1948) argument, this thesis contends
practitioners need only behave as if they perform the
relevant calculations. The distinction is important because
elements of agency theory are neither observable nor
directly quantifiable. This research derives proxy tests
(Chapter Three) which enable the impact of agency theory to

be inferred.
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2.1.2 Asset Structure

The previous section acknowledged the inextricable link
between capital and ownership structures. Leveraged buyouts
reconstitute these structures, inducing operating
efficiencies and superiepr incentives. This section considers
how asset structure influences the magnitude and composition
pf firm capital, and the effect increased debt servicing
commitments have on asset management.

Leveraged buyouts do not universally apply to each
cempany or industry sector in the economy. Abundant leverage
places cneropus demands on companies, such that buyout
suitability is contingent on resilient repayment capacity.
Repayment capability is¢ deduced from anticipated net
operating cash flows geperated by the firm's portfolioc of
assets, and the liguidity of unwanted assets divested from
the buyout,

Therefore, asset structure affects the level of gearing
the firm can prudently support {(Libecap, 198B8). Asset
structures that produce stable caéh flow have low business
risk capable of accomodating the financial risk inberent in
leveraged buyouts, Asset structures which are relatively
immune from business or economic cycles, produce known brand
rmames with strong market share {(Kohlberg Kravis Roberts &
Co., cited in Rappaport, 1990), and are not capital
intensive (Rappaport, 1990), demonstrate low business risk.

The asset structure also dictates the extent to which

net operating cash flows can be enhanced by active asset
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management. For example, firm’'s with copious working capital
{Baker & Wruck, 19893 Smith, 1990) or underutilised fixed
asset capacity (Kuhn, 19%0) offer managers oppartunities to
increase cash flow. In contrast, capital intensive asset
structures de not support leveraged buyouts since marginal
operating performance improvements reguire large capital
injections.

Substantial growth in the number and value of leveraged
buyouts (Chapter Dne) reflects intense competition among
financial institutions soliciting fee income and/or capital
returns from buyout involvement. Ambitious acquisition
multiples paid by winning bids provided the impetus for
aggressive financing predicated on asset disposition(s).
This activity culminated in the provision of bridge
financing by commercial and investment banks.

Increasing rate notes are frequently used to bridge
asset divestitures. Their design penalises late repayment
through interest rate ratchets approximating twenty five
basis points per quarter. Ar asset structure characterised
by low specificity can support extensive debt levels
(Williams, in Liﬁecap, 1988), since readily separable assets
may be redeployed to higher valued uses via liquid secondary
markets, generating cash flow.

There are two principal advantages from asset sales:
{i) Business risk may be reduced by divesting assets with
volatile or deferred cash flow distributions. A corollary of

downsizing is the renewed focus of managerial and other
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resources on those operations which possgss comparative
advantage (Easterwood et al., 1989; Muscarella & Vetsuypens,
1990).,

(ii) Proceeds from asset disposals may be used to discharge
a portion of the firm’'s indebtedness, alleviating financial
risk.

While divesting unwanted liquid assets generates cash
flow, sale and leaseback agreements written on assets still
required by the company similarly enable non-operating
resources {(eg. land and buildings} to amortise debt. Asset
characteristics retermine sale and leaseback suitability.

Therefore, lenders evaluate the disposal value of
assets collateralising loans and the stability aof future
cash flows when arranging debt capital for leveraged
buyouts. The level of equity capital is limited to prevent
dilution of investor returns. Hence, the asset structure
influences the magrnitude and composition of the capital
structure.

Prima facie, acquisition programs in leveraged buyouts
indicate the pursuit of asset optimisation rather than
merely break-up value (Muscarella et al., 1990; Baker &
Wruck, 1989). Control exerted over capital expenditure due
to the distribution of free cash flow provides greater
assurance that negative net present value investments will
be rejected (Jensen, 19B6). Accordingly, increased debt
servicing commitments are expected to motivate asset

management practices which adhere to firm value criteria.
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The emphasis on directing cash flow toward debt
amprtisation could detrimentally affect maintenance,
research and development expenditure essential to long-term
investment. Palepu (1990) argues leveraged buyouts do not
occur in R&D intensive industries, but acknowledges that
cash-strapped buyouts may reject positive net present value
investments.

2.1.3 0O isati 51

The revised cagital, ownership and asset structures in
leveraged buyouts induce concomitant organisational refarm.
Leveraged buyouts implement organisaiional changes which
increase operating autonomy and align executive remuneration
with cash flow.

Dperating autonomy is granted to managers since equity
investors do not possess firm specific aperating expertise
pr the requisite human resources (Jensen, 198%9). Therefore,
buyouts are characterised by centralised strategic decisions
and decentralised operating decisiuns (Easterwood et al.,
I19689). Williams (in Libecap, 1988) concurs, arguing
leveraged buyouts exhibit high managerial specificity since
the specialist’s marginal productivity is maximised when its
capital and other resources are applied to restructuring,
rather than operating activities (Muscarella et al., 1990).

Hence, the strength and cohesiveness of the management
team is an important factor in leveraged buyouts (Burke &
Fite, 1990). Specialists contribute to the strategic

direction of the firm and advise managers on the transition
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from profit to cash flow maximisation, Executive incentive
remunaration supplements corporate governance by motivating
cash flow generation, alleviating negative effects from
managerial equity ownership, and reducing buyout risk.

Specialists introduce executive remuneration schemes
which incorporate bonus plans with casth flow performance
targets. The material rewards offered for achieving cash
goals compensate managers for unigque risk bearing associated
with undiversified portfolios (Baker & Wruck, 198%).
Therefore, incentive schemes mitigate managerial bias toward
conservatism that undiversified portfolios may provoke.

In addition, the incentive scheme is a variable cost
that is positively correlated with the firm's cash flow
distribution. Accordingly, increasing the bonus component
makes cash outflows more variable, decreasing the asset
beta.

Scheduled debt repayments and bonus performance
incentives provide the impetus for severe cost cutting,
particularly from corporate overheads. The decentralisation
of operating decisions requires less bureaucratic support,
and buyout executives may respond by eliminating
intermediate hierarchical levels (Easterwood et al., 19B9;
Jensen, 1989). Corporate administrative resources may also
be pared if assets are divested.

Baker and Wruck (198%) suggest the shorter lines of
authority engender flexible responses to market vagaries

since communication and decision making become more:
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efficient. Similarly, qucarella and Vetsuypens (1970)
conclude that "the buyout process createfs] a new
organisational structure which appears . . . more efficient
than its public predecessor" (p. 1412). Rappaport (1990) is
critical of management’'s ability to capitalise on this
efficiency due to alleged financial inflexibility caused by
extensive debt.

Therefore, although leveraged buyouts may achieve
marginal cost of capital savings, they do not appear
sufficient to explain the magnitude of buyout gains. A more
plausible explanation for value creaticn is provided by
agency theory, whereby internal cenflicts of interest are
mitigated principally through the mechanism of debt
utilisatian. The theoretical review demonstrates that
leveraged buyouts fundamentally reconstitute the
interrelated capital, ownership, asset, and arganisation
structures..

The theoretical review outlines the advantages of
having a comprehensive understanding of the theory
underpinning leveraged buyouts. Managers, specialists and
financial institutions may avoid the pitfalis of 111~
conceived buyouts by correctly identifying LBO candidates
and restructuring activities likely to vield high returns.
They also provide some explanation as to why leveraged
buyouts might be preferred over other reorganisation

technigues.
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Palepu (19%90) for example, compares leveraged buyouts
with leveraged recapitalisations. The implication that
partial corporate restructuring may achieve similar returns
to buyouts is not supported by the theory. Thi.s thesis
tontends that leveraged buyout performance is attributable
to complete structural emphasis on cash flow generation. In
cantrast, leveraged recaps lack corporate governance by
major investors, such that managers have incentive to
approve risky projects, increasing the cost of debt capiltal.

Rappaport (1990, p. 100) believes public corporations
may achieve similar benefits to leveraged buyouts through
"shareholder value". However, buyouts not only facilitate
change but more importantly, offer managers incentive to do
so. Managers are unlikely to subject themselves to difficult
trading conditions and stringent corporate governance uhless
they control operating decisions and participate in the
firm s success.

The theoretical review facilitates development of the
thegretical framework and forms the basis for generalisation
of empirical results (Yin, 1984}). The degree of congruence
with foreign buyout models may then be inferred. The
following section examines empirical work gconducted overseas
for evidence that supports or refutes existing theory.

2.2 Evidence

This section reviews empirical evidence on leveraged

buyouts conducted in the United States and the United

Kingdom. These studies have been classified into three
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categories which examine different aspects of the buyout
phenomenon.

Researchers have analysed public corporations that were
subsequently targeted for leveraged buyouts. Generally,
attributes indicative of LBO candidature were consistent
with theoretical expectations.

The controversy regarding wealth c¢reation or
redistribution in leveraged buyouts has attracted
considerable research effort. A comprehensive review of
these papers reveals statistical support for the economic
weal th creation hypothesis.

Finally, case studies investigate particular buyouts to
determine whether the phenomena identified in large sample
studies are representative of individual transactions.
2.2.1 Induystry and Company Characteristics

Bull (1%98%9), Easterwood et al. (198%), Waite and
Fridson (198%) categorise leveraged buyouts by industry,
spanning 1971-1988. The latter study was more comprehensive
since it involved numerous buyouts over & long period, and
industry LBO transaction value was normalised by industry
share of Gross Damestic Product. Table 2.1 discloses the
most intensive leveraged buyout industries.

The LEOQ intensive industries closely comply with
precanceived notions of buyout suitability. All involve the
manufacture and/or sale of relatively mundane products

resilient to economic cycles. In addition; these industries
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reflect mature sectors of the economy with low growth
prospects.

Table 2.1

[ | B ¢ Int ity Rati

Industry LBO Tntensity
Stone, clay, and glass 13.9
Apparel B.1
Textiles 7.9
F ood 5.1
Papetr 4.5
Electrical machinery 3.0

Source: Waite and Fridson, 1989, p. 464.

Waite and Fridson (1989) derive a cash flow volatility
regression estimate which measures the standard deviation of
industry annual cash flow relative to cash flow implicit in
the S&F 400 Industrial Index. Fourteen of the fifteen LBO
intensive industries demonstrate low cash flow volatility.
In contrast, five of six non-LBO intensive industries had
high cash flow volatility. Waite and Fridson (1989, p. 46)
conclude that there is "a concentration of leveraged buvouts
in . « « industries . . . best equipped to support them".

Maupin, Bidwell and Ortegren (1984) apply discriminant
analysis across a paired sample of sixty three buyouts and
public companies in 1972-1983. Buyout targets had higher
mean cash flow than firms remaining public for both years

preceding the event, and in most cases, lower cash flow
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variation. Over a similar periaod, Bull (1989) finds mean
cash flow adjusted for sales to be 145% of industry average,
Regression models run by Singh (1990) lend credence to the
significance (at 5%4) of crash flow as a determinant of
leveraged buvouts.

Three further variables which influence leveraged
buyout predictability are dividend vyield, income taxation,
and working capital.

Maupin et al. (1984) report mean dividend vields for
buyout targets significantly exceed those of non-target
companies., Higher debt servicing commitments may be
maintained where cash previously allacated to dividends is
redirected to debt amortisation. Prima facie, this appears
to contradict Jensen’'s (19B6&) free cash flow hypothesis.
Mowever, Jensen’'s theory is concerned with retention of cash
flow beyond that required to fund positive net present value
projects. Given high cash flow and slow growth it is
plausible that excessive retentions occur even with higher
average dividend vyields.

Mean effective tax rates for buyout targets were 112%
of industry average (Bull, 198%). Kaplan (198%a), Lehn and
Poulsen (1988) disclose significant correlation between
buvout premiums and estimated tax benefits. Substantial
taxation deductions utilised by leveraged buyouts defer tax
liabilities and cash outflows, increasing fixed charge
caverage. Lowenstein (1985) asserts tax—free status could

prevail for five vyears.
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The level of gearing does not appear to differe~tiate
buyout targets from test samples. Average target firms have
more conservative capital structures (Maupin et al., 19B4),
however regressions performed by Singh (19%90) and Maupin et
al. (1984} deem the relationship insignificant.

These results are consistent with the DeAngelo-Masulis
(Copeland et al., 1988) thesis on optimal debt levels.
Leveraged buyouts seem indifferent to a target’s capital
structure unless high effective tax rates promote cost of
capital reductions.

Indifference to the target’'s capital structure may be
partially explained by control group selection. Maupin et
al. (1984} and Singh_(l??O) use industry rivals to control
experimental noise within industries. However, research
designs of this genre will not account for debt ratio
gifferences hetween industries. In the USA for example, in
1786, electrical machinery (LBO intensive) and petroleum
(non-LBD intensive) industries had average debt ratios of
29% and 49% respectively (Brealey & Myers, 1988).

Empirical research indicates buyout targets have
working capital 'slack’, the elimination of which creates
low-rcost finance. Smith (1990) found high industry adjusted
accounts receivable and inventory holding periods; and
Maupin et al. (1984) note relatively high mean cash
intervals (though not statistically sigmificant).
Receivables turnover was found to be a determimant of

leveraged buyouts at a 10% confidence level (Bingh, 1990).
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Price to book value discounts and upsolicited takeover
of fers also appear common to buyout candidates. Maupin et
al. (1984) note buyout targets have significantly lower
price to book wvalue ratios. On average, buyout targets trade
at a discount to book value (DeAngelo et al., 1987). Hence
buyouts mitigate agency costs associated with asymmetric
information by disclosing 'true’™ market wvalues.

Prior takeaver attempts discriminate between buyputs
and non—-buyouts at a 1% confidence level (Singh, 1%9%0),
Stringent third party corporate governance ensures leveraged
buyouts are nmnot principally used to secure managemert jobs,
Competitive bidding reinforces the resolution of asymmetric
information, preventing minority freezeouts.

Therefore, industry and company characteristics which
invite leveraged buyouts are consistent with preceding
theory. Prime candidates reside in industrial seclors
relatively immune from economic cycles and produce large
amounts of stable cash flow. High dividend vields and high
effactive tax rates provide additional sources of cash flow,
with the latter facilitating cost of capital reductions.
Excessive working capital may indicate a potential source of
cost effective, shaort term finance, Book wvalue discounts and
nr-ior takeover attempts collectively reduce asymmetric
information costs.

Kieschnick Jr. (in Amihud, 198%9) counsels caution when
irnterpreting Maupin et al. (19B4) results, since joint

distributions of independent variables do not form
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multivariate normal distributions required by discriminant
analysis. Kieschnick Jr. uses a logit framework {as per
Singh, 19%0) teo overcome these errors and finds no support
for Maupin et al. (1984) results. Hence, if Kieschnick Jr's
criticiem is wvalid, then the dividend vield result may be
anomalous. All other Maupin et al. (1984) results reported
in this section were substantiated by other research.

2.2.2 Corporate Restructuring

The previous section confirmed theoretical propositions
regarding industry and company characteristics peculiar to
leveraged buyout targets. This section consitders changes to
corporate structure and performance as a result of the
buyout. The conclusions drawn from the empirical review
support wealth creation consistent with the agency cost
framework.

Ownership Structure.

The concentration of equity ownership is evident in
several research papers. Kaplan (1%8%9b) found median
management team egquity hnldings increased from 6% to 23% in
large (>%30M) public company buyouts. Directors and managers
held 19% of pre-buyout equity, and in conjunction with LBO
specialists, 994 of post-buyout equity.

Smith (1990) studied a similar period to Kaplan and
presented further refinements of equity ownership. Median
outside director equity holdings remained constant, while

officers and major investors increased from 11% to 17% and
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% to 49%4, respectively. Aggregating the above categories
represents an increase in equity ownership from 354 to 95%.

Unlike the above research, Muscarella and Vetsuypens’
{1990} sample included divisional leveraged buyouts. The top
three divisional executives held no equity in the parent
company prior to buyout in B0% of cases, averaging 0.25%
equity in the remainder. Officers and directors held 634 of
the equity following the (divisiopnal and full) buyout, with
top three executives accounting for 26%.

DefAngelo et al. (19B87}); Wright, Thompsorn, Chiplin, and
Robbie {1991b) confirm that smaller scaled leveraged buyouts
have higher average management equity ownership prior to,
and after the buyout.

Therefore, there is strong support for the hypothesis
that leveraged buyouts align managerial incentives with long
term firm maximisation, and improve corporate governance,
through intensive management and third party equity
ownership.

Capital Structure.

Table 2.2 records the transformation in the capital
structure framing the event date. The debt ratio essentially
doubles in US buyouts wiith negligible change in the UK. The
UK result is unexpected, especially since the debt ratioc for
all UK companies in 1983 was 297 (Berglof, 1991). Uther
studies on British buyouts do not disclouse pre-buyout debt

ratios, hence Kitching’'s resultis cannot be verified.
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Table 2.2

Study FPeriod Pre fPost
Muscarella et al. (1990) 1976-1986 41 .4 0.6
Smith (1990) 1977-19B6 59.0 101.0
Kitching {198%) 1980-1987 US: 45.2 7.6

Uk: 73.2 79.6

Debt ratios are defined as the sum of long term debt and
turrent liabjilities divided by total assets; except Smith,

whose denominator is total tangible assets.

Table 2.2 indicates that US buyouts utilise debt to a
greater extent than those in the UK. Not shown, is the US
preference for funding buyouts predominantly with long term
debt (Lehn & Poulsen, 1988; Kitching, 198%), as compared
with more balanced UK capital strucuures.

The extent of the gearing in leveraged buyouts ensures
a significant proportion of free cash flow is distributed in
accordance with Jensen’s (1986) hypothesis.

Although large sample studies have not considered strip
financing, case studies document the prevalence of multiple
financing layers and convertible securities which uscally
accompany this technique (eg. CBS Magazine division, 0.M.
Scott, RIJR Nabisco).

Asset Structure.

Kaplan (19%91) found 29% of LBO companies and 34% of LBO

assets were acquired by other strategic buyers at least 3.67
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yvears after the buyout. Over half of Smith's (19%0) sample
of 58 buyouts disposed of at least 204 of their property,
plant, and equipment.

Muscarella et al. (1990) compute a significant
difference (at 1X) between divisional and full leveraged
buyout asset sales. Asset sales occurred in 29%4 of their
sample, however the distribution was skewed, with 20% of
divisional and 33%% of full leveraged buyouts divesting
assets.,

Kitching (198%9) uncaovered a substantial role for sale
and leaseback transactions, with over 70% of leveraged
buybuts employing this technigue to raise funds. Muscarella
et al. (1990) find 254 of leveraged buyouts acquired assets.

The divestiture and acquisition programmes observed in
leveraged buyouts support the contemtion that managers seek
comparative advantage and increased firm value from asset
optimisation.

I isati S :

Baker and Wruck (1989) provide direct evidence on the
decentralisation of aperating decisions within a strategic
framework controlled by a majority equity partner.

Figures 2.1 and 2.2 establish the abundance of
divestment and privatisation buyoutz in the United States
and the United Kingdom. This thesis suggesits divestment and
privatisation buyout targets operate within more elaborate

hierarchies by virtue of their accountability to a holding
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company or Government owner. Independence promotes

decentralised organisational structures.
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Muscarella et al. (1%90) report 96% of leveraged
buyouts implemented managerial incentive compensation plans.
Stock options, stock appreciation rights, and other stock
incentive schemes featured in 72% of buyouts. Compensation
plans typically increase the level and variation of bonus
payments (Baker & Wruck, 198%9). Therefore, material bonuses
contingent on attalining cash flow performance targets
motivate firm value maximising behaviour.

Muscarella et al. (1990) also note 22% of buyouts
initiate cost reduction programmes, though they do not
segregate these changes into their components.

Therefare, leveraged buyout organisation structures are
leaner due to increased reliance on internal discipline and
entrepreneurialism, and reduced managerial and support staff
requirements caused by asset divestitures.

According to thearists, restruciuring activities
outlined in the empirical review should generate internal
efficiencies and performance improvements. Leveraged buyout
proponents assert structural metamorphosis promotes value
maximising behaviour, whereas detractors allege wealth is
transferred among stakeholders. The next section synthesises
empirical research on the economic wealth or redisteribution
conundrum.

Discussions on the econumic consequences of leveraged
buyouts commence with the stock premium as a reference for

finaincial gaine. Stock premiums and performance improvements
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must withstand expropriation claims from bondhaolders,
taxpayers, employees, and stockholders; and should not be
derived from expedient investment decisions which sacrifice
long term prosperity.

Stock Premiums.

Public stotkholders receive substantial premiums when
leveraged buyout offers are consummated. Table 2.3
del inwates average LBD stock premiums in the United States.
UK bid premiums have not been published, though Wright et
al. (1?291b, p. 13?) note "premia for going-private buyouts
are in line with . . . hostile taekepver bids".

Table 2.3

. Stock Premi (0. LBO

Cf Days No.

Study Premium¥ < Offer Firms
DefAngelo, DeAngelo & Rice (1984) 54.3 40 72
anensteia (1985) 96.0 30 28
Lehn & Poulsen (1988) 40.0 20 B9
Easterwood, Hsieh & Singer (1988) 48. 46 40 110
Kaplan (198%b) 45.%9 &0 76
Amihud (1989) First foer: 3i.1 20 15
Final offer: 42.9 20 15

Spurce: Amihud, 1989, p. 9.

Lowenstein (1985) disputes the assertion that LBO stock
premiums represent the minimum amount by which bidders

expect to increase firm value (Lehn & Poulsen, 1988; Jensen,
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198%9). He surmises that stock prices are determined by short
horizon imstitutional investors such that {long horizon) bid
premiums overstate gains available to pubhlic stockholders.
Hence, stock premiums would be inappropriate for gauging
wealth creation in leveraged buyouts under this hypothesis.

Capital market efficiency literature does not support
the market segmentation implied by Lowenstein (1985).
Abnormal returns would be eliminated by the competitive
actions of risk arbitrageurs. Applying a conservative bid
premium of 404, this thesis calculates the US going-private
buyout market yielded over $&60B in stock premiums for 1979-
1988 inclusive. Therefore, buyout bid premiums produce
significant wealth gains for original public stockholders.

Performance lmprovements,

Numerous studies analyse leveraged buyout performance
using ratioe calculated from accounting data. Generally,
leveraged buyouts have performed better thanm industry
competitors and the market portfolio, subject to data
limitations common to most buyout research.

Kitching {1989) and Singh (1990} found sales revenue
and growth increased for the three years following the
buyout. Controlling for industry effects, Singh (1990)
attributed most of the improvements to divisional buyouts.
Muscarella et al. (1990) note the median real rate of change
in sales increased by ?.4% prior to public offering, but

conclude the results were not exceptional. In contrast to
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Singh (1990), most sales revenue increases werpe ascribed to
full leveraged buyouts,

Bull (1989) found significant increases in mean
industry adjusted sales to assets ratios. In contrast,
Muscarella et al. {(1990) report a decline in median aséet
turnovers compared with randomly selected control firms,
particularly for full leveraged buyouts. Sales to emplovee
ratios improved marginally, implying asset turnovers may be
negatively affected by asset step-ups used in buvyouts,

Therefore, empirical evidence regarding the impact of
leveraged buyouts on sales revenue 1is inconclusive. Although
sales increase, adjustments for industry and asset changes
produce conflicting results.

Singh (1990) notes a significant decrease in industry
adjusted accounts receivable and inventory holding periods.
A survey of 182 UK buyouts reports 43% of respondents cite
reduced debtor days following the buyout (Wright st al.,
19921), Smith (1990) corroborates these findings, noting the
industry adjusted cash operating cycle declines 18B% within
one year of the buyout, with negligible change in the
payments peripod. Therefore, leveraged buvyouts generate
gperating performance improvements through active working
capital management.

Bull (ivg%Y reports significant increases in median
industry adjusted cash flow to sales ratios. Kaplan (198%9h)
notes cash flew increases when prorated by sales (454, 72%,

28%) and assets (504, 89X, &64%U), for the first three post-
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buyout years relative to the final pre-buyout year. Smith
(1990} reinforces the cash flow returns, using a superior
free cash flow proxy and eliminating non-operating assets
from her analysis. Her observations suggest accounting
accruals do not confound performance results.

Cash flow perfarmance measures increase after leveraged
buyouts, exceeding industry averages even after partially
controlling for divestitures. Hence, there is strong
evidence of performance improvements following leveraged
buyouts,

On average, earnings before interest and tax (EBIT),
operating returns and profit margins increase following
leveraged buvyouts.

EBIT increa%ed over S50% for the five years post-buyout,
relative to the buyout year (Kitching, 198%9). Muscarella et
al. (19%90) find mediamn EBIT improvements (40%) exceed B2% of
randomly selected control firms. Industry adjusted operating
inczome (EBIT + Depreciation + Amortisation) deflated by
sales or assets, also increase after buyouts (Kaplan,
198%hb).

Median leveraged buyouwut gross prefit and aoperating
margins significantly exceed thelr industry rivals
(Muscarella et al., 1990}. Deflating by sales, median graoss
profit and operating margins increase by 14% and 23%
respectively, with divisional buyouts accounting for most
gains. These results outperformed all industry control

firms., S8imilar findings are presented for margins deflated
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by assets, with Bull (19B9) confirming the significance of
these increases. Given inconclusive sales revenue results,
marqgin spreads indicate better production cost control.

Lichtenberg and Siegel (1990) established *that
leveraged buyout plants have material increases in total
factor productivity for the three years atter the buyout. It
is interesting that LBOs were assoriated with more
productive plant than average in the three years preceding
buyout.

Lichtenberg and Siegel (1990) note post-buyout
productivity is nat significant beyond the third year, which
is explained by data aggregation across calender years. The
researchers conclude 1983-86 buyouts exhibit productivity
improvements, whereas 1981-B2Z buvyouts do not. The results
are also consistent with the hypothesis that buyouts extract
short-term gains which are not sustained.

Muscarella et al. (1990) examine returns to leveraged
buyout equity between the LBO and IP0O dates. The median
annualised rate of return on equity was 268%, with
divisional buyouts outperforming full buyguts. When compared
with a similarly geared investment in the S&FPS300 index, they
were unable to conclude that leveraged buyouts earn excess
returns. The large return adeguately compensated unusually
high financial risk and illiquidity present in the
investment.

Kaplan (19B9b) used similar methodology to investigate

the total return to capital (debt and equity), finding
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investors earned a combined median market adjusted return of
77%. This gain was equally apportioned between pre—buyout
and post—~buyout investors. Wright et al. (1991) cite studies
of UK buyouts which indicate superior market adjusted
performance prior to, and after flotation.

Therefore, large, fair returns realised by leveraged
buycut investors are consistent with enhanced economic
performance. These returns incorporate aforementioned
positive operating results, quantifying buyout effects and
contrasting them with passive investment benchmarks. This
evidence supports value creation in leveraged buyouts,
however, research limitations gualify generalisation of
results.

The heterogeneity of leveraged buyouts demands
relatively large sample sizes to enable population
parameters to be inferred. However, the private nature of
the phenomenon iImpedes data collection, such that sampling
units are selected from buyouts with public debt
cutstanding, or in the process of issuing public securities.
Hence, nan-representative sampling frames compound sample
size concerns, although the direction of any bias is
uncertain.

Lowenstein (1985) and Bull ‘s (198%) generalisations are
based on samples numbering 28 and 25 buyouts respectively.
Muscarella et al. (1990} and Singh (19%0) draw inferences on
full leveraged buyouts from suhsets containing 18 and 22

transactions. In addition, performance results of Kaplan
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(1989b) have samples as low as 13 by the third post-buyout
year. Therefore, there are external validity concerns
associated with some leveraged buyout research.

The performance studies of Kaplan (198%9b), Smith
(1990), Lichtenberg and Siegel {(19%90) are conducted over a
period of econocmic growth. For example, Smith's (1990)
research spans 1977-198&6, however, >B0Y% of her sample is
within 178B2-1986. Qcco?dingly, these studies do not placate
concerns regarding buypout performance during economic
downturns.

The relatively recent development of leveraged buyouts
limits the longitudinal dats available to researchers.
Kaplan {19B%b), Smith (1990) and Muscarella et al. (1990)
have post—-buyout periods predominantly between two and three
years in length, Whether LBOs sustain short—term performance
improvements is an issue for further research, particularly
given Lichtenberg and Siegel’'s (19%0) poor t+4 and t+5
productivity results.

Wealth Trancfers from Bondbolders,

The most emotive expropriation claims emanate from
corporate investment grade bondholders, Empirical evidence
confirms significant bondholder wealth losses result from
buyout event risk, however, these losses do not offset
stockholder gains. Corporate finance theory and legal
concepts rebut bondholder remonstrations.

LLehn and Poulsen {(1988) investigate bond price changes

over a twenty day window centred an the LBO announcement
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date. The average price change for non—-convertible and
convertible bonds were -2.46% and 0.4%%4 respectively. They
conclude the general bond market decline of 7.21% for the
same period proves net bond price movements due to leveraged
buyouts are insignificant.

Similarly, Marais, Schipper and Smith (198%) calculate
a two day announcement abrnormal return of —0.03%, and a
post—announcement til completion return of -1.0% for 30
corporate bonds. Neither result was significant.

In contrast, for a ten day window centred on the LBO
announcement date, Travliops and Millon (cited in Amihud,
1989} find significant cumulative non—-convertible bond
returms of -3.51%. Warga and Welch (cited in Crabbe, 1991)
estimate risk adjusted prices for 43 non-convertible bonds
decline 7.7%4 on average, for the period two months before to
one month after the LBO anmnouncement.

Amihud (198%) notes downgradings of corporate
investment grade debt in B8 large leveraged buyouts; with
Crabbe {(1991) estimating bondholder losses from downgradings
rangimg 7.77%-11.83% for bonds involved in leveraged
buyouts, takeover defense restructurings, mergers and
acquisitians.

Asgquith and Wizman {(1990) resolve the conflicting
empirical wark on bondholder wealih effects by increasing
the sample size and differentiating bonds according to their
covenant protection. They found significant negative

abnormal bond returns for two and four month announcement
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windows, and far the entire buyout period. The whole sample
abnormal returns of -1.1%, -2.2% and -2.0% exceed cther
studies, furthermore, the contrast between strang, weak and
noc protection bond covenants (+2.6%4, ~-0.7%, -5.2%4) 1is
striking.

The evidence also suggests practitioners are cognisant
of the importonce of bond covenants when structuring
leveraged buyouts. Bonds with strong covenant protection
were called, tendered for, defeased or renegptiated during
the buyout, whereas those with no protection remained
outstanding.

The magnitude of pre-buyout bondholder wealth losses
should be considered in context of the total! wealth gains
available in leveraged buyouts. Bondholders in Asquith and
Wizman' s (1990} study incurred asbnormal losses of $678BM, a
small fraction of the $21.5B in stockholder gains. This
confirms Jensen’'s (198%) anecdotal RJR Nabisco estimates of
$300M and $12B. Therefore, bondholder wealth expropriation
accounts for approximately 3% of the entire value increase
in leverage buyouts.

Pre—buyout bondholders argue wealth expropriation is
unfair, occasionally seeking restitution through litigation.
Corparate finance theory and legal concepts disparage the
alleged injustice to leveraged buyout bendholders.

Ta the extent that high grade corporate bonds contain
covenants restricting mergers and acquisitions, bondholders

may have expropriated wealth from stockholders during
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conglomeration. For example, merging firms with less than
perfectly correlated cash flow streams accord bondholders
more protection from default. In addition, stockholders of
"both® firms i1n the merged entity provide funds in the event
of default.

Delaware (USA) law precedents also address particular
concerns of bondholders. Bonds are composed solely af “the
periodic and regular payment of interest and the eventual
repayment of principal" (Mannino, 19590, p. 41). Hence bond
prices per se atre not important to the courts. The
prevalence of super poison put covenants and event risk data
suggest bondholders implicitly accept limited indenture
protection for higher returns,

Wealth Trapsfers from Jaxpavers.

The tax efficienmcy of leveraged buyouts has been cited
by researchers concerned with the social implications of the
phenomenon. They contend that legislative bias subsidises
leveraged buyouts, effectively causing other taxpayers to
bear a disproportionate share of the taxation burden.

The suggestion that leveraged buyout utility is derived
from taxation arbitrage is not supported by the literature.
The empirical review demonstrates that tax affects price and
deal structure, not the existance of buyouts. These tresults
are reinforced by the resilience of buyouts to changes in
tax legislation designed to reduce bias. This section

concludes with anecdotal and empirical evidence which
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implies taxation consequences of leveraged buyouts need not
be nmegative, as first presumed.

L.everaged buyouts capitalise on the deductibility of
interest payments. Directing cash flow to the amortisation
of debt interest shields income otherwise subject to tax.
Cramdown (payment—in-kind debt or PIK preferred stock, deep
discount zero coupon bonds) maximises taxation benefits by
generating current deductions and deferring cash {interest)
outflows (Amibud, '1968F). Kaplan (198%a) found the median
value of interest deductions represented 14%-130% of the
buyout premium paid to stockholders.

The Economic Recovery Tax Act {(ERTA) 1981 and the Tax
Reform Act (TRA} 1984 also allowed deductions for debt
principal fimancing purchases through employee stock
ownership plans (DeAngelo et al., 19287). The buyout group
acquires the company, obtaining "an ordinary deduction
for the purchase price of shares in the company itself"
(Lowenstein, 1985, p. 761). Far example, Lowensitein (1983)
ascribes &67% of the Dan River Inc. purchase price to ES0OF
tax savings.

Another source of tax shields for leveraged buyouts was
the step-up in tax basis of depreciable assets to market
value. The median valueg of increased depreciation deductions
accounted for 30% of buyout premiums, however, fewer than
50% of leveraged buyouts since 1982 elected to step-up their

assets (Kaplan, 198%a). Pre-buyout depreciation of $3500,000



Literature Review 65

pa for Gibson Greeting Qards Inc. became %2.3M pa for the
buyout group (Lowenstein, 1985).

Kaplan {(19B%a} notes the median tax to operating income
ratio declines from 20% to 1% for the two years before, and
two vears after the buyout, respectively. This ratio
increases to 15% one year prior to public offering, with
only 164 of random selections having lawer effective tax
rates (Muscarella et al., 19790).

Researchers performed regressions to ascertain whether
a discternable relationship exists between taxation and
buyout premiums. They regressed tax deductions (Kaplan,
198%a) and tax liabilities (Lebn et al., 1988) against
market adjusted premiums, finding a pousitive relationship in
each case. Kaplan's (198%a) study is more rigorous since it
applies a direct proxy for buyout (cf pre—-buyout) tax
effects.

Therefore, taxation benefits are an important source of
value in leveraged buyouts. The above evidence is consistent
with the hypothesis that tax gains do not constitute the
entire return expected from leveraged buyouts. Changes to US
tax legislation eliminating certain provisions exploited by
LBOs has not suspended market activity. Just as buyocuts
occurred before ERTA 1981, they have also prevailed since:
(i) TRA 19846 lowered the corporate tax tate from 464 to 34%
and effectively removed the asset step-up election (Kaplan,

198%a; Newbould, Chatfield, & Anderson, 1%%92).
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(ii) 198% provisions disallow refunds for the portion of tax
losses attributable to interest expense (Attacks on M&A
innovations, 19%1),

(iii) 1990 provisions discourage cramdown, requiring
preferred PIK stockholders to treat redemption premiums
(redemption price less issue price) as taxable dividends
(Amibud, 1989).

A microeconomic evaluation ef leveraged buyouts
recognises the tax efficiency of these transactions,
however, it does not follow that LBOs have a negative tax
impact in the macroeconomy. Jensen, Kaplan, and Stiglin
{cited in Palepu; 19%0) estimate LBOs increase the present
value of net tax revenues by 61%, under 1989 law. Cabhill and
Castorina (19%90) analyse the tax effect of the RJR Nabisco
buyout, estimating that for every %1 "lost’ as a result of
the acquisition, the US Treasury recoups %2.72 from direct
and indirect sources outlined in Table Z.4.

Quantitative tax analysis may allay fears regarding the
financial impact of leveraged buyouts on the economy,
however, public policy must alsg cansider the distribution
of tax liasbilities in the community. This gualitative effect
has not been addressed by aduthors in this subject area.

Wealth Transfers from Emplovees..

Wealth may be expropriated from employees through
pervasive cutbacks in labour or wages, and/or premature
terminations of overfunded pension plans. The empirical

review does not support the notion of widespread employee
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layoffs associated with leveraged buyouts, rather an
unwillingness to hire new labour at comparable industry
rates. The extent to which lower employment levels are
attributable to wealth transfers or productivity
impravements is debatable. While evidence pertaining to
pension terminations is mixed, the data suggests cverfunded
assets may explain a large portion of LBO bid premia.

Table 2.4

Projected RJIJR Nabisco Tax Effects {($M)

Tax Effect

Sourte Gain Loss
Gain to stockholders from sale of stock 3,000

Interest deduction on acquisitian debt 3,200
Increase in dividend stream (Reinvest,) 390

Subtotal 3,970 3,200

Tax payments by finmancial 1nstitutions

on acquisition debt 298
Stockhelder reinvestment of proceeds 1,200
Post-acquisition asset sales _ 3,460C
Total 8,488 3,200
Net gain 5,488

Source: Cahill and Castorina, 1990, p. 52Z2.

Kaplan (1%8%b) and Smith (1990) note the change in
employment levels from one year before, to one year after
the buyout. The median change in employment is 0.9%4, or 4.9%

when controlling for divestments (Kaplan, 1928%9b). The number
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of employees increased in 507 of buyouts, and 62% for the
non—-divestment subset. Muscarella et al. (1990) find the
median number of employees fell 0.6% between the buyout and
public offering. Controlling for divestiture however, they
repart employment growth of 17%.

Increased employment levels contrasts with anecdotal
evidence., For example, Safeway dismissed 67,000 employees
(38%) as part of its buyout (Magowan, 198B?). The increased
emplnyment resul ts however, are based on samples containing
Zé6 (Kaplan, 19B9b) and 1% (Muscarella et al., 1%9%90) buyouts.
Small sample sizes limit the inferences which may be drawn
with respect to the population of leveraged buyouts.

Kaplamn (198%b) and Smith (1990) report a decline in
industry adjusted employment. Kaplan (198%9b) notes a
significant fall af iZZ, which is consistent with Muscarella
et al., (1990) finding 2% of random selections with median
employment growth higher than leveraged buyouts. Lichtenberg
and Siegel (1990) examined employment components, concluding
the ratio of non—-production to production employment {(wages)
declined 6.5% (15.3%) from t—-1 to t+2. Hourly and annual
rates of compensation for production workers increased 2.3%
and 3.487 respectively.

The evidence does not imdicate that buyout gains result
from widespread employment cutbacks, rather, the demand for
new labour is below industry average. The reduction in white
collar to blue collar workers implies a leaner organisation

structure.
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Ippolito and James (1992) examine buyouts over the
period 1980~1987, noting a significant increase in pension
fund termination rates following LBO anncuncemenits. The
pensiocn plans in their database have funding ratios
averaging 180% of termination benefits, hence there is
considerable scope for wealth losses to employees. In fact,
excess assets acquired in terminétinns of defined benefit
plans explain 50% of LBO premiums. Two competing hypotheses
of premature termination are: (i) firm restructuring
designed to improve competitiveness, and (ii)}) opportunistic
breaking of implicit contracts. Although test results are
mixed, the evidence suggests opportunistic transfers from
employee pension entitlements may occur in leveraged
buycuts.

Muscarella et al. {1220) do not elaborate on the
finding that 5.6% of their sample buyouts terminate
overfunded pension plans. The low percentage could indicate
maintenance of employee emaluments, or a low percentage af
pension plans (more particularly defined benefit plans) iIn
the sample.

Wealth Tranasfers from Pre-Buvout Stockholders.

Managers have access to privileged information not
available to potential acguirers or stockholders in the
company. Their unigue inside knowledge of future expected
returne and their ability to influence internal accounting
policies implies managers could underprice buyout offers and

‘steal’ companies from stockholders, despite bid premiums



Literature Review 70

based on public informaﬁion. Most of the evidence pertaining
to information asymmetry suggests underpricing does not
occur. A competitive corporate control market and litigation
risk disciplines management.

Lowaenstein {(1985) examined a sample of 28 buyouts, 11
of which were consummated by third party bidders competing
with management. He implies the median (mean) BZ (14%)
additional third party premium confirme management
underpricing. Amihud (1789) cites Easterwood, Hsieh and
Singer, Kieschnick, and bhis own results when concliuding the
difference between buyoutl premiums offered by management and
third party bidders are insignificant.

Grammatikos and Swary (cited in Amihud, 178%) ncte
firms targeted by management earn a risk adjusted 11%-14%
less than firms targeted by third parties. Similarly,
DeAngelo et al. (1987) find the median market value toc net
tangible book value ratio is marginally lower for management
led buyouts. In contrast, Amibud’'s (1989, p. 20) sample
"outperformed the market" {for the five yvear period preceding
buyout.

The inconclusive evidence outlined above prompted
research which examined divisional buyouts, management
ownership, and the effects of bid rescission,

Infarmation asymmetry is more pronounced in full rather
than divisional leveraged buyouts. Monitoring costs for
public stockholders exceed the (shared) benefits derived

from this activity. In contrast, the parent company has



Literature Review 71

incentive to expend resgurces since 1t receives the benefits
from monitoring divisianal management (Bmibud, 198%)., Hite
and Vetsuypens (cited in Amihud, 198%9) note stock price
increases in full LBGOs are comparable to size adjusted stpock
price increases resulting from divisional LBOs. Furthermocre,
full buyouts do not return to public ownership more of ten or
faster than divisional buyouts, which would be expected if
the equity was systematically underpriced (Kaplan, 1991).

Kaplan (1989b) also finds significant management non-
participation in buyouts {(?.64%), and unusually high
management turnover around the event date. This would be
highly irrat:ional behaviour for informed managers aware of
bid underpricing.

In addition, 74% of management initiated leveraged
buyouts which failed to proceed were purchased by third
parties (Kaplan, 198%9b). This is consistent with a
competitive corparate control market extracting high prices.
Financial securities designed to allow high casn flow
multiples to be paid (PIK, Zeros) attenuate underpricing
cancerns and grant participation in future value increases
{Randhawa, 1990). That is, they reduce information asymmetry
costs,

Smith (19%0) concludes that managers do not exploit
private informatipn since third party leveraged buyouts
achieve increases in cash flow eguivalent to divisional
buyouts. Altermatively, cash flow tends not to increase when

buyout offers do not proceed. This corresponds with the
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finding that preferred stnck price increases are not
sustained when offers are rescinded, suggesting information
asymmetry is negligible (Marais, Schipper & Smith, 1989).

DeAngelo (1986) found no evidence aof managers
manipulating accounting earnings to artificially depress
stock prices prior to the buyout, The potential conflict of
interest is mitigated by the high level of litigation
assoclated with these transactions. Stockholders may reguest
an independent valuation of their stocks under fthe appraisal
statutes in Delaware law. When determining value the courts
rely on earnings levels, ratios and market prices. The
prospect of detailed scrutiny of the coffer and real personal
wealth losses enforce implicit fiduciary contracts.

Therefore, it. would appear that competitive acquisition
markets and litigation risk ccmbine to reduce the effects of
information asymmetry during the hidding preocess. Management
biddirg groups do not expropriate wealth from pre-buyout
stockholders.

The Impact on Long Term Investments.

The primary objective in leveraged buyouts is to
generate cash flow to amortise debt obligations. If short
term cash flow increases are sourced from pervasive cutbacks
in investment, then long term competitiveness may be
adversely affected. A reduction in discretionary expenditure
is not necessarily detrimental; terminating megative net

present value investments for example, increases firm value,.
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Kaplan (198%b} reports & decrease in median industry
adjusted capital expenditure from -B% pfeceding buyout to -
3&6% for the two vear period framing the event date. Dividing
by sales to control for divestiture vields —-4% and -17%,
respectively. Smith (1290) and Muscarella et al. (1990)
confirm the downward trend in median capital expenditure to
sales ratios. The latter note a decline of 114 between LBO
and public offering, which is worse than 8&7 of random
selections. Muscarella et al. (1990) findings should be
interpreted with care however, as the sample contains only
25 buyouts.

Lichtenberg et al. (1990) find mean relative R&D
intensity is lower for the three post-buyout years than for
any of the seven pre-buyout years. R&D staffing levels and
expenditure both decline, though the results are not
significant., Figure 2.3 delineates mean differences in R&D
intensity between buyouts and industry control firms.

The most conspicupus feature of the grapb is the
negative R&D intensity for evach of the seven years prior to
buyout. This is consistent with the hypothesis that buyocut
targets reside in non~R&D intensive industries, and their
R&D intensity is below industry average (Lichtenberg et al.,
1990).

More research 1is regquired to resolve the long term
investment issue. Given that reduced capital and R&D

expenditure may reflect rejection of wasteful or paositive
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NPV investments, researchers must devise.testS'whiCh will
extract these effects before conclusions are drawn.

Figure 2.3

RaD INTENSITY

Year

Expenditure/Sales Employ./T. Emplay.

Bourse: Lighienbarg ot el {1820)

The majority of studies which evaluate the economic
performance of leveraged buyouts conclude that the benefits
are not solely composed of expropriations from company
stakeholders. The stock premium and post-buyout operating
and productivity improvements are sufficiently large to
indemnify transfers that undoubtedly occur from bondholders.
Indenture protection voluntarily waived by investment grade
bondholders casts doubt on their claims of injustice.

The macroeconomy is expected to penefit from taxation

assessments served on LBO participants, however, the
microeconomic conseguences of a redistribution in tax

jiabilities is uncertain. The evidence does not support the
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notion of systematic redundancies funding buvout gains,
although premature pensiocn terminations contribute to stock
premiums., Managers do not exploit privy information to the
detriment of pre—buyout stockholders. Leveraged buyouts dco
not occur in R&D intensive industries or companies, but the
impact of these transactions on positive NPV investments is
inconclusive.,

Therefore, the evidence generally supports the
hypothesis that economic wealth is created by leveraged
buvouts rather than merely redistributed. The results have
important connotations for managers, practitioners, policy
makers and academics concerned with the implementation,
regulation and analysis of these transactions. The former
may construct deals that maximise gains and avoid pitfaills,
whereas the latter may focus on identified areas of

empirical weakness as a guide for further research.
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CHAPTER 3
The Theoretical Framework

The theoretical framework outlines the scope of the
thesis and identifies wvariables pertinent to research
objectives presented in Chapter One. The framework is
derived from those aforementioned concepts and theories
which possess empirical substance. This chapter establishes
the terms of reference for the research methodology
developed in Chapter Four.

.1 Scope

Ta determine whether Australian leveraged buyouts
exhibit characteristics sinilar to LBOs performed in the
United States and the United Kingdom, this thesis examines
three particular issues:

(1) Industry and corporate characteristics of Australian
leveraged buyout target companiesj

(ii) The ownership and capital structures of Australian
leveraged buyoutts; and

(iii) The financial performance of Australian leveraged
buyout companies.

Therefore, this thesis is concerned with explaoratory
research into the Australisn buyout phenomenon. No attempt
is made to estimate the distribution of future cash flows
among stockholders, bondholders, taxpayers, and employees,

since this task is more suited to large sample studies.
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3.2 Varjables

The following variables are expected to have an impact
on leveraged buyouts in Australia. The direction of the
expected relationship is indicated.
(i) To test the proposition that Australian leveraged buyout
target companies exhibit stable cash flow, proxies for
induslry and corporate attributes have been developed.

Industrial characteristics of the main business line:

Mature sector
- Low growth
— Non-cyclical
- Low technological requirements
Business attributes of the buyout target company:
- Leading market share or strong market niche
~ Established brands, mundane products
~ Product or market diversification
(ii) To examine the proposition that Australian leveraged
buyouts concentrate equity ownership among managers,
directors, employe2es and specialists:

— Qwnership percentages of managers, directors,

employees and specialists are calculated as at

acquisjition date

(iii) Ratip and descriptive analysis tests the proposition
that Australian leveraged buyouts have extensively geared
capital structures:

— Debt/assets, long term debts/assets ratios
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- Multiple financing layers, strip fimancing, eguity

kickers

{iv) Performance ratios test the proposition that Australian
leveraged buyout companies produce relatively strong
fimancial results:

-~ EBIiT/sales, EBIT/assets ratios

- Sales/employees, profit/employees +ratios

— Days creditors outstanding

- Days receivables outstanding

- Days inventory

- Capital commitments/fixed assets ratios

EBIT ratios have the advantage of nullifying the
effects of the rapital structure, since earnings are
measured before interest and tax charges. The sales or
assets denominator is a partial control for acuisitions and
gdivestitures used by most recsearchers. The ratios will
exceed the industry median if high profit margins and
efficient capital utilisation are achieved.

Employee ratios measure the relative productivity and
profitability of the workforce, where high ratios indicate
strong performance.

The three warking capital ratios are measures of the
efficiency and effectiveness of shaort term capital
management. They may be considered in isolation or tombined
as tihw cash cycle (CC):

CC = Days receivable + Days inventory ~ Days creditors

AT Lt ey L b e A S e ] S ik d e Bt e il et el b e e e e 4 e % R et Y it e T



Theoretical Framework 79

An efficient company would lower the cash cycle by
reducing davys receivablé and days inventory, and increasing
days creditors outstanding. That is, using trade creditors
to fund purchases for the period.

The Capital commitments/Fixed assets ratio proxies for
corpaorate expansion plans. It is an attempt ta discern
whether leveraged buyouts punitively defer capital
expenditures for the sake of current interest payments.

The relative impact of the wvariables differ according
to the buyoput’'s unique circumstances. However, Australian
leveraged buyouts are expected to exhibit at least some of

the characteristics outlined.
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CHAPTER 4
-Methodolngy

The multiple case design is the most appropriate method
for examining leveraged buyouts in Australia, given the
paucity of domestic research and hence, limited
understanding of the phenomenon. This thesis compiles data
from a broad range of public and private sources, and
conducts qualitative and guantitative analysis on a number
of companies.

4,1 Design

Multiple case design commences with the selection of
companies for analysis. Cases are selected according to
literal and theoretical replication principles (Yin, 1984).

Centurion Industries Limited, Joyce Corporation Limited
and Autometive Comporents Limited are examples of litersal
replication. These manufacturing companies acquired during
the mid-eighties were subjected to similar economy—-wide
events, and they exemplify the knowledge of leveraged buyout
transactions that prevailed at the time.

Leigh-Mardon Pty Ltd, McEwans Limited, and the Bibra
Lakes Unit Trust (Adventure World) were acguired in 1990,
and accordingly reflect different macroeconomic factors and
investor sophistication (theoretical replication).

The research proceeds by conducting individual case
studies. Centurion, Joyce and Automotive Components are
analysed in depth. By virtue of their mid-eighties buyout,

there is at least five years post—buyout performance data.
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teigh-Mardon, McEwans and Adventure World cases do not
include performance analysis due to potentially spurious
outcomes resutrting from a single post-buyout year. These
latter buyouts are included primarily to contrast their
capital structures with those formulated under more
favourable interest rate conditions.

Finally, conclusions may be drawn from cross-case
analysis by generalising results to theory.
4,2 Data Collection

The data were collected from the following sources:
(i} Industry ratips were extracted from the Stock Exchange
Fimancial and Profitability Reports of 1988 and 199Z2. The

Summary Report and specific industry reports were utilised

(Table 4.1}.

Table 4.1

asSX Industry Reparis

Company IG No. Industry Report
Centurion Industries 11 Engineering

Joyce Corporation 22 Misc. Industrials
Auvtomotive Components 22 Misc. Industrials

IG No. = Industry Group Numbet

Automotive Components Limited has remained privately owned.
1+ was assigned to the Miscellanepus Industrials gQroup since
most other firms in the (formerly)} Automotive category were

designated as Industry Group Number 22.
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(ii) Company data were extracted from annual reports,
prospectuses, investment proposals and funding submissions.
The data were cbtained from Ausitralian Stock Exchange
mitrofiche, company directors, chartered accountants, and
investment bankers.

1.3 ta £ i

The data were analysed by assigning the buyout date as
time 0, the first complete post-buyout financial year +1,
and so on. Median industry ratios were preferred due to the
presence of skewed distributions resulting from dominant
cCompanies.

Industry adjustments were performed by subtracting the
median Iindustry ratio from the corresponding company ratio
each year, for the five year post-buyout period. Ratios
utilised in this thesis are defined in Appendix A.

4.4 |Limitations

Limitations which may affect the veracity of thesis
conclusions are outlined below:

{i) Accounting ratics may bhe inappropriate for measuring
true performance, due to management influence over
accounting policies. However, all performance data is
extracted from audited accounts.

(ii) Changes in accounting ratios over time may praxy for
pther underlying variables which remain unknown.

(iii) Centurion, Joyce and Automoctive Components are all
divisional /fsubsidiary leveraged buyouts. Therefore, pre-

buyout financial data is umavailable. It is possible that
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the division/subsidiary_performed better prior to the
buyout.

{iv) Reliance on private provision af data inmherent in
leveraged buyout research in Australia, may bias data toward
surcessful transactions. That is, a reluctance on the part
of principals to release data on failed buyouts. However,
this thesis anmalyses McEwans Limited, which bhad a receiver

manager appointed in August 1992.
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CHAPTER 5
Centuridn Industries Limited

2.1 Background

Partmont Pty Ltd acquired the Western Australian assets
of Tomlinson Steel Limited (a subsidiary of Clyde Industries
Limited} through & leveraged buyout in September 1985. The
management and employee led buyput was partially in -esponse
to threatened closure of certain Tomlinson operations. The
buyout was completed with the assistance of Weslern Capital
Limited, a significant equity investor in the tranmsaction.

Through a succession of nmame changes the buyout entity
was eventually registered as Centurion Industries Limited on
September 23 19B4. Fourteen months after the leveraged
buyout, Centurion listed on the main board of the Exchange
through a public offering (November, 198&).
2.2 Industry Characteristics

Centurion is a heavy engineering company with
established operations in steel fabrication, heat treatment,
mechanical and non-destructive testing, heatform, rolling
stock and boiler manufacturing and servicing. These
nperations have been performed by Centurion (Tomlinson) for
several decades with processes that appear relatively
routine. Although upgradings and refinements may improve
operations, contemporary processes andlprodu:ts are not
unlike those of past years. Furthermore, there would be
little gpportupity for new entrants to introduce new

processes and gain comparative advantage. Accordingly, the
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industry within which Centurian resides may he classified as
mature.

The industry services an established clientele since
the specialised nature of the products limits market appeal.
The economit downturn preceding the buyout ensured short to
medium term increases in demand could be accomodated within
existing industry capacity. Hence, at the time of the
buyout, Lthe industry exhibited low growth prospects.

Al though the manufacture of new boilers, reolling stock
and pressure vessels are subject to the economic cycle,
their ongoing maintenance, testing, spare parts and
ancillary services mitigate revenue foregone from postponed
production orders. Faor example, rolling stock and pressure
vessels are produced for the mining and energy sectors. New
purchase orders may reflect the commodity price level;
however, maintenance is required to protect existing
investment.

The manufacturing and testing technology associasted
with the industry appears to be conventional, established
and with low probability of obsolescemce. As alluded to
previously, the technological processes are relatively
routine and do not require extensive development. While
heavy engineering is capital intensive its technological
investment is guite robust.

Therefore, Centurion’'s industrial sector is consistent
with theoretical expectations of a leveraged buycut

candidate. Centutrion’s heavy engineering industry has
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mature, low growth, low technological processes, where
service business accords some protection against economic
cycles. Waite and Fridson's (1989) LBO intensity ratios for
fabricated metals {2.7) and non-electrical machinery (2.5}
industries are just below the manufacturing average (3.0).
Henmce these industries are LBO intensive in the United
States.

Centurion forged a strong market niche within the heavy
engineering sector. Its divisional operations have been
established for several years, and the economic downturn
immediately preceding the buyout eliminated several
competitors.

Centurion maintained a virtual monopoly in boiler
servicing and spare parts, a potentially profitable
arrangement given Tamlinson Steel alone installed over 340
boilers in WA. In addition, Centuriaon was the Australian
agent for Hoval and Buderus boilers, and had an exclusive
licence for the manufacture and marketing of Heatform
fireplaces in Australia.

In steel fabrication, Steel Mains Pty Ltd was
Centurion’'s only West Australian based competitor capable of
providing design through to installation services.
Similarly, there were two WA competitors in the rolling
stock construction market, however, Centurion possessed
design drawings, shop facilities and personnel expertise

advantages. In addition, distance and probibitive
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transportation charges formed an effective barrier against
Eastern states entrants.

Centurion was the leading commercial heat treater with
cnly three local competitors. The non-destructive and
mechanical testing operations of the firm also had only
three local competitors.

Therefore, Centurion established a strong market niche
with few significant competitors. Mongpolistic and
Oligopolistic markets, reinforced by franchise agreements,
suggests the company was not subject to predatory pricing.
Leveraged buyout proponents were reasonably assured of a
=stable cash flow base quite resilient to economic downturns
and industry contractions,

The product line of Centurion may be described as
mundane. Fire and water tube boilers, rolling stock,
pressure vessels and tanks are relatively primitive
progucts. The diversified product line and client register
ensured Centurion was not reliant on a single market or
client for a major proportion of its profits. Mundane
products and diversified lines are consistent with low
business risk, because the firm is less susceptible to risks
of technological obsolescence or market collapse.

5 . hi

Table 5.1 discloses the pattern of stock ownership when
the leveraged buyout was initiated. The fully diluted equity
ownership refers {f{o the position immediately afier options

to subscribe for ordinary stocks have been exercised.
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Table 5.1
Equi .

Fully Diluted
Dwner A Cum# % Cum®
Robless 3 - 10 -
Wright 2 & 10 20
Bal. managers, employees 47 593 32 22
Western Capital Limited 47 100 48 100

The ownership percentages of senior executives (Robless
and Wright) are consistent with those reported in the
empirical review. For example, Kaplan (198%b) and Muscarella
gt al. (1990) note executive stock ownership of 23% and 26%
respectively. Centurion’'s ownership pattern is most similar
to Smith (1990), wha found median senior executive ownership
of 17%, and major investors of 49%.

Therefare, the high percentage of equity owned by
executives, managers and employees aligns their wealth
maximisation incentives with firm wvalue. Residual claims on
the firm’ e assets motivate cash flow generation and reduce
perquisite consumption. In addition, the significant Western
Capital presence provides enhanced corporate gavernance over
activities not covered by implicit contracts. The reduction
in agency costs associated with the concentration of equity
pwnership increases claim value because monitoring costs

originally capitalised in the stock price are removed.
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2.9 Capital Structure

The capital structure immediately after the buyout was
extensively geared. The total debt to assets ratic was B8B4%,
and the long term debt to assets ratio was &64%. These
results are similar to those recorded in the empirical
review (pp. 49-50).

The capital structure contained four distinct levels of
financing: (1) Senior secured, (ii) Vendor,.(iii) Cumulative
redeemable convertible preference shares, and {(iv) Ordinary
shares, For a total consideration of $2.36M, this would be
the extent to which the capital structure could feasibly be
layered. Strip financing and equity kickérs were not used in
the transaction. The senior credit and vendor financing were
both secured, hence conflicts of interest between debt and
equity holders in the event of default would remain.

Therefore, the proportiocn of debt in the capital
structure is consistent with the distribution of free cash
flow under Jensen’'s (1989) hypothesis. The high percentage
of senior secured lending (64%) attenuates agency costs of
debt, since senior claims protected by indenture provisions
do not require costly monitoring. However, as noted above,
distinct layers of capital do not reduce bankruptcy costs
impounded in highly levered transactions.

Also consistent with Jensen (19B9), Centurion maintains
a highly geared capital structure up to five years after the
buyout, even though stocks and convertible notes were issued

to the public, This implies that management recognise the



Case Studies 0

benefits of debt, rather than merely utilising it as an
acquisition medium.
5.6 Fi {al Perf

The fact that Centurion remained private for only
fourteen months provides an opprrtunity to examine the
effectiveness of the leveraged buyout as a restructuring
mechanism.

Centurion’s EBIT on sales and assets ratios clearly
exceed the corresponding industry medians {(Figure 5.1).,
Comparatively high EBIT/Sales implies wide profit margins,
probably as a result of strong niche markets allowing cost
increases to be passed on to customers. The positive
EBIT/Assets series reflects Centurion’s relativaly high
operating efficiency. These results are canzistent with
Muscarella et al. (192901, Kitching (198%2) and Kaplan
(198%b). Note that both ratios peak in the private ownership
period.

In contrast, Centurion s employee efficiency
utilisation (Sales/Employees) has been substantially belaow
the median industry level for all post-buyout years, except
t+5. This indicates that revenue growth has failed to match
the growth in Certurion’s workforce (44 to 193, or 34% pa).
However, profitability per employee has exceeded the
industry median by a range of 80% to 1594, with the latter
achieved in the private ownership perind. Therefore,
Centurion’s post-buyout performance is partially due to cost

cutting, as distinct from revenug ilncreases.
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Figure 5.1

EBIT RATIOS
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Centurion’s cash conversion cycle deteriorated because
of the excessive time taken to procure cash from debtors,
and the willingness to pay trade creditors more promptly
than industry competitors. Table 5.2 synthesises data
pertaining to net working capital management. Although this
study’s t+l cash conversion is 13% faster than the industry
median, subseguent results indicate the firm’s working
capital costs are too high.

The low capital commitments to fixed assets ratios for
Centurion and the industry median indicate stable growth
preferred by leveraged buyouts. The relatively large t+1
commitment by Centurion suggests cash flow is not generated
at the expense of long horizon investment decisions, rather

the need for capital investment is low.
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Table 5.2

Cash . Cvcle

Industry Adjusted Days 1 2 3 4 S
Inventary I1i= 19 10 1 7
Receivables - 9 - 1 -24 - b -1&
Creditors - 9 - B ~ b -10 - 2
Cash Cygle 13 10 ~20 -15 =11

A positive result indicates inventory and receivebles days
legg than the industry median, and/or trade creditors days
more tham the industry median.

a, Industry inventory (71} — Centurion inventory (40) = 31.

Therefore, Centurion satisfies most of the theoretical
requirements for a leveraged buyout candidate. The industry
is mature, with low growth and technology needs. Exposure to
economic gycles is attenuated by Centurion’'s strong market
niche in established bheavy engineering products and
services.

The restructuring of Centuricn’s ownership and capital
is generally consicgtent with United States and United
Kingdom experiences. Intensive equity ownership among staff
and major investors, and the debt induced threat of
insolvency provides incentive to reduce costs and improve
cash flow. Centurion’'s paost-buyaut performance indicates the
firm has been partially successful in this regard. While
EBIT on sales and assets, and profit on employee ratios

consistently outperformed the industry median, opportunities
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to reduce costs through active met warking capital
management have not been taken.

Through the turn of the decade, Centurion acquired
plant and product rights of Davmar Pty Ltd, a 25% interest
in Cryofab Industries Ltd, and 100X in Fusco Cameron and
Fusco Enginesring. By July 1991 Natsteel EBEquity 2 Pte Ltd
{Singapore) had acquired &66% of Centurion’s stock as a
result of itg Part A takeaover offer valued at %6,36%,045.

This represents a value increase of 234 pa since the buyout.
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CHAPTER &
Joyce Cnrpuratinn Limi ted

6.1 Background

Joyce Corporation Limited emerged from the December
1984 leveraged buyout of Joyce (WA), a division of George
Weston Foods Ltd. Joyce remained under private ocwnership for
a period of two years, listing on the main board of the
Exchange through a public offering in December 1986.
£.2 Industry Characteristics

At the buyout date, Joyce was principally involved in
the manufacture and sale of furniture. The company had
bedding, hospital equipment, wood and steel furniture, and
foam product limes. Joyce has been a significant participant
in the industry since the 1230s and it i=s suggested that
while product lines and processes are revised, they are
'generally derivatives of preceding years and not
fundamentally pew. BGiven the basic design of furnifture is
well established, the industry is considered toc be mature.

When the buyout wasg jnitiated Joyce had material
exposure to the construction iadustry, and the West
Australian housing sector in particular. This market
experienges volatile conditions that are sensitive to
interest rates, hence, the furniture industry is subject to
variation in demand and growth resulting from economic
cycles., The industry does not have stable profit margins, a
problem when floating rate interest commitments are

increasing.
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Although Joyce had low technological needs when
servicing local industry, the aggressive expansion programme
undertaken after the buyout diversified products and
processes, which led to the introduction of robotic and
computer controlled lines. Hence, Joyce Corporation’s plant
and equipment technology immediately prior to the buyout was
ilnappropriate, if not obsclete, for the firm's future
aspirations.

Therefore, Joyce Corporation’s industry sector
exhibited mixed tresults in terms of leveraged buyout
suitability. The sector was well developed and mature,
however - it failed the growth, econcmic cycle and technology
tests. Prima farie, the industry did not appear to be
conducive to leveraged buyouts, a conclusion supported by
Waite and Fridson’'s {1989) poor furniture industry LBO-
intensity measure {(1.1}).

In December 1984, Joyce was one of the largest
furniture manufacturers in Australia, with substantial
market shares in household and hospital markets. The
principal products related to beds, bedding and ancillary
goods, and all were established production lines of over
fifty years duration,

Joyece Corporation’'s substantial market presence and
product develocpment led to award winning products with well
known, respected brand names, eg. Pipe-Line beds. This

enabled Joyce products to be differentiated from
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substitutes, an important consideration for such basic
merchandise. The conventional nature of the products reduces
the risk from obsclescence and moderates research and
development expenditure,.

Joyece Corporation’s products and markets were not
notably diverse at the time of the buyout. The hospital
market partially balanced cyclical returns from the housing
sestor. Acquisitions made in the first financial year after
the buyout improved Joyce Corpo-ation’s product and market
range, JoyCe acquired substantial exposure to leisure
furniture (Supafurn) and the Australia/New Zealand franchise
for Ther—A-Pedic (Sierra Bedding). In additien, the firm
acquired the rights to produce Nesbitt Evans hospital beds
in Australia, New Zealand and South East Asia.

Joyce established a Singapore branch in 1985 and
vigoarously pursued foreign markets. Joyce became the largest
furniture maker in Australia with more than 1,500 product
putlets nationwide.

Therefore, when the buyout was initiated, Joyce had
strong market share in the furniture industry with well
known and respected brand name .products. Acquisitions
completed in the year following the buyout reinforced Joyce
Corporation’s strength through product and market
diversification, exclusive franchise agreements and
widespread distribution capability. Hence, via strategic
acquisition, Joyce established a tash flow base more

resilient to general economic conditions.,
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0.4 Fauity O hi

The pattern of stock ownership in Jovyce when the
leveraged buyout was imitiated is outlined in Table 6.1.
Because all stocks were owned by managers and directors,
wealth incentives were aligned with firm value maximisation.
The substantial ownership stake of the Chairman (Mr.
Smetana) might explain the entreprenseurial management
displayved throughoul the late eighties. The absence of a
specialist LBO equity investor in the transaction highlights
the role of debt obligations and bankruptcy risk in

disciplining managerial decision making.

Table &.1

-cuit 0 hi

Owner Na. Y Cum?
Smetana 250,001 oB -
Carkeek 150,001 < &7
Swansan 150,001 9 76
Trollope 15¢,001 . 9 B85
Other 240,002 15 100

The high level of management commitment to the company
was reflected in their equity ownership. Banks are more
willing to finance cdeals when managers own a significant
stake in the company (bankers refer to management stock
ownership as ‘sweat equity” or ‘hurt money’). Mr Smetana

owned over 40% of Joyce Corpaoration’s fully paid issued
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stocks as at Uctober 1991, almost seven years after the
buyout.
©.0 Capital Sitructure

The total debt to assets ratio was 7&6% and the long
term debt to assets ratio was 48%, at the buyout date.

The high proportion of debt in the capital structure
ensures freg tash flow is distributed rather than
accumuliated. The provision of debt capital from a single
senior lender is consistent with the hypothesis that
intensive debt ownership serves as an institutional monitor
of management behaviour, in this case, in lieu of a
gpecialist equity investor. Debt covenants cost effectively
monitor management through ongoing ratio requirements.

Al though strip financing and egquity kickers were not
included in the buyout’'s funding, debt arranged by & single
lending institution facilitates work—-outs in the event of
default. Because there is ochly one entity involved in the
renegotiation process, flexible finmancing packages can be
arranged provided going concermn value exceeds liguidation
value.

Joyee used an extensively geared capital structure for
the five year period following the buyout, primarily to
finance an aggressive expansion campalgn. Australia’s
relatively high inflation rates during this period meant
Joyce could benefit from a reduction in real fixed rate
borrowing costs, and from the reintroduction of negative

gearing (1987}. The debt ratio remained very high by
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industry standards, despite management’'s stated intertion to

reduce debt to more prudent levels (Table 6.2).

Table 6.2
Debt/Assets Ratios %

1 2 3 4 5
Joyce L 51 &9 &9 &1
Industry 30 35 21 27 26

0.6 Ei ial Perf

Joyce Corporaticn’s EBIT on sales and assets ratios
have consistently exceeded industry medians. Marginal
EBIT/Bales results in t+2, 4 and 5 reflect the sensitivity
of Joyce profit margins to economic conditions {(Figure &.1).,
The EBIT/Assets calculations indicate that tle company
utilises ites capital more efficiently than industry
competitors.

In contrast to capital utilisation, Joyce has
indifferent employee e#fficiency and profitability ratios.
Industry adiusted saies per employee ratios are positive in
vears t+4 and 5 only, and industry adjusted profitability
ratios are positive in year t+3 only. The large increase in
employees resulting from the acquisition pragramme and
subsegquent raticnalisation due to the recessian, may
confound these ratios. However, the capital investment in
new technology in 19846/8B7 should have induced improved

employee efficiency.
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Figure 6.1
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Joyea Corporation Limited

Joyce Corporation’s net working capital management for
the three years following the buyout was substantially worse
than the industry median. Stock was held for excessive
periods, receivables took too long to collect and creditors
were paid more promptly than the industry median. Years t+4
and 5 show a marked reversal in the length of the cash
cycle, with most gains attributable to reduced stock holding
periocds and deferred trade creditor payments (Table 6.3).

Capital commitments on fixed assets ratios could not be
calculated for Joyce due to the failure to disclose capital
expenditure incurred but not yet provided for. This

disclosure is not mandatory.
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Table &.3

Cash . Cvcle

Industry Adjusted Days 1 2 3 4 5
Inventory —~22% —16 -98 11 20
Receivables -~20 - & -51 2 ~ 2
Creditors - 3 -~ 3 70 9 8
Cash Cycle _ . ~45 =23 ~-79 23 27*

% Sum not exact due to rounding.

A positive result indicates inventory and receivables days
less than the industry median, and/or trade creditors days
more than the industry median.

a. Industry inventory (&61) - Joyce inventory (83) = -22.

Joyce Caorporation’s suitability as a leveraged buyout
is dependent on the relative impact of opposing forces.
While the furmniture industry was mature and Joyce had
significant market share and estahlished brand name
products, demand sensitivity to economic cycles made growth
rates unstable. Product and market diversification acquired
after the buyput required advanced technology funded
primarily with debt, increasing debt servicing commitments.

The capital and ownership structures of Joyce
Corporation at the LBO date were consistent with theoretical
expectations. The highly geared capital structure was
predominantly funded with long term debt, and management
owned all issued stocks. Unlike most leveraged buyouts,

Joyce did not significantly reduce debt commitments., Debt to
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gross cash flow ratios ;learly exceed the industry median,
suggesting Joyce does not generate sufficient cash flow to
amortise its debt. For example, assuming no additional debt
capital is raised and gross cash flow remains constant, it
would take Joyce over 16 years tp amortise its debt f{as at
30/06/91). The equivalent industry median is 2.33 years.

Joyce Corporation’s financial performance has been
mixed. The company has achieved high industry adjusted EBIT
ratios for each post-buyout year and during all economic
conditions. Recently the firm showed positive trends in
zales an employees and cash cycle ratios, perhaps signalling
a return to fupdamental management issues. However, the fTirm
posted its worst operating loss in its 105 year history in
19%1. The interest costs on Joyce’'s finmantcial debt exceeded
~earnings before interest and tax (EBIT). Returning the firm
to more prudent gearing is the prime objective of the

corpaoration.
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CHAPTER 7
Automotive Components Limited
Z.1 _Background

The Ariadne Group acquired Repco Corporation Limited
with the intention of divesting its manufacturing divisions.
The Brake and Clutech division was purchased by BBA Fle, and
the Engine Parts Division was acquired by Third Nettebin Ply
Ltd for %38M, in a 1986 lever-aged buyout. The shelf company
subsequently became Automotive Components Limited (ACL), and
has remained privately owned.

2.2 Ipdustry Characteristice

ACL manufacture pistons, engine bearings, valve seat
inserts, engine gears, brake and ignition parts, soft and
hard gaskets, base cork and rubber materials. Most of these
manufacturing processes were established in the 1230-1%40s,
with the most recent commissioned in 1962.

Many of the above manufatturing processes produce
components which are technically well developed and suited
to mass prouduction. This is because the automotive industry
utilises engine and other components between models to aveld
immense re-tooling costs. Engine components enioy long
production runs and engime staples such as bearings, gaskets
and piston rings for example, are unlikely to be developed
much beyvond their present form. Hence, in general, the caore
industry is mature.

When the buyout was initiated the automotive induciry

had low growth prospects. The introduction of Fringe

o
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Benefits Tax and a falling Australian dollar made the
industry’'s contraction more severe. Industry growth
prospects were expected to be limited, however, shart term
grawth could be absorbed by existing surplus capacity.

ACL. is exposed to cyclical swings in consumetr demand
resulting from the automotive industry’'s sensitivity to
interest and exchange rates. As a durable good, new motor
vehicle purchases may be deferred in tight economic
conditions, having flow on effects for original eguipment
and replacement market supplieres.

l.ong established products and processes imply that the
industry technology base is relatively stable. Cutting,
pressing, millimg and forging are engineering processes
which have been refined over many vears. Basic automotive
components do not require advanced technology to capitalise
on economies of scale.

Therefore, the automotive industry demongstrates
attributes synonymous with leveraged buvouts. The industry
is mature, with low growth prospects and low technology
requirements., However, the industry is subject to economic
cvcles. The next section may indicate corporate attributes
which mitigate the downside from exposure to a cyclic
ECONOMY .

7.3 Busi Attribut f the T L G

ACL has dominant market shares in original equipment

and aftermarket products in Australia. ACL's engine

components are used in Australian engimes built by Ford,
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Holden, Tuynfa, Mitsubi;hi and Nissan, enabling
manufacturing econcomies of scale to be achieved. ACL Bearing
Company is the sole Australian manufacturer of precision
bearings for domestic vehicle manufacturing and replacement
markets, and ACL Gasket Company is the major supplier of
soft and hard gaskets to Lbese same markets,

ACL has established a reputation for precision
engin2ering products in Australia, with accompanying brand
recognition benefits. Respected brands facilitate
differentiation from substitutes, which is important to
manufacturers of basic products like epgine bearinags,
gaskets and rubber industrial flooring.

ACL s products and markets are well diversified, making
the company more resilient to vagaries in the economy and
the Australian automotive industry in particular. The
product range includes engine, transmission, brake and
ignition parts, cork and rubber products for transport,
flooring, foundation slab, footwear, sport amd household
applications. ACL produces components for automotive,
industrial and whitegoods industries in Australia and
overseas. lts sales are represented by (i) Original
equipment (33%Z), (ii) Replacement (33%), (iii) Industrial
(17%) and (iv) Eprrt {(17%) markets. Hence, ACL is not
dependent on any one product or customer for its
profitability.

Therefore, ACL has a dominant market share, established

brands, basic products, and considerable product and market
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diversification. These attributes are indicative of low
business risk since stable cash flow should be generated
through all economic and business cycles. Low business risk
ig a prerequisite for leveraged buyouts.
7.4 Equity O hi

The ACL leveraged buyout was completed with the
assistance of two equity investors, the Australian Industry
Development Corporation Limited and Citicorp Capital
Investors Australias Ltd. The equity ownership pattern in
Table 7.1 is similar to foreign buyouts with the management
stake closely resembling equivaiently sized UK firms (Wright

et al., 1921).

Table 7.1
Equity O i

After Syndication
Dwner A Cum% 7 Cum¥
Management group 40 - 40 -
Employees - 40 10 a0
AIDC L.td 45 85 20 70
Citicorp Capital 15 100 15 85
BLE Capital - 100 15 100

The intensive ownership structure is consistent with
theoretical expectations of increased managerial incentives
and reduced agency costs, resulting from wealth dependence
on residual claims and effective corporate governance by

sophisticated ipvestors. The concentration of equity
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ownership should improvelcash flow generation and operating
performance since managars and employees have a pgrsonal
stake in the company.

Z.9 Capital Structure

The total debt to assets ratio was 71% when the buyout
was initiated, with the long term debt to assets ratio being
&0%. Debt capital was originally provided in the form of a
$23.5M term loan facility (AIDE Ltd) and $7.5M of vendor
financing. A refinancing eventually syndicated the debt
among three institutions: AIDC Ltd ($13M), NAB Ltd ($B.5M)
and SBV ($8.3M).

The provision of debt and equity capital by AIDC Ltd is
a derivative strip financimg arrangement. Holding debt and
equity claims reduces the threat of premature ligquidation
since equity losses offset increased debt recovery (Arzac,
19923 .

ACL has maintained gearing levels in excess of the
industry median for the five years after the buyout, though
at 41% and 26% {t+3), respectively, the difference is not
significant. |

Therefore, the high gearing level bonds the promise to
disburse free cash flow to investors. Syndication of debt
capital does not diminish corporate governance provided by
lending institutions. Debt covenants are secured by fixed
and floating charges over all assets and rank pari passu, an
arrangement which facilitates work-outs since individual

lenders cannot gain a unigue advantage.
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7.6 Financial Performance

ACL’s EBIT on sales and assets-ratios have exceeded the
industry median by a large margin for each of the five post-
buyout vears (Figure 7.1). These résults indicate that ACL
ig able to maintain profit margins through all economic and
business cycles, and that the company makes efficient use of
its capital investments. Stable ?rofit margins facilitate
debt amortisation, particularly when floating rate debt is
used, since cost increases can be passed on to consumers.
Relatively high internal efficiency is predicted by theory

since managerial and employee stock ownership reduce agency

conflicts.
Figure 7.1
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ACL’s employee productivity results are well below

industry medians. Industry adjusted sales on employee ratios
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are negative for each of the five post-buyout years, ranging
from -53% (t+1) to -21% (t+2) and averaging -36% overall.
ACL's employee growth has been negligible, hence employee
utilisation has been relatively imefficient.

In contrast, profit on employee ratios have exceeded
industry medians in all but the first post-buyout vyvear. This
suggests that the company has been successful in cutting
operating and non-ocperating costs. These results are
consistent with those reported by Muscarella et al. (19%0).

Table 7.2 discloses ACL s working capital management
after adjusting for industry medians. It is evident that ACL
have achieved strong EBIT and profitability results despite
poor net working capital management. Shortening the cash
cycle toward industry medians will provide a gcheap source of
shart term finance, reducing costs and increasing
performance measures,

Table 7.2 indicates the greatest benefit could be
achieved by reducing the number of days stock is warehoused,
reflecting either poor production scheduling or weak
marketing. Excess receivables collection periods may be
attributable to weak credit and/or collection policies.
Forgoing aopportunities to reduce net working capital
contrasts with results reported by Baker and Wruck (198%),
and Smith (192%0).

Industry adjusted capital commitments on fixed assets
ratios have been significantly positive for the post-buyout

period. AEL has invested in new plant and equipment to
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provide additional production capacity. This coincides with
Muscarella et al. (1990) finding that leveraged buyouts

purchase, as well as dispose of assets.

Table 7.2

Cash Cvcle

Industry Adjusted Days 1 2 3 4 o
Inventory -17= -14 ~23 -23 ~-37
Receivables -14 ~-18 ~-13 -17 -19
Creditors —-113 -7 - D -1 9
Cash Cycle =41* -39 —44*  -41 -47

¥ Sum not exact due to rounding.

A positive result indicates inventory énd receivables days
less than the industry median, and/or trade creditors days
more than the industry median.

a. Industry inventory (&6&6) — ACL inventory (B3) = -17.

Therefore, Automptive Components Limited exhibited most
of the attributes expected in a leveraged buyout target. The
company tresides in an industry which is mature, has low
growth prospects, and low technological requirements. While
the industry is subject to general economic cycles, ACL's
strong market share, conventional brand name products, and
hroad range of products and markets, attenuates demand
varjation.

ACL's pwnership structure is consistent with intensive
equity cwnership among managers and specialists found in

foreign research. The extent of the gearinmg in the capital
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structure is mare simi]qr to UK, than US buyouts (Kitehing,
198%9). Dwnership and capital structures ensure cash flow
generation is the firm's prime consideration. Ownership of
egquity and debt claims by AIDC Litd is a derivative of strip
financing and equity kickers used in the US5/UK, to reduce
conflicts of interest between stakeholders.

ACL s strong EBIT and profitability ratios suggest cash
flow incentives and rigorous corporate governance have
alleviated internal conflicts and reduced costs. These gains
were achlieved despite relatively poor employee utilisation
and net working capital management. The comparatively large
capital expenditures imply gains are not realised at the

expense of future economic wealth,
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CHAPTER B
lLeigh-Mardon Pty Ltd
8.1 Backgroundg

DBEM Capital Partners Ltd acquired Leigh-Mardon from
Amatil Limited in September 1990. At a purchase price of
$267.7M, Leigh-Mardon is the ! gest leveraged buyout
completed in Australia. The company has remained privately
owned.

8.2 Indusi Ci I etice

Leigh—Mardon manufacture flexible, metallised, cartan
and paper packaging; specialised formulated inks, credit and
identity cards, EFTPOS and other electronic terminals. The
campany also prints cheques, stamps, encoded datagraphic
forms, exam papers, ticketing, stationery. VYellow Pages
telephone directories and automotive manuals.

Packaging and printing are mature industries with
relatively stable underlying business fundamentals.
Fackaging and printing processes were established many years
ago and are now well developed. In contrast, electronic
terminal and datacard industries are relatively recent
phenomena with ample scope faor further development.

Packaging, printing, electronic terminal and datacard
industries all exhibit growth potential. These industries
benefit from significant scale economies such that modest
increases in vaolume flow through to bpttom line earnings.
Given the recessed economy (1990) volumes could be expected

to increase in ensuwing years, Further, electronic terminal
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and datacard applications were still being developed, hence
large graowth prospects seemed likely.

The above industries have strong demand under atl
economic conditions. The packaging industry services
tobaccn, food and beverage sectors which are essentially
immune from general economic conditions. Similarly, printing
and datacard industiries are resilient to economic
fluctuations since cheques, stampe, telephone directories
and driver’ s licences have inelastic demand. Hence,
packaging, printing and datacard industries are non-
cyclical.

The packaging and printing industries do not reqguire
large expenditures on advanced technologies to remain
competitive. They are conventional industries with
established technology and long production runs. Electronic
terminal and datagard industries require investment in
technology to refine existing products and develop new
capabilities,

Leigh-Marden is predominantly expoased to printing
(38%), packaging (48%) and datacard industries (8B%4).
Printing and packaging industries satisfy tests of maturity,
non—-cyclical behaviocur, and low technology requirements.
These industries are conducive to leveraged buyouts, a
contention supported by Waite et al. {(198%) relatively high
paper (4.5} and printing (2.3) LBO-intensities. The datacard
industry does not possess characteristics expected in LBOs,

However, it does have potential for generating large amounts
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of stable cash flow as Dgtlined in the bhusiness attributes
section.
8.3 Busi At i bt f i) T \

Leigh—-Mardon is a dominant supplier in monopelistic and
pligopolistic markets. The following two paragraphs outline
market shares at the time of the buyout for divisions with
sales exceeding $20M.

The Domestic Cartons Divisign supplied 57% of the
Australian tobacco market, which was well in excess of
rivals, Gadsens (11Z) and Anzpac (32%). The divisiaon also
controlled 70% of the beverages market in competition with
APM and Visypak, The Flexibles Division dominated the
confectionary (&66%} and snack foods (55%) markets, with
Astrapak and 5-4 smaller companies being the only
competitors.

The Security Printing Division was the market leader in
cheque printing business, accounting for &54 of the market.
Similarly, the Business Forms Division controlled 45% of
persocnalised cheques and airline ticketino business, with
the only major competition coming from Sands. The Datacard
Division daminated the plastic cards market with a 60%
markezt share.

The aforementioned products m&y be characterised as
mundane, with the exception of electronic terminals (which
accounts for 3% of sales). Packaging and printing products
constitute the bulk of Leigh-Mardon s sales and they are

quite basic in their manufacture and uvltimate end-use.
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Leigh—Mérdbn had.brdéd.pfoaﬁét.énd market
diversification. Figures 8.1 and 8.2.de1ineate Leigh-
Mardon’s sales by business segment when the leveraged buyout
was completed. v

Figure 8.1

______________ _ PACKAGING DIVISION
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The diversified product and market range ensured leigh-
Mardon was not susceptible to technical obsolescence or
market collapse.

Therefore, Leigh-Mardon has strong market shares in
basic product lines, with diversified products and markets.
These attributes ensure a stable stream of cash flow is
generated to amortise principal and interest obligations as

they fall due. Hence, Leigh-Mardon has low business risk
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capable of supporting the financial risk inherent in
leveraged buyouts.

Figure 8.2
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8.4 Foulty Ownership

" Table 8.1 denotes eguity ownership in the Leigh-Mardon
leveraged buyout immediately after: (i) consummation, and
" (ii) warrants attached to debt instruments are exercised.
Large eguity stakes controlled by DBSM Capital Partners
Ltd and Amatil Limited are consistent with improved
managerial incentives and stringent corporate governance.
DBSMs stake in the equity funding is not known, however,

they have incentive to make the buyout work since their
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ability to. raise further eguity capital at reasonable cost

depends on the returns realised on invested funds.

Table B.1
Equit 0 hi

Fully Diluted
Owner % Cum@ EA Cum¥
DBSM Equity Fund a1 - 44 -
DPBSM Mezzanine Fund - o1 12 56
Amatil 43 100 44 100
.9 Capital Structure

The tetal debt and long term debt to assets ratios were
B3% and 454, respectively. These ratios are similar to those
reported by Muscarella et al. (1990) and Kuhn (1990), and
they suggest that free cash flow would be dedicated to debt
amaortisation.

The funding structure of the buyout was as follows:

Seniaor Debt

- Term Facilities 31.4

- Working Capital 48.6 100.0
Subordinated Debt 70.0
Sale and Leaseback 53.7
Equity 44,0
Total 5267 .7M

The mezzanine debt was not scheduled for principal

payments within the first five post-buyout years, an
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arrangement similar to the US experience of amortising
senior debt prior to subordinated debt (Burke & Fite, 19%0).

Using mezzanine debt with warrants attached (equity
kickers) enables DBSM to reduce fimancial risk and improve
marketability of debt instruments., Warrants reduce coupons
paid on buyout debt, hence cash flow demands are minimised.
Furthermore, warrants allow institutions to participate in
shifts in the return distribution, providing equity returns
in good times and facilitating improved agency relations in
the event of default.

DBSMs Mezzanine and Eguity Funds give inmstitutions the
opportunity to invest in the Australiar leveraged buyout
market. DESM benefits from these funds by limiting its LBO
exposure to prudent levels, reducring deal completion times,
and increasing the size range of potential LBO targets. If
institutions contribute capital to both funds they would
effectively be purchasing a strip of subordinated securities
which engourages werk—out arrangements similar to equity
kickers.

The projected financial capitalisation of Leigh—Mardon
as described in the deal proposal is denoted graphically in
Figure B.3. The financial capitalisation indicates that only
marginal replacement of debt with equity is expected to
occur within the five year post-buyout period. This may be
attributable to losses forecast for each year prior to t+5,
a tax efficient result primarily due to large interest

payments (Lowenstein, 1985).
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Figure 8.3
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Figure 8.4 depicts forecasted growth in market
capitalisation for the five year post-buyout period at (EBIT
x B8). This graph accentuates the expected increase in equity
market value as cash flow pays down debt, offering investors
a compounded return of 427 per annum for the five year

holding period.
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CHAPTER %
McEwans Limited
2.1 Background

Based in Victoria since 1B52, McEwans was publicly
listed in 19531, and tftaken over by Repco Corporation Ltd in
17982. In 198&, McEwans was purchased by Charles Davis
Limited for $&42M. After acquiring Lloyds Hardware Stores
{$20.9M) and Campbells Hardware and Timber Stores (%28M),
McEwans was divested for a total consideration of $210M
(January 192Q), the second largest leveraged buyout in
ﬁustralia;

The McEwans buyout experienced problems since inception
and a receiver manager was appointed in August 1992.

McEwans was the second largest corporate hardware chain
in Australia, Industry and business attributes referred to
in Chapter Three mainly apply to manufacturing companies and
hence, are less appropriate for retailing. For example,
industry maturity and technology tests ensure large capital
and R&D expenditures are not required to match developments
introduced by competitors, Retailers however, do not have
long term investments in productive assets to protect.

As a durable goods retailer McEwans 15 susceptable to
the economic cycie. Cyclical sales are not desirable since
declining cash flow cannot service large outstanding debt

commitments. Furthermore, additional capital is reguired
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during boom conditions, diverting scarce cash resources from
debt amortisation.

Waite and Fridson's (1989} retail trade [LBO-intensity
ratio (2.3) indicates reasanably high retail industry
exposure to leveraged buyouts in the United States.
Easterwood et al. (198%) found the retailing sector had the
most leveraged buvouts (2%100M).

McEwans is a significant retailer in the hardware
market, with major competition from BBC Hardware and Mitre
Ten. The company established strong market share thrmpgh
aggressive expansion and the development of a fully
automatic perpetual inventory and price lock-up computer
system. However, readily available substitutes cause price
competition, hence cost increases tannot be passed on to
consumers. Therefore, McEwans real profit margins decline at
the same time costs 0f floating rate debt increase.

Hardware products are mundaneg such that stock is
unlikely to become obsolete or spoil on the shelves. McEwans
had broad product and market diversification at the time of
the buyout.

Therefore, the McEwans leveraged buyout was vulnerable
to eronomic downturns, despite having low technological
reguirements, mundane products with long shelve lives, and
diversified products and markets. The recession caused low
sales volumes which had a major impact on the buyout’'s debt

servicing capacity.
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3 Equil 0 hi
The McEwans leveraged buyout ownership structure is

outlined in Table 9.1, both before and after warrants are

exercised. The diluted pasition assumes management achieve

per formance targets.

Table Z.1
Equi - hi

Fully Diluted
Owner % Cum® % Cum¥
Citicorp, AIDC, MclIntosh &2 - 53 -
Charles Davis 30 P2 27 8O
Scandanavian Pacific - 92 4 84
Management Group B 100 16 100

NB. Charles Davis awned 25,000 redeemable A" preference

shares which carried no dividend or voting rights.

The seven senior executives held 2.8M ordinary and 4.0M
‘B’ redeemable preference shares with the right to be is-ued
ordinary shares. The rights were subject to performance
targets being met:
(1) The right to exchange 2.0M preference shares far
ordinary shares on a 1:1 basis at a rate of 20% per annum,
provided minimum EBT targets are achieved. There is a
sliding scale if EBT targets are below specified levels.
(ii) The right to subscribe for 2.0M erdinary shares an a
1:1 basis at crystallisation date acceording to a sliding

scale, commencing when ordinary shareholders receive an IRR
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36.59% with the maximum entitlement when shareholders receive
an IRR 40%. Preference shares will be redeemed at par
($0.20),

These performance incentive schemes are similar to
those recorded in Baker and Wruck (198%9). They reported
sliding scales based on EBIT and average wotrking capital
ratios for OM Scutt.and Company, with payoffs offered
between the range 80%-125% of performance targets.

The combination of signaificant managerial equity
ownership and material incentive remuneration schemes
motivates achievement of performance targets and emphasise
cash flow generation. The LBO specialist equity stahke 1Is
consistent with stringent corporate governance (Jensen,
1989).

2.4 Capital Structure

The McEwans capital structure consisted of four
distinct layers: (i) senior secured, (il) éubordinated
(mezzaning) debt, (iii) preferred stock, and (iv) common

stock, as ocutlined below.

Senior Bill/Advance Facility F2.0
Senior Subordinated Notes 35.0
Junior Subordinat .. Jebt 25.0
Preferred Stock: A 25.0

B 0.8
Common Stock 32.2

Total $210.0M
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The total debt to assets and long term debt to assets
ratios were both 72%. The senibr credit amounts to only 44%
af the capital structure, significantly below the &0%Z ratio
reported by Kubn (1990). Therefore, McEwans raised a higher
proportion of mezzamine finance (29%4) at a cost of 400 basis
pocints over the 5 year swap rate, a considerably higher rate
than bank debt.

When the buyout was initiated the senior subordinated
notes were held by AIDC Ltd (36%), Charles Davis Ltd (3&%4),
and Scandanavian Pacific (28%4). Each of the 70 notes bad
695,800 equity warrants attached. Hence the buyout reduced
immediate cash flow demands by offering equity kickers. Debt
interest charges would be lower with attached warrants since
they allow participation in shifts in the return
distribution.

Equity kickers facilitate work-out arrangements in the
event of default since gains from debt collection create
losses in the equity position (Rrzac, 1992). This is
reinforced by the fact that AIDC aﬁd Charles Davis both held
equity positions in the buyout in de facto strip financing
arrangements.

Therefore, the McEwans buyout capital structure
contained strip financing and equity kickers as a means of
reducing direct financing costs and costs associated with
bankruptcy. However, with price competition and a

substantial portion of buyout funding represented by
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subordinated debt at high floating rates, debt servicing
capacity proved tenuous in the retession.

The failure of the McEwans buyout has been partially
attributed to insufficient retailing representation on the
board of directors and managerial unwillingness to dispose

of assets as the recession deepened (Dobbie, 1992).
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CHAPTER 10
Adventure Worid
10,1 Background

The Adventure World (Bibra Lake Unit Trust) leveraged
buyout resulted from the receivership of Galdarm Pty Ltd
(Trustee}. The receiver manager put Adventure World out for
tender, and Industrial Investment Corporation Ltd and a
management group responded with a $3.659M buyogut proposal, in
September 1990.

10.2 Indust o ot

Adventure World is Perth’'s largest theme park,
providing a wide variety of entertainment and attractions.
The park has gver 26 different rides, Australia’s largest
swimming pool, a wildlife park, exploration cinema, animal
circus, lakes, gardens and full public amenities.

The Australian theme park industry is in the early
stages of its development. Australians have not been regular
patrons of theme parks, however, innovative marketing has
made some progress with consumer attitudes. Colliers
International believe the industry’'s immaturity offers
medium term growth prospects. Changing tastes and expected
increases in tourism promote growth in the West Australian
theme park industry.

The theme park industry is exposed toc seasonal and
climatic conditions. Summer months account for a
disproportionately large share of cash flow, while parks are

essentially closed over winter monthe (Figure 10.1).
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Furthermore, inclement weather severely reduces attendance
figures, potentially affecting lucrative prime season sales.

Figure 10.1
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The theme park industry does not have extensivéﬂl”f,;

technology reguirements since its fixed assets are

insensitive to technical obsolescence. The industryftegﬁ
capital expenditures however, to introduce new attracﬁion
at the commencement of each year to induce repeat patféhaq
Therefore, the theme park industry does not meeff; ¢
theorised leveraged buyout criteria reported in the |
literature. The industry is immature, exhibits medium térﬁ;f; 
growth prospects, and suffers from seasonal and climatiqd??if 
conditions. Hence, cash flow generation is irregular and'ﬁéy;

be dissipated in growth periods. Notably, the Easterwood et -
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al. (1982}, ﬁaite and Fridsnn (1989) studies do not find
leveraged buyouts in the US entertainment industry.
10'% ) X .

Adventure World is the premier theme park in West
Australia, operating in a duopoly with Underwater World.
Adventure World has & greater ability to entertain for
ilengthy periocds and attract repeat patronage. The closure of
Atlantis Marine Park, Action Park and the scaling down af El
Caballo Blanco, combined with high establishment costs,
augments Adventure World' s domipant market share.

Figure 10.2 delineates estimated attendance figures for
specific client groups. While some diversity exists,
Adventure World tremains dependent on the fortunes of the
local ecomnomy.

Therefore, Adventure World’'s daminance of the local
theme park industry insulates the trust from predatory
pricing and other competitive threats. Furthermore, certain
financial traits of Adventure World were favogurable for a
leveraged buyout transaction:

(i) The trust had tax loss carry forwards amounting to
$720,000 in t-1.

(ii) The trust had operating losses in t-3, t-2, and t-1,
however, cash flow was significantly positive in each year
due to high non-cash (depreciation & amortisation) charges.
(1ii) With a three vyear average pre-buyout total debt to
assets ratio pof 39%4, the trust had ctonsiderable excess debt

capacity.

kS
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Figure 10.2
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10.4 Bguity Ownership

Equity ownership was apportioned between the Maﬁdqement

Group (38%) and Industrial Investment Corporation Ltdf(é'év

These equity ownership percentages provide management ﬁiFh ;;

material incentives to increase firm value and they'pfdmpt'43

effective corporate governance by the LBO specialist.'ﬁénce~

the Adventure World leveraged buyout ownership structuré,waéi
analogous to those reported in US and UK research.
10.5 Capital Structure

" The total debt and long term debt to assets ratios ﬁéf§ff'

both 82%, a result similar to those reported by Kitching = = =
(1989), Smith (1990) and Muscarella et al. (1990). Senior: ===

debt constituted 63% of the capital structure, closely
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resembling US buyeuts (Kuhn, 1929203 Vernick, 1971). Senior
debt reduces agency costs since collateralised debt requires
less monitoring. Similarly, leased assets remain the
property of the lessor, providing default protection with

low monitoring coste. The deal funding was structured as

follows:

Senior Term Loan Facility 2,300,000

Leasing 354,550

Mezzanine Debt 350,000 3,004,550
Ordinary Equity 650,000
Total purchase price $3,654,550

Industrial Investment Corporation Ltd supplied the
mezzanine component of the debt funding through a trading
viuhicle, 86 Investments Pty Ltd. Given that they own 6B% of
the ordinary equity capital their Adventure Warld portfolio
approximates a sitrip financing arrangement.

Therefore, the Adventure World leveraged buyout capitai
structure employs finmnancing techniques consistent with

foreign buyout research.
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© CHAPTER 11
Summary and Cunclusibn

Australian leveraged buyouts are not expected to
satisfy all theoretical propositions regarding industry and
business attributes, or ownership and capital structures.
Rather, the firm's aoverall level of business risk should
support a high degree of financial risk (Burke & Fite,
1720).

The case studies in this thesis suggest that industry
and business attributes synonymous with US and UK buvyouts
are important determinants of Australian leveraged buyouts.
Firm specific factors were the primary motivating forces,
with the industry being a secondary or contributing factor.
This result is consistent with Ambrose and Winters (19%2).

Most of the industries occupy mature sectars of the
economy and have lriw technology requirements. However,
approximately half the industries have growth prospects or
cyclical sales. In contrast to the mixed industry results,
all firms have leading market shares or strong market
niches, relatively mundane products {except Adventure
World}), and brpad product or market diversification.
Therefore, business attributes appear more influential than
industry traits when analysing business risk. The case
results imply that stable cash flow is important in
Australian leveraged buyouts. |

The cases disclose equity ownership structures

analogous to those reported in the US and UK. Although
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equity ownership levelslvary according to deal size and
complexity, managers and specilialists account for material
ownership interests. The concentration of equity ownership
motivates managers to increase firm value and hence, the
value of residual claims on the firm's assets (Jensen &
Maeckling, 197&). Specialists have the incentive and
resources to effectively monitor managerial performance
(Jensen, 1989}.

The substantial employee equity ocwnership in Centurion
Industries Limited (47% initially, 32% fully diluted) is
consistent with agency theory. Centurion’s bighly unionised
workforce was required to improve performance to turn the
caompany around, hence participation in residual claims on
the firm's assets should motivate workers.

The minority equity stakes held by parent companies in
the t.eigh—-Mardon Pty Ltd and McEwans Limited buvyouts,
enables vendor participation in expected future gains,
effectively increasing the acquisition price received. Given
that these are Australia’s largest leveraged buyouts, vendor
equity ownership may have lent credibility to the
transactions {Wright et al., 19%91).

The capital structures of the six cases predictably
(and by definition} had large gearing levels. The Australian
buyouts had capital structures which were more closely
aligned with those reported in UK research (Kitching, 1989;
Wright et al. 1991). That is, with total debt and long term

debt to assets ratios averaging 78%4 and &65% respectively,
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the Australian buyouts were toward the more conservative end
of the international spectrum.

Mezzanine finance was utilised by all three 1990
buyouts, but not by the mid-1980s buvyouts. This probably
reflects the state of knowledge which prevailed at those
times and/or the relatively late development of subordinated
debt markets in Australia. With mezzanine lavyvers
representing 26% and 29%4 of total deal funding, Leigh—Mardon
Pty Ltd and McEwans Limited closely resemble the 304 level
typical of leveraged buvoutls in the United States (Paulus &
Waite, 1990).

Strip finmanging and/or eguity kickers were present in
the four most recent Australian leveraged buyouts. The strip
fipancing ranged from the provision of subordinated debt and
equity from a single source (Adventure World) to DBSM LBO
funds representing numerous institutional clients (Leigh-
Mardon}. Strip holders receive rights to intercede in the
leveraged buvout as each security defaults, and accordingly,
have little inmcentive to transfer wealth (Jensen, 1284&).

The Leigh-Mardon and McEwans buyouts used equity
warrants to increase marketability of subordinated debt and
reduce cash outflows. Warrants attached to subordinated debt
use capital gains from expected firm value increases to
offset interest demands of mezzanine investors (Arzac,
1992). Equity kickers facilitate lower agency costs since '
they attenuate conflicte of interest between debt and egquity

holders (Jensen & Meckling, 1976).

c gt e e
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Figure 11.1 synthesises industry adjusted EﬁiT/Saies
ratios for each of the mid-1980s bufoﬁts analysed in this
thesis. Tt is evident that while all three buyouts exceed
their respective industry medians iﬁ each post-buyout year,
Centurion and ACL have realised higher profit margins per
dollar.of sales.

Figure 11.1
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Similarly, .industry adjusted EBIT/Total assets ratios
exceed their respective industry medians in each post-buyout
year, which suggests the buyout companies have achieved

relatively high operating efficiency.

Therefore, case evidence supports the proposition that

leveraged buyout companies produce comparatively strong EBIT

performance. The indifferent Joyce results may reflect the

findings of the industry and business attributes tests which
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proved Joyce was the mn;t atypical {(of the three mid-i980s
LBOs} buyout candidate.

Centurion and ACL employee ratio results are consistent
with the conclusions of large sample studies {(Muscarella et
al., 1990; Lichtenberg et al., 1920). Industry adjusted
profit per employee ratios were significantly positive
despite poor employee efficiency utilisation. Cost control,
rather than increased sales, accounted for most of the
buyout gains. Joyece industry adjusted employee ratiocs were
mediocre for most of the post-buyout period, due to problems
associated with merging other business units into their
operations and regcession induced layoffs.

Figure 11.2 indicates that Centurion, Joyce and ACL do
not manage their working capital efficiently or effectively.
These results contrast markedly with those reported by
Maupin et al. (1984), Baker and Wruck (1989}, Singh (19%20),
and Smith (19%0).

There is a strong inverse relationship between the
length of the cash cycle and the EBIT/Total assets ratios,
The decline in Centurion’'s EBIT/Total asset ratios
corresponds with an increase in the length of the cash
cycle, and vice versa for Joyce. Reducing the cash cycle
toward industry medians provides a source of low cost
finance which minimises working capital investments and
demands on cash flow.

Industry adjusted capital commitments on fixed assets

ratios are consistent with the Muscarella et al. (1990)
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assertion that ILBOs do not sacrifice long term capital
inVestments to increase debt serviciné capacity. Centurion
and ACL both invested in productive assets in the post-
buyout period. |

Figure 11.2
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Therefore, the evidence from the six Australian case
studies analysed in this thesis is consistent with the
agency theory framework established in Chapter Two. The
positive industry adjusted post-buyout performance mainly
resulted from cost disciplines, which complies with
expectations of reduced agency costs due to realigned

managerial incentives and effective corporate governance.
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CHAPTER 12
Future Research on Australian (.LBOs
The following suggestions for future research on
Australian leveraged buyouts are & logical extension of this
thesis.
.1 Drgani i St r
This thesis has confirmed that the thearetical
framework which pertains to foreign (U5 & UK) leveraged
buyouts is applicable tc the domestic market. Foreign
research found the revised capital, ownership and asset
structures induced concomitant organisational reform.
Australian research into the organisation changes that
result from leveraged buyouts should focus on the following
issues:
(1) The composition of the Board of Directors as a proxy for
the specialist’'s centralised control over strategic decision
making (Easterwood et al., 1989). It would be interesting to
compare other buyouts with McEwans, g@iven a Board stacked
with financial executives was cited as a reason for the
retailers’s eventual demise (Dobbie, 1992).
{(ii) The change {if any) in corporate hierarchy and/or lines
of communication, as an estimate of the decentralisation of
operating decisions and elimination of excess bureaucracy
expected in leveraged buyouts (Easterwood et al. 1987;

Lichtenberg et al., 19903 Muscarella et al., 19%0).
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(iii) The extent to which executive remuneration contracts
incorporate bonus schemes and emphasise the maximisation of
firm value {(Haker & Wruck, 19B?2; Jensen & Murphy, 1990).
12.2 The | ] | Instituti 1L E |

This thesis has reviewed academic and trade literature
which predominantly emanates from the United States. The
legal and institutional arrangements that facilitated the
development of their advanced leveraged buyout market, may
or may not be present in Australia. Research into the
infrastructure of Australian leveraged buyouts should
consider the points enumerated below:
{i) The deductibility of debt interest under the Income Tax
Assessment Act. Particular emphasis should be placed on the
taxation of deferred interest securities, employee stock
ownership plans (ESOPs), and limited partnerships. Taxation
provisions that negatively affect these fimancing vehicles
may impede LBD market development.
(ii) Provisions of Corporations Law which relate to self
dealing (s1002), share-buybacks {5?05), and director/officer
fiduciary duties of care (5232}, may affect mahagement
participation in leveraged buyouts.
{(iii} The etfect of Stamp Duty on the structuring of
leveraged buyouts as a share or asset purchase, and the
eventual buyout vehicle used (shell company, single/multi-
tier).
(iv) The factors which bear on the develeopment of an

Australian subordinated debt market. This would include the
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securitisation of mezzanine funds to improve liguidity and
marketability, and the willingness of fund managers to buy
such paper (Madden & Balestrino, 19903 Levi & Bencivenga,

19%0).
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Appendix A

Pert ¢ Used ‘in L.BQ C Studi

1. EBIT/SALES and EBIT/ASSETS
These are calculated by dividing reported earnings
before interest and tax, by gross sales or total assets,

respectively.

2. SALES/EMPLOYEES
These are calculated by dividing gross sales by the

total number of employees.

3. PROFIT/EMPLOYEES
The profit measure used in this calculation is net of

any preference dividends and minority interests.

4. DAYS RECEIVABLES, INVENTORY, CREDITORS
Year end trade debtors, inventory, and trade creditors

are multiplied by 365, and divided by gross sales.

5. CASH CYCLE

CC = days receivables + days inventory - days creditors.

&. CAPITAL COMMITMENTS/FIXED ASSETS
Capital commitments are expressed as a percentage of

year end ixs ' assets.
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Appendix B
Table Bl
Ce . I . .
Centurion Industries 1 2 3 4 ]
EBIT/Sales (%) 21.4 20.¢C 20.2 i16.1 7.6
EBIT/T.Assets (%) 19.8 12.9 18.7 15.2 2.0
Sales/Employees ($000) &8.6 71.2 B5.1 80.0 13B.6
Profit/Employees (%00) 57.4 59.9 81.9 65.7 52.8
Days Creditors 26.7 27.9 Z28.8 22.7 25.8
Days Receivables 6% .4 61.8 87.3 &5.8 &5.6
Days Inventary 40.2 47.% 53.95 66.8 57.%9
Capital commit./F.Assets 3.8 0.0 0.0 1.6 Q.0
Tahle B2
7 C . Limi
Joyce Corporation 1 z 3 4 S5
EBIT/5ales (%) 12.1 7.8 7.3 6.7 6.0
EBIT/T.Assets (%) 16.1  11i.0 5.6 11.1  10.6
Sales/Employees (%000) 57.2 7.4 3B.2 1ié6.4 182.6
Profit/Employees ($00) z21.1 15.9 15.9 20.8 12.3
Days Creditors 32.7 I0.9 100.2 37.9 33.4
Days Receivables 71.9 54,1 3.9 43.5 40.8
Days Inventory g2.8 B2.3 161.% 45.2 43.5
Capital commit./F.Assets 3.2 Q.0 0.0 0.0 0.0
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Table B3

;I I- C l |-.-! I

agutomotive Components 1 2 3 4 5
EBIT/Sales (%) 12.9 14.0 15.6 14.3 11.2
EBIT/T.Assets (%) 15.8 15.8 15.4 14.5 0.4
Cales/Employees ($000) &7 .6 Bi.1 84.9 B7.1 87.1
Profit/Employees (%00) 28,4 31.7 38.48 3.1 12.1
Days (Creditors 44 .9 37.3 23.1 23.9 I1.6
Days Receivables 62.4 &60.9 60.4 56.4 27.9
Days Inventory 83.1 77.9 77.9 86.2 8.8
Capital commit./fF.Assets 11.3 10.1 12.5 11.1 B.3
Table B4

Industry Report No. 11

Engineering (Median) 1 2 3 4 S
EBIT/Sales (%) 6.2 7.6 7.8 7.1 4.6
EBIT/T.Assets (%) 8.2 2.2 2.9 10.9 8.1
Sales/Employees ($000) 2.4 100.8 111.4 130.7 133.4
Profit/Employees (%00) 22.9 32.8 44 .9 356.5 27.7
Days Creditors 35.9 36,48 34.46 32.7 27 .7
Days Receivables &0.0 &a1.1 63.2 5%.8 49.5
Days Inventory 71.3 &7.0 &3.5 6&7.4 45.4

Capital commit./F.Assets 1.0 1.4 0.4 0.1 0.0
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Table BS

Industry Report Nop. 22

Misc. Industrials (Median) 1 2 3 4 5
EBIT/Sales (%) 9.7 7.6 3.4 5.2 5.9
EBIT/T.Assets (%) 7.3 2.5 4.3 7.4 6.2
Sales/Employees {(%000) 128.3 120.9 102.4 107.&6 122.9
Profit/Employees ($00) 24.2 32.1 4.9 24.9 20.8
Days Creditors 35.7 33.9 30.3 28.5 248.9
Days Receivables 51.8 48B.4 42.9 45,6  39.3
Days Inventory &l1.2 b66.1 63.% 5&6.6 63.6

Capital commit./F.Assets 0.7 0.1 0.0 0.5 0.5
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