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YIELD PREMIA ON DEBT 
I LEVER GED B O T 

Roberr F. Bruner 

Becau e of their unu~ual term~. size. and number , leveraged buyout, (LBO,) 
have emcrgeJ a5 one of the more arre,ting feature5 in the corporate financial 
lanJscape . 1 A, yet the5e have received little attention in the acaJcmic literature. 2 

though popular commentators offer an almo~t uniformly negatjve view. One pro-
minent crit1ci5m is that bank, and in,111ut1onal inve5tor, arc 5howing too lmlc 
pricing Jbcipline for ,uch a risl..y lending activny . One financial executive. for 
example. ugge teJ that "bank5 arc rushing in and bidding reckJe55)y for leveraged 
t,uyout bu,ine,, . " 3 If ,uch criticbm, arc true. they i.uggc,t an imperfection in 

the capital markcb . 
Clo,er cientific scrutiny of LBO financing ec1m warranted . A, yet there i5 

no putili,hed ,cholarly re,earch on thii. 5ubjecl. The objective of thi, ,tud} 1, 
to \hcd ,omc light on the pricing of dcht 1\\ucd in leveraged buyout, . Spcc1fical 
ly. it compare, the yield premia on LBO debt to the yield premia predicted by 
a ,ample ot h1gh-y1eld (i.e. , "junk") bond, . This compamon afford, a tc,t hoth 
of lhc conventional a,,cnion that y1clJ, arc inadequately Im.\ and of the plh51hk 
c1ti5tence of an LBO dct,t cl1entelc . 

The following ,ection con,idcr, the methodolog1cal problem of teMing the 
pricing of LBO deht and d1,cu,,c, the groundwork. afforded h} previou, 
re, archer, . Section 2 de,cnbe, the e,umation procedure, for the premium pre-
diction motleb. Actual and predicted prcmia are l'ompared 111 Sccti1111 .3. and 
1><1,,1hlc ,tructural difference, in the pricing of Junk and LBO debt arc anal}ted 
Section conclude!-. lht: paper "'1th a ,umntar) of finding, and a J1,cu,,mn nf 
1mplicat1on, for ocher rc,carch . 

Studic, of Debt Pricing 

MnJcrn re,carch mo.:thmb afford at lca,t lnur po\\ihlc ,1lterna11vc, h>r Judging 
the adc4uaey of dcht pno.:e, . T,q1 of thc,e. capital a"c'l pncing anJ i\lmuc Carlo 
,1mula1wn . arc precluJcd from u,c in our ca,c hy the unava1lah1lll) nf forcca,1, 
or n po.'>t craJmg data about the LBO target A thtrJ method. mea,unng the 
relative bankruptt:) rate or hanl..ruplC) co,h . 1, precludeJ hy our hrict e'lpenence 
,11th LBO, • Fortunate I). the lourth altcrname. yield-premium i:,111na11011 ba,ed 
on firm anJ 1,,uc charactcri!,IIC,. 1, both cmp1m·all) fea,1hlc anJ Y.cl) 1-.no,\ n. 
Smee prev1ou, re,ear.:h offer, ,omc din:cuon nn the te,11ng of LBO Jcht ) 1eld~. 
it i, appropriate to rcvie"' t,riefl) th1, work. . 

The lncrature largely hegm, w1ch F1,hcr\ [ 111 cla\\1t· ,1uJ) ol the Jetcrmmanh 
of n,k premia on corporace tiond .. Cro,,-,cctwnall) anal} nng data on a large 
,ample of 1ndu,trial corpor:.ne hond, for the year, 19:!7. 1932 . 19.37. ,tnd 
195.3. he found that four variable, account for about thri:c-tourth, of the variance 
m the logarithm of ri\k premium and that the ela,tinty of mk premium 11nh re. pcct 
to the,e variable!, b rela11vcly ,table over time . The four 1ariable, wen:: earning, 
vanabilit). periuJ of . olvency. equn) Jehl ralln. and amount of bonJ, ouhtandmg. 
The rn,1.. premium wa, mea,urcd b} ,ubtracting the yield on a Trca,ur) ,ccurit) 
maturing m the ,ame year. Given the , tahilit) of coefficient,. Fi,ho.:r pooled the 
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oh cr\'all n acr lime and h und an adJu,tc<l r- quarcd of 7·' l F h 
o<l I · ., • or t e annual 

m c . 1hc r ,quared \'aricd from 72 I 10 786. 
:"her . approach v. a, 1mpl11.:'.'.) cnllc 11cd for a ,urning that the maturny of 

lhe hond and macroeconum,~/tlect. do not mailer. Stud,e, by Robm~on [2S). 
John on 118) am.I Mdm h l--1 uggc I that maturit)' mattoc:r, \lgmfi antly. And 
11mc-,er1e, ,1ud1c b) 'r av.111 [30]. Juffce (16] and Forhc\ and Pcter\on 1121 
lnund 1hat m,k prcm,a , aned dtrcctl> "1th 1hc le\' I of Trc ury vicld I d, d _,. . ~- n ee 
~um..:rnu, ,tuu1e~ genenill) ,uppurt the finding that mt... premia tend 10 be ~malle~ 
I~ hU,l)anl .:1..~n1llllll ~rio<ls. and larger in rece, 111nary period (e.g., Jafkc I 16). 
\.an Hnrm.: 1-91, Sloane ('.!61. and Ben"'" ,ind Rngov. l-.1 ('.!I). 

nother line of lnlill m of F1,h1.:r·, v.nrk ,~ 1hat II on11ttcd \'Unahle, v.h,ch 
appc.1r to ha, ea~ inlluen.:e on yield, and n,k prcm,a. ,uch a, all pro, ,~ion and 
,ccum) ,1:.11u, tud1e, h\ Cohan 16). liver, ['.!71 Fair and :-.1a1t...1el I lOJ and 
P_ c l'.!4 I ,h,m the 1~mla:anle of lhc,e efted,. And ,t ,tud> b} Boardman ,ind 
~I, n:.ill) (41 rc,caled that r:.illng cat gon 111du,1nal da, 1fo:a11on ol the ,~~uer. 
e P,h:n1..c ul a int...,ng lund prm,,inn. ecunt\ ta1u, prnhah1hty of call. nd 
hclil. and mea,ur.: ol m:irl-.ctah1l11y helped c xplain the price of the bond The r-
quarcd on 1hc1r c 11ma1cJ 1.:4uation \\a •t:nerall} abme 90. 

V1rtuall) all of the <lcht ,~,ue<l in cnnnectton v.ith LBO ha, been pmat I) 
placed Pcrhap lhc ~minal ,1Ud} of thc cl lecl of prt\'Jtc pla.:cment on bond yield., 
1!-. h) Cnhan [51. He found that yield-. nn d1rcdl} placed di.:ht 1\ere .i to 80 ha,,, 
pmnh higher than nn omparahle pubhdy placed deht. bu1 thal th, dtffercm:c 
\aried b) )Car and. in~cr,el}. with ri,k In otha word,. the puhlic ,~ willing 
111 pa) ., premium lor higher qual11) 1,i.ue, and c,all, a penal!) (i.e .. higher 
r1. k pr,m1um1 lor lov.1:r-quaht} l"!.uc, He abo fr und that 1he dctcrmman1, or 
) 1eld cre llllal pn lmma mt...re,t. ,121: of ompam 1ai. mi:J urcd by mwl capital). 
cJrning-. tidure in1ere,t and 1a c,. and i.,zc of 1',ue \ anable, ,uch a, type of 
e urll) . indu,mal ..: la\,. year nnn-r1.. lundahk. and mdlllrtt) l\t:re ,1g.nifican1 but 

did nol ha\C much 1mpae1 on yield . hap,ro :ind Wolf l'.!81 report )tcld d1ffercn-
t1u1' , T\ mg hd\\t:en I Jnd ,6 l',a,1 prnnt, Ha}e' Jochnt.... :ind \lehchcr [ 
report a <l1t1crcn11al 0146 l'ia,1, poinh. The} lind tha1 m modeling 1hc ml... prenuum 
on pmatel) pla.:ed dcbt thi: lollowing \'artahlc, ar..: ,1gntficant: ,,,ue ,ize. i.ecunl)-. 
vi:ar, LO ma1unl'i. and umc, tnk re. t earned V.inabh: that v,crc m 1 ~,gmfo;ant 
~ere earning, b~torc intcrc,t and 1a,c, 1 EBITl 1rend. !::.BIT vanah1lit} . long-term 
deht 10 ai.. ch. and EBIT w a, ct, . The Mquared for their equauon v.a, 
129-,urpm,mgl) low. given the n:l.111vcl greater r ,quarcd~ of other re~c,mher~. 

kc,carch \ Jcthodolo~) 
Ab,1r..1lltng from the hond prn:ing lltcratllre. I 8 , unable~ were 1dcn111ied _1hat 

nught explain the rnk. premium The,e dTC dcfin ·d in T:ihle I. Again,t 'anou 
1:omhina11on, of the,e I artable, the yield premium of each junk 1,:.ue ii. regrC) · 
e<l The ohJecthe v.a'.> to uhtain thc ~!>I predictive model of mk prem1a defined 
1n term of the cocltic1ent ol Jetcrminalu n (r-\quarcd). F ,tall II . rea nahl n 
ol codt1 ,enl ,,gn!.. and par\lmOO) I \ artable,. s I pur u d 1hi, 0 1ccuve throu~ 
t\\O alternative route:,: (a) an intuimc approa h ui.ing variable, 1gmfi anl ,n · · · " re~ ,on 
Prc\1ou, re. earch and (b) the u,c of an "all po 1ble 1:omb111a11om, reg 

od ., 11 • p !all ll 6 In 
packa"C. which dctcmuncd the be!.I m el ha:,eu on a ov. - . 
add111~n. modeh v.erc e. 1ima1cd on both a pooled (i.e., 19 1- 1984) ba 1~ and 
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an annually db,aggregated basi~ (i.e .. re-estimated for the individual years). In 
sum, four predictive modeb were developed: a) intuitive pooled: b) intuitive disag-
gregated: e) be t estimate~ pooled: and d) beM e timates disaggregated . 

T BLE I 

Definition of Varia b.tes l',;ed 
ln Prcd it ti, e Model~ 

Varia hle Definit ion 

COVG A meitwrc of intl·rc~t coverage. Mean net operating 1m:ome for the 
pit~t nine years. dJ\' ided h) projected intere,t expen~e for the ne\t 
facal year. 

EA A mi.:a ure of leverage . B 1k value ot common equity dh ided hy total 
a~set~. 

D11 
on 

DLBO 
LTLTD 

MAL 
MEAN 

Equal, I if the 1.,,uer I)> in a capital good~ mduMr::,. ntherwi\c lero. 

Equab I if the b~uer i~ in a ~crvicc. ret:uling . or working-capital-
intcmive indu~try . otherwi~ zero. 

Equal, I if the •s~uer i~ the target of an LBO, otherw1~c ;ero. 

Natural logarithm of total long-term debt. 

Ma\1mum a\erage hie of the i ~ue in year,. 

Mean net operating income 0\er the pa~t nine year~. 

SFBM Sinl..mg fund by rnaturny. in m11liom. of Jollar~. Portion of the i~.,uc 
unamortiled by maturity . 

S BORD Equab I if the i;~ue is ,ublirdinated . 

TLTD 

TREAS 

YTC 

Total long-term debt. 

Yield to maturity on a U.S. g~wernment Treawry 1,,uc of ,imilar 
average life to the LBO or junl,, debt 1,,ue. 

Numba of year, for whk:h the 1,,u.:: i, call-protected. 

The control \ample for rhi~ study com,isted of l67 ne" 1,,ue~ of low grade 
debt (rated BBB or lower) bsued between 1981 and 1984 indu~1vc. The,e 1,~ue~ 
and dcta1b ahout them were provided by Sccuritie, Data Company Becau c of 
mis~ing information there were only 68 ca. e, wnh complete informauon on all 
the variable, listed in Table I. The !>ample of LBO debt i,,ue, wm, de eloped 
as follows. First. a li~t of97 leveraged buyouts occurring between 1981 and 1984 
mclusive wa, obtained from the merger~ data ha.eat Mergers and cqui itions 
magazine. For each buyout, the proxy statement filed with the SEC wa, in,pccted 
for the term~ of debt finandng such a, intere,t rate,. call provi,1011,. amortiza-
tion. ,ubordina11on , and security. a, well a, for financial charactensuc, of 
the firm pro forma the buyout. At lea. I partial information on 67 debt i~sue~ 
was obtained . These is~ue~ form the test sample. 
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The spread or }icld premium wa, calculated a, follow,: 

(I) 11' 

Where : T = Spread or ) ield premium 

iHY Yield to maturity on the high-yield i,,ue. 

iTC Yield to matur,ty oa a Trea,ury b~ue of equivalent 
average life. 

The c,act definition, of nther variable, u,cd in the premium e,tiniation model 
arc giv,::n in Table I 

l nlui ti\c \lode) 

Table~ prc,cnc-. the c,timate, for the moJel de,elopcd by the imuitive approach. 
Th,, mt,dcl contain, variable, that arc ,pecific to the de,ign of the individual 
,ecurity, MAL. SU BORD. SFB\1. and YTCJ. capture cum:nt capital marketcon-
Jit1on~ (TREAS). de,cribe the indu,tr) (013). and de,cribe the pro forma 
capnalization of the tirrn (LTL TD). Of the~e. only TREAS and SFBM arc 
,ta11,ticall) ,ignificant. The ,ign and ,ignificam:e of TRl::AS i, con,i,tcnt with 
thL· ,tud) b:, Emery and Cogger ( 1985 ). v.ho modcli.:J the yield premia on com-
mcn.:ial paper. In general. the ,ignifirnncc of Trea,ury yield b cun,i,tcnt with 
the oh~ervation of a ••flight to quality" Ju ring period, of high intcrc~t rate,. The 
po,itivc and ,ignificant ,ign on SFB\1 is abo con,i,tent wllh intuition in that the 
larger the value ofSFBM. the more the unamort1ted debt principal b) maturi ty. 
The in~1gnifo.:ance of the other variable, 1, ,urpri,ing. though in each ca~e they 
arc of 1hc expected l>lgn. 

The re,ulh of the pooled moJcl generally rcrnam con~i~tent even when the model 
,, re -Cl>tima1ed over annual period;. . Trea~ury yield rcmainl, po;.itivc and ~ignifi-
canr throughout the )ear!, . SFBl\1. however. 1;. po!>itive and ~ignificant only in 
1981. 1982. and 1984. In 1983 SFBM il> c,timated to be negative and in;.ig:nifi-
cant. Other variable;, remain 111;.ignificant in the annual rc-c;.tim.ite;.. 

The c,planatory po\\er of the intull1\C model c,timatc. a, mca~ured by the r-
,quurcd of .596. i;. con;.i,tent with the ;.tudie, of other researcher~ reviewed in 

Secuon I. When the c,11mate, of the model arc di!>aggregated by year. the r-
:,quared me, a, high a., .801. and in three of the year;. 1:, higher than the c:,t1matc 
of the pooled equation . 

"Bc,t E;.tirnatc~•· Kegrcssion \lode! 
A, a check again;.t pos:,ible re,carcha bia!>. yield-premium models were 

e!>tim.Jtcd using .Jn "all po~,ible combination:, " regre;.;.ion ;.oftwarc package. 7 

From thc,c the :,oft ware dctcrmmed tht: bc:,t model as being that which achieved 
the lowe:,t ,core of Mallo"'';, Cp. Thc;,e estimate!>, based on pooled and annual 
data. arc pre:,,,:nted in Table 3. _ . 

The e;.timate;, ba~cd on pooled data are presented in the first group ot e umate · 
The ~ign and ., ignificance of Treasury yield and SFBM are con;.istcnt with the 
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Model: 7f 
i 

Ob crvation 
Period 
1981 -1984 

1981 

1982 

1983 

1984 

Table 2 

Estimated Regression Coefficients Derived from 
Trial-and-Error Approach 

= a + b1 (TREAS) + b2 (MAL) + b, (SUBORD) + b4 (013) + b5 (SFBM ) 
+ b6 rYTC) + b1 (L TL TD) + ei 
(I-statist ic~ are presented in parentheses.) 

a b1 h2 b3 b4 hs b6 
-589 .99 54. 16 1. 90 23. 15 15.66 I. l 8 2.79 

(-6.73) (10.84) ( I. l 3) (1.11) (.69) (4. 70) (1.30) 

- 1181.63 88 .25 3.34 -20.4 -36.4 J .15 4.57 
(-7.00) (8.46) (.99) ( - .48) (-.70) (2.19) (1.07) 

-613.91 57.47 - .803 14.17 -27.67 1.51 1.26 
(-2.63) (4.41) (-. 169) ( .21) (-.41) (2.14) ( .25) 

- 1088.23 95 .96 2.04 67.56 2.65 -. 101 -.26 
(-5.69) (7 .36) (1.17) (2. 88) (.102) (-.36) (-.12) 

-587.66 60.32 -4 . 13 -11 .8 19.84 1.07 '.1.28 
(-2.37) (4.15) (-.8'}) (-.44) (.756) (2.45) (.40) 

Adjusted 
b, r-square F N.OBS -----

-3.64 .596 32.2 149 
V) 

(- .525) 

-7.82 .801 21.07 36 
(-.64) 

2.99 .544 8.34 44 
(.14) 

2.89 .739 13 .96 33 
(.31 l l 

-7.55 .628 9.44 36 
(-.874 



c~1ima1e~ under the mtuiuve approach. But abo mcluded is a third factor. MEAN, 
the average operating income of the firm for the paM nine years. MEAN is 
~ignificantly positive. suggesting a positive relation between ~ize and yield 
premium. The adjusted r-square<l for the pooled model is .646. marginally better 
than the estimates under intuitive approach . 

When the modeb are re-eMimated by )ear, there is a ,ubstantial change in the 
composition of the model. For in~tance, in I 98 I. the "best" model has four fac-
tors. SFBM. TLTD. and the two rndustry dummy \ariables. 013 and Dil. 
Trca~ury yield doe~ nnt appear in the equation. SFBM ha, a sign consistent with 
all previous estimates. TL TD i~ positive and ,ignificant, ,uggesting a positive 
relacion between total debt outstanding and yield premium. And che two industry 
dummie, arc significant and negative. The Hquared for the 198 I esumace is .79. 

The following year. 1982. show, a three-fa<.:tor model. mcluding YTC. SFBM. 
and DI I. SFB~1 and DI I arc consiscent wnh previous estimates. YTC is ,ignificant 

Table., 
lle,t 1:.~timate, l'ndl•r 

,\ 11-Po~,ihle-Su b~et~ Regrc,,~ion 

Oh,~nalion \ ari.ihle btimated \(allcrn \ .-\dju,ted 
Period "-ame C oeflicient htati,tic Cp r-squared F r,;.QBS 

II/XI 1984 J:-.:TERCEPl -48/i M 566 
~FB\I I 45 5 05 
rREAS 47 -19 l<.14 -3 97 Ml\ 418 68 
\IE:\;\ 

,, 2 12 

II/XI l\"TERCl::PT -11\I -1-1 7 2X 
\FB~I 2 (1(1 6 07 
TLTD 1~6 ')<.} - 5.J 7<.J() 17.9 19 
D11 -30() 2 -.U3 
D11 -237 6 -J Iii 

1%2 J\"TERCEPT 567 Ill -182 
YTC -26 52 -1 27 0-1 MO 9.32 15 
<,FB\I 2 li<.J -l 11-1 
D11 -232 I K 3 07 

l<Jk.1 l'.\Tl:RCF.PI 113] 36 -734 
TREA5 l!Xl KO K 77 -1.-1-l 842 -16.31 18 

SU3OR[) 80 9Y 3 6lJ 

1%4 1:-.:TERCl:PT -918119 -.J.33 - I.lib 675 32 2-l lb 

fRE..\S HO 19 5 I\K 

. I I h . k 1· be1· ng called the lower "'uh a neoa11ve sign. ~uggc~11ng chat l lc owcr t c n~ o · 
the vii.:ld 0 premium. The r-,quarcd in th1~ model ii, .64. 

The modcb for I 983 and 1984 arc con~iderably ~honer. Both include Trca~ury 
vield a~ a po~itive effect. The 1983 model inclu<le, the !>Ubordinated dummy 
- . • h . · 11 1984 Trea ury variahle. \1-hich appear, to add 81 ba!>I!> ~ornt~ al_ 1 e margin . 1 • •1984 
yield j~ the on!) factor. The r-!>quarcd 1s .842 1n 1983 and -675 _in_ m~dels 

In !>hort, 1he all-pos~ible-~ubsets regres~ion approach yields predictive 
6 



rather different in form from the intuitive approach. In addition, it is found that 
the "best" model can vary rather significantly when estimated on a non-pooled 
annual basis. However , in terms of general explanatory power, both approache 
provide generally similar results; the adjusted r-squareds of this study are of similar 
magnitude to the unadjusted r-squareds of other researchers reviewed in Section I. 

Empirical Result 
Predicted and Actual Yield Premium 

The pooled and non-pooled versions of the trial -and-e rror and all -possible-
subsets regression estimate, were used to predict the yield premia on leveraged 
buyout deht. These predicted premia were then tested for the ,ignificance of 
difference using a paired ,ample btatistic. The actual and predicted ri,k prcmia 
and paiml sample t-statistic~ are pre~entcd in Table 4. 

Actual 

Predicted 

I. Determini,tic Model. 

Table 4 

Actual and Predicted 
Yield Premiums 

(Basis Points) 

Yie ld 
Premium 

283.5 

Pooled 93.38 

2. Determmi,,tic Model, B) Year 74.2 

3. Bc~t fatimates Model. Pooled 91.6 
4. Best Estimates Model. By Year 128 . 1 

Oiffercncl' 
From 

Actual I-statistic 

190.I 7.99 

209.3 8 51 

191.9 8.00 
155A 5.76 

The yield premia on leveraged buyout debt are found to average 155 to :!09 
ba,,1~ point, higher than predicted by the models. The a sociatcd paired-,ample 
1-statistic, ranged from 5.76 to 8.5 I, indicating a significant difference above 
the .001 level. 

The average residuals were panitioned by heniority and type of debt man attempt 
to determine whether the deviation from predicted value, originated in panic:ular 
segments of the capital structure. Table: 5 prc,enb the average residuals by debt 
category . 

The tabulation shows that residual yield premia are relatively small in the bank 
loan (82 basis points) and ,enior-sccured ( 15 basis point ) categorie . . On the other 
hand. the residuals in the senior-unsecured and subordinated categorie are 226 
and 312 basis points. respectively. An F-tcst of this part ition gives a statistic of 
3.64, indicating ,ignificance at the .017 level. The character istic which explains 
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the magnitude of re. iJual yield prcmia i~ the pre,cnce of a ccu ., I · w . reu c aim on the 
a !.el . hcther re,1duab of 82 or 15 ha!.i, point, above J·unk bo d · Id · · f · · · · b n y1e s are atr I eyonJ the cope of tht!. paper. But !,tnCC JUnls il,!.Uei. are rarely d 
the re,1dual, imply that LBO yiclth on ,eeured debt arc n<>t b I h secu_re . d . e O\\ t o~e of Junk 

ebt. The ,ame ma; be ,a,<l for the more comparable ,cmor-un,ecured and, bo _ 
d1m11ed Lategones. u r 

l'ahle 5 

Diffrrcntial 'i ield Premium 
Partitioned h~ T) pe of Credit 

Ba,ecl on Be t-E,timatc, \lode!. B~ Year 

B,rnk Ll>an cSe111,1r. i.:cun:dl 
Other Scnlllr. Seu1red 
Sen1l>r L n,eL·urcd 

uh11r<ltnat.·J 
TOTAL 

S1gnthc.int .11 ll 17 t.:,·el 

Diffrrcntial 
\ icld Premium 
(Ba,b Poinh) 

82 Oo 
15 02 

311 89 
220 -l8 
15.5 -l 

( licntdc f,Jfcl't: ·1 e,t of Homoj!encit~ of Pricin1,: 

'\ .OBS 

33 
2 
5 

27 
67 

The ,1r1k111g finJtng'> ot the prcLe<ling ,ect1nn m, 11e tunhcr c\aminauon If 
LBO <l•·bt .im.l Junk tkht an.: ol roui;hl) Lomparablc mk. \\hat might i.:\plam thi! 
h1ghl.!r ) 1dd. llll LB(> Jcht'1 One hvpothc,1, 1, th,11 all LB<> Jcbt t!. ..,,mp!) priced 
10 ) 1cltl a higher r:.itl.! regurdh:,, nl the feature, of the ,,,uc, or the MUl!r. Thi' 
..,. ould ht1ld. for m~tam:l.!. 1f LUO <lcbt and 1unls Jcht arc pnccd tn d1lkrcn1 
,egml!'nh of thL· i.:apnal market \ priori th1, b ,1 rca,onablc e,peciauon ~incc 
\Jrtuall) all LBO dcbl 1. pri,·atd) placcd. ).tncc 11ur ,ample of JUnls t).!>UC. ar~ 
puhlil- pla<:cments. Cohan 15 j lound that yield, un pnvatcl) -placeJ debt ar~ 
undorml) higher than puhlidj-pla•·ed Jcbt Thu,. thl.! h1~ha) teld, might ,1mpl) 
rc0ct:t the cJ1ttcrl.!nLc hct\HCn ) idtb m the publtd) ,tnd pnvatcly-placcJ J •bt 
market,. The higher yield~ rn1gh1 rcllcct the ,earnt) of rnvc,wr, \\ho are 
oph1,11cated enough to undcr,tan<l and are willing 10 inVl.!!.l 1n LBO, . Thi, 

h) pothe\l,. whith I call the Generic Effect H) pothc~b . would predict that in 
a regrc"1on of) 1cld pn:m1a agam,1 cxplanaWr)· variable,. jun ls and LBO i ,ue, 
woulc.l have ,1gnt 1cantly <l1ffcrcnt 1ntcn.:cpt, 

A ,econd po"iblc h) pothe"!. i, that Ll30 l\3ue, "ill be priceJ 3ign11icantl) 
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Jiffcrently, ba. ed on certain (i.e .. not all) features. This too might be termed 
a clicncclc effect. Thb hypothesis suggc, ts that investor~ "price·· certain funda-
mental determinant~ of risk Jiffercntly with rei.pect to LBO debt a:, compareJ 
to junk Jebt. The first hypothe:,is hold that it is the LBO per e which the creJit 
markets price differently: thb hypothesis holds that it is risky fundamentab in 
the c ntcxt of an LBO which are priced differently . For example. Miller r231 
ha:, pre:,ented a rationale for the existence ofleverage clientele~. where investor:, 
with low tax expo ure prefer to invest in firms with high debt. Kim. Lewellen. 
and McConnell I 19] find a ~mall but significant leverage clientele effect. Perhap 
there are leverage clientelc effect~ in the debt market~ . If the Fundamental Risk 
Hypolhe i. i:, true, being an LBO target will interact with tho~e fundamental 
feature:, to prouuce a significant effect on the yield premium (i.e .. a :,hift in the 
:,lope coefficients) . 

The "lull Hypothe i b that the yiclu premia are determined by .,pecific 
characteri. tic:, which are priced the ~ame regarules:, of whether the debt i~ a jun!,, 
or LBO 1s:,ue. Under thi~ hypothesii.. the intercept term:, would not be ~ign1ticantl)-
different. nor would the interaction effect be material. Thi, re,ult would be 
incon i:.tent with the exi tencc of an LBO debt clientele . 

A te,t of the comparative ,trength of the~e hypothese~ require!, a premium 
prediction model which include, three kmd, of factor~ . Fir,t, 11 mu,t include the 
u~ual firm and i,,ue-~pecific variable, . ,uch a'> tho,e li,tcd m Table I. which 
were u,cd in the premium predktion mndeb. Under the null hyputhe'>i~. only the~e 
, anuble, "ill have any .. ignilicancc 1n predicting the yield prcmia of hoth 1,,ue~. 

Sc ond. the model mu,t include a Jummy variable IDLBO) indicating whether 
the md1v1dual debt i,:,ue i:, relatcd to an LBO Under the generic effect hyporhe,i!>. 
th<! coefficient of thi, variable wall be ,ignificant. 

Third. lhe mo<lel mu,t include interaction effech between the LBO ,ariablc 
and the firm• and i\i.Uc-.. pec1fo.: variable, . The,c variable, are computed ;,t, the 
product of DLBO and th.: fundamental variable, . Under the fundamental effect 
h;pnthc,b . all or ,omc of' the coefficient~ on thc~e variable~ wall be ,ignificant. 

To rc~tatc 1hc tc,t de~ign in econometric term,. the LBO dummy vanablc and 
1ntcract1on term-, te,t for a ,h1f1 m the e,11mated coefficient, due: l\l the !) pc of 
1~~uer. LBO ,w,u, conventional S1gmficam:c ofthc,c coeffic1cnb ,,ould indicate 
1ha1 LBO ) icld premm an: affected Jifferently than jun!<. t'>nnd premia. 

The re!,ulting ewlanator) model i, given at the top of Tabk 6. To e,timatc 
1h1, model the ,ample, of LBO and non LBO i,,ue, "ere combined 1ntn nnc 
,umplc . The mlltlcl wa c,umatcd from oh,crvati<m, for which there wa, 
complete informat1un on the \am1ble, Ill th1, model. 

Table o prc,ent~ the c,11mate, <>ftlm model. Among the main effect,. Trca,ul') 
vicld :ind SFBM arc po~1tive and ~ignificanl. i.:oni.1,tcnt wuh the nmdch dc,cribeu 
;n Section 2. More· ~1g111ticantl! . the leveraged buyout dummy \anable i, not 
,1gnilicc1n1. ,uggeMing that the yield-premium rc,1duab de,cnbcd in Section 3. 1 
are not due w generalized higher yield prcm1a on leveraged buyout d~bt. 

Jn,tead. the interncuon effect:, prc~ented in Table 6 ~how that th.: higher yield 
prcmia in leveraged buyout debt arc ,ignficantly affected by ~uboruination ;.ind 
pro formc1 capical ~tructure. Subordination m lcverageu buyout, add, 174 ba,i, 
pnint, on ;ncragc (I=:!. 73). Anu) icld premia vary anvcr,ely "1th the equit)·lll· 
a,,er, ratio (t =2 .07). 
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Table 6 
Estimated Regre sion oefficients 

Model: T = a + b1 (DLBO) + b: (TREAS) + b3 (YTC) 
+ b, (SFBM) + b1 <MAL) + b6 (SUBORD) 
+ b, (D13) + bR /COVGJ + b9 fTL TD) + b10 (EA) 
+ b11 (DLBO~TREASl + b1: (DLBO*YTC) 
+ bn (DLBO*SFBM) + b14 IDLBO*MAL1 + b15 (DLBO*SUBORD) 
+ b16 (DLBO*D13) + b11 (DLBO*COVGl 
+ bis ( DLBO"TL TD! - b19 (DLBO*EA) + e 

Variable C oeflicien t Estimate I-statistic 
CONSTA'H a -499.98 -3.09*** 
DLBO b1 151.81 .59 
TREAS bi -16.39 4.-14*** 
YTC bi 7.32 .80 
SFBM b, 1.29 2.51 * 
\1AL bs -.41 -.08 
SCBORD b6 12.11 .31 
D13 b1 22.65 .52 
COVG bs -1.29 -.14 
TLTD b, .00001 .44 
EA bio 16.94 .10 
L•TREAS b11 11.90 .64 
L*YTC b1: -4.56 -.-13 
L •SFB\f b13 -66J3 -1.13 
L"\<IAL b,, -1-UI -1.60 
L~Sl'BORD b,s 17-UO 2.73** 
L"D13 b" 22.97 33 
L•COVG b11 34.11 .87 
L"TLTD b1~ .00006 1.20 
PEA b19 -519.71 -2.07* 

Adjusted r-,quared .372 
F-~tat1~t1c 4.83 
Standard Error of the E~t1mate 142.29 
r--;umbcr of Ob,crvation~ 124 

•**Significance Better Than .005 
**Significance Ben~r Than .01 
*Significance Better Than .04 

On the ha,i, of the~e re~ults. the null and generic effect hypotheses are rejected. 
However. we cannot reject the fundamental risk hypothesis . This suggests that 
the po~itive re~idual yield premia on LBO debt over junk debt presented in Table 
4 arc not attributable to naive pricing behavior by investors-i.e .. requiring higher 
returns on LBO debt per se rather than fundamental differences between LBO 
debt and non-LBO high-yield debt. In tead. the results suggest that inve tors price 
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certain fundameatal determinants of risk differently in LBO debt a compareJ 
w olher issuei,. 

Summar., and onclu ions 
Thi, study of the yield premia on leveraged huyout debt wa prompted by an 

interest in the on entional percep11on that inve~tor!, in thei,e i~sue!, are not 
compensated for the ri,k which they a,,ume. Thi~ ban intereMing i,!,ue not onl}' 
hecau,e of the current prominence of the LBO phenomenon. hut abo becau!,e 
the determinam · of yield prem1a in the low-quality end of the debt markeb arc 
largely unexplored . 

A straightforward test of risk-adju~ted return~ on LBO debt b infea ible due 
to the limited information on issuers and issues of LBO debt. Virtually the only 
~tandard of comparison i~ the return on other (i.e .. non-LBOJ lo\\ qualit) deht 
bsuc!>. Accordingly, a yield-premium prediction model wa~ e ti mated from a 
sample of new-issue. low-grade debt. Four ~uch model~ were e~timated. two from 
a pooleJ sample and I\\O from annual i.amp)e!,. Thee planat0r) power of thc,e 
moJel,. mea ured by adju,ted r-squared. 1i. comparable to the modcb of other 
re.earchcr~ on debt premia . The data for leveraged huyout, v.crc u~ed in the~e 
moJel to predict yield premia. The actual and predicted yield premia were 
compareJ. 

• 

• 

The principal finding!, of thi, ,1udy are a~ follows: 

Yield premia on leveraged buyout debt range from 155 to 209 ba 1, point;, 
higher than the premia L'0n,1,tent with other low-grade debt. PaireJ-sample 
htatiMic!, show a highly !-.igmlicant difference between the predicted and 
actual premia. 

Type of securicy (bank loan. senior-secured. senior-unsecured. and 
subordinated) explains significant variation in the yield-premium residual 
Unsecureu and ,uhordmated issue, show re~iduals of 312 and 226 basis 
points. Bank !nan and senior-secured issues show resiJuab and 82 anJ 15 
basis points. respectively . 

Superficially. by the standard of other low-grade debt. the yields on LBO deht 
appear to he supernormal. This finJing contrasts w11h the convenuonal 1hinkmg 
that adjusting for risk. return, on LBO debt an.: unattracti\le . However. these 
positive res1Jual premia raise the possibility that LBO debt simply b priced 
differently by investor : for inMance. there exi;,t chemcles of limited numbers 
of 1nvc tors who are v. ii ling to invest in LBO debt and require higher yield, than 
on junk issues. To teM thi~ possibility a model was estimated using the comhincd 
sample of LBO debt and other low-grade is!>ue . The C!,llmate~ rc\ealeJ that: 
• Leveraged buyout yield premia ure hi.gher on average than prcmia on junk 

deh1 becau~e of difference!, in pricing subordination anJ capital ~tructur<! 
ri~k. We annol reject the po~sibility of \ubordina11on and leverage chenteles . 

These findingi. present a challenging picture of leveraged buyout financing. 
By a . imple tandard of compari!,on. it doc~ not appear to be les attractive to 
invest in leveraged buyout debt a~ opp ~ed to other i sues of low-grade secu rities. 
However , the findings abo ·uggest that investor in the market for leveraged 
buyout secu rities price specific aspect!, of the LBO issue and i. suer differently 
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than Jo other ,ecwr, of the fi,eJ-inrnme ~ccuritie!, market price conventional 
i,,ue,. 

Unfortunately. the prMible dientcle effect complicates the bottom-line 
com:lu\ion. If there i, an LBO Jcbt dientelc. it will be necc,,ary to model its 
required yield premium rather than take the yield premium on j un k debt as the 
,ra ndard of comparison . To do thi,. mar,y mmc observation, anJ much more 
information will he rcquireJ than arc pn.:,ently available . Howeve r, until that 
time. we can at least ob,erve that LBO deht premia are not lov. compared to 
other in\·e,tments 111 the ,ame general ri!,k da~!>. Thi, conclu,ion. at least. affords 
a fre,h pcr,pective on the LBO phennmennn and particularly on the compari,on 
w LBO creditor, . 

To explore further the origin, of the d1cntclc effect i, beyond the scope of 
thi, ,1udy. But th.: finding, herein invite future re,earch abnut the C•)nsistency 
anJ r..itinnality of pricing in the low-grade cm.I of the debt market and about the 
po,sible e,d~tence of im'e'.,tor dienteie, who may have a ,pecial appetite for the 
ri,1-..-return ch.·racteri,tic, of I .l:lO debt. 

Footnote, 

~1 than!-.. Richard l\kEnally and Andrew Kalotay for helpful comment in the 
formati\ e ,tagcs of thi, !,(Udy. TodJ McCalli,ter and Stewart Groc.-ncveld-Meijer 
provided \aluable rc,earch a~~•~tancc and ,ub,tamivc ~uggcstions. The Sponsors 
of the Colgate Darden Graduate School of Bu~ine,, provided financia l ~upport . 
Hov.cver. none of thc,c partie~ b rc~pon,ible for detect\ wh ich may remam. 

1W.T Gmnm and Company e,timatcd that 111 1979 the value of li rms going 
private \,a, %3fi m11lion. 8~ 1985 r.s. \!C\\ S and World Report e~tJJnated the 
value of leveraged huyouh tn be 524.6 hi I hon. ( L.S. \'cm, and World Report. 
November 18. 1985.J 

~To date. rhe onl) publi,hcd empirical ,rudy of leveraged buyout~. by DcAngelo 
ct al pq tocu.,ed on rhc return, to ,elling ,hareholder~ . Lowcn,tein [21 I 
,ummariLc~ many of the critici~m~ of buynub . 

'Rnbert Miller of Cong re" Fmanl:1al Corp .. quoted 1n "Fearing New Loan 
Trouble~. Bank!> Start to Sour on Leveraged Buyout,.'' 111 Wall St r rct Journal. 
Mav 8. I 984 . See abo "On a Buyout Binge and a Tal-..cover Tear," by Fel ix 
Rohatyn in \\'a ll Street J ournal. M.iy 18, I 984; "The Levcniging of America." 
hy John S. R. Shad m Wall Street Journal. June 8. 1984; and " Who' s Got the 
Leverage:· b} the Editor,. \.\a ll Street Journal. Jun e 21. 1984 . 

'Thi, method i~ u,ed prominent ly rn rc,earch on the high-y ield segment of the 
bond marke t. See Blume and Kei rn ]3 1. Hickma n I 15] . Atkin~on and Simpson 
[IJ. Fraine and Milh JD!. and John,on J18J . 

51n addi tmn to U\ ing the yie ld premium a~ the depe ndent variable , the relat_ivc 
ri~k premium wa~ u~cd . fo ll ow ing Lamy and Thomp!>0n 120] . But the resulting 
estimates were immate ria lly Jiffcrent , and for brevity are not presented here. 
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6 Mallow'i, Cp ii. dil,CU i.ed in Dame! and Wood ([7]. P. 86) and ii. computed ai.: 
RSS 
52 

Where: RSS 

52 

p 

= 

= 

= 

Rc,idual um of i.quare\ for the bc,t subject being tei.ted. 

rc,1dual mean ,quare ba,ed on the regre,\lon u,ing all 
independent \"ariablei.. 

Number of variable, in the beM wb,et mdudmg the 
intercept. 

Number of <:a,c,. 

Bc,t ii. defined ai. the ,mallcl,t Cp. 

7Thc .. all pmi.1ble rnmbination,·· rcgrei.i.1on \ofiwarc package Ul,t:d \.\a, that 
of BMDP S1a11,11cal Soft\.\arc. Pubfii.hcd b) Umvcr,ity of California Pre\\. 1983 . 
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