INTRODUCTION





	Before divulging into the concepts of leveraged buyouts (LBO’s), I would like to clarify on the meaning of an LBO. Several authors have provided different definitions. Bryan Burrough and  John Heyler, the authors of a best-selling book, Barbarians at the Gates, describe an LBO as the following...


A small group of senior executives [usually working with a Wall Street partner] proposes to buy its company from public shareholders, using massive amounts of borrowed money.








According to Burrough and Heyler, an LBO must involve the incumbent management who form a group, known as a Management Group. Such a group of incumbent managers is the principal actor initiating the buyout. This indicates that an LBO is not a hostile takeover, in which an outsider utilizes debt financing in order to purchase a company. Others do not take such a restrictive view of who initiates an LBO. According to Eugene F. Brigham and Louis C. Gapenski, authors of a financial textbook, Intermediate Financial Management, an LBO is a process in which..





The entire equity of a publicly held firm is purchased by a small group of investors which usually includes the firm’s current senior management. In some of these transactions, the current management group acquires all of the equity of the company. In others, current management participates in the ownership with a small group of outside investors who typically place directors on the now private firm’s board and arrange for the financing needed to purchase the publicly held stock. 





Brigham and Gapesnki allow for the possibility of the absence of a management group in the initial process by using the word “usually”. Nevertheless, it is most likely that the management group would be involved. A major reason is that management holds the crucial information from which a precise value of the firm is determined. On the other hand management is required by law to cooperate with prospective outsider investors in a merger or a buyout. This process is termed due diligence. Outsiders may invoke due diligence, however, it has been shown that the legal system has not been “diligent” in forcing incumbent management to fully cooperate. This was demonstrated in the RJR-Nabisco bidding war between the Management Group and Kravis, Kohlberg, and Roberts (KKR). Finally, Michelle Garfinkle, an economist at the Federal Reserve Bank of St. Louis, describes an LBO in this way...





An LBO is simply the purchase of a firm by an outside individual, another firm or the incumbent management with the purchase being financed by large amounts of debt...the target firm can be a free-standing entity or a division of a public corporation.





Garfinkle is the least restrictive in defining the role of the incumbent management in an LBO. Like Burrough and Heyler, Garfinkle also emphasizes on the degree of leverage. The large amount of debt used in LBO’s is a crucial aspect of LBO in both financial and political spheres. Since the target company takes on a large debt burden, the immediate plan is to sell parts of its organization in order to pay down the debt. It is this process which begs the question. Do LBO’s destroy corporations or prevent them from decline. Other questions will be addressed in this discussion. Was the LBO craze of the eighties greed out of control? Who were and are the winners and losers? Did LBO’s have the effect of maximizing the value of companies or the opposite effect?





WHAT STARTED THE LBO TREND IN THE 1980'S?


	During the 1980's, high-yield bonds, which became a household term known as “junk bonds”, emerged as an important tool in securing the funds needed to launch an LBO. In a process referred to as “merchant banking”, a partner in an LBO provides his or her own money. This provision of funds is known as a “bridge loan” and these type of loans are refinanced by junk-bonds (Burrough and Helyer, 1990). On average, 60 percent of the funds needed to takeover a company came from secured debt and 10 percent came from their buyer via bridge loans. The remaining 30 percent of the funds came from junk bonds. The reason why junk-bonds played a key role in an LBO’s is their speed in which they were sold. Historically, money secured to fund LBO’s came from insurance companies which were slow in approving these loans. In the fast paced atmosphere in the takeovers of the 1980's, funds needed to be raised instantaneously. 


	Mike Milken of Drexel-Burnham was the pioneer of the use of junk bonds in corporate takeovers and LBO’s. Milken’s notoriety stems from his 1988 indictment for insider trading. Milken and Drexel-Burnham were the leaders in the high-yield bond industry. Another rising star of the period was Henry Kravis. KKR, led by Henry Kravis and his cousin George Roberts, became the leader in the LBO industry. Henry Kravis was more aggressive than his cousin George Roberts and for the purpose of simplicity, Kravis is usually used synonymously with KKR.  Kravis was sought by firms that were targets of corporate raiders. KKR was a loyal partner of Drexel-Burnham and the two firms provided the funds to secure LBO’s in defense of incumbent management of such firms that faced hostile takeovers. KKR’s two big trophies were the two largest LBO’s in history -- Beatrice in 1985 and RJR-Nabisco in 1988.


	


THE CASE OF BEATRICE


THE BEGINNING: 1890-1939


	The company originated in Beatrice, Nebraska as a partnership. Haskell & Bosworth, a wholesale producer dealership was founded by George Haskell in 1891 and they chiefly distributed butter, eggs, and poultry. Haskell & Bosworth entered the dairy processing industry in 1895 and was incorporated under the name the Beatrice Creamery Company. In 1905, they acquired the world’s largest creamery, the Continental Creamery Company of Topeka and established a regional dairies brand “Meadow Gold”. George Haskell died in 1928 and his nephew, Clinton Haskell, became president of the company. Clinton Haskell had three goals: 1) Expand the creamery sector 2) Diversify into additional product lines 3) Expand regionally by establishing manufacturing facilities on the East Coast (Baker, 1992).





DIVERSIFICATION: 1940-1976


	This era saw an enormous expansion of the company.  Beatrice not only continued to expand regionally and acquire more creameries, but they entered several industries and became a multi-national conglomerate.  Examples of the acquisitions conducted by Beatrice include La Choy Food Products in 1943, Creameries of America in 1952, D.L. Clark Company in 1955, Cie Lacsons, a Belgian dairy in 1962, and Stahl Finish and Polyvinyl Chemicals in 1965. They also purchased 26 new dairy plants in the United States and a condensed milk plant in Malaysia. 


	Clinton Haskell died in 1952 and William Karnes took the helm. Corporate strategy under Karnes was primarily based on decentralization. Beatrice became a holding company in which the top executives focused their resources on acquisitions and controlled the firm’s capital expenditures. He delegated operational tasks and personnel decisions to the divisional CEO’s. 


Karne’s tenure resulted in sales climbing from $235 million in 1952 to $5.6 billion in 1976 and total returns to shareholders stabilized at 14 percent annually. Beatrice had divisions in 27 countries and operated in many industries. The source of strength of Karne’s strategy of decentralization was central control of the allocation of funds and headquarter’s utilization of knowledge and opinions of the managers of the acquired firms in the operational sphere. The economy was booming in the 1950's and 1960's, however commercial banks were reluctant to lend adequate funds to small, private companies that were usually family owned. The problem at this time was the lack of managerial sophistication of both these banks and these small companies. The banks failed to see the potential value of the assets of these small companies. Beatrice was willing to provide the capital while having a hands-off policy in relation to the companies’ operations.


	


STRATEGIC SHIFT: 1977-1986


	Karnes retired in 1976 and William Mitchell became the Chairman and Chief Corporate Officer and Wallace Rasmussen became CEO. Mitchell and Rasmussen differed on their views of Beatrice’s future. Mitchell sought to sell off some of the acquired companies whereas Rasmussen wanted to continue to expand. James Dutt replaced Mitchell and Beatrice continued to grow. Rasmussen and Dutt, however differed from Karnes in several areas. They invested much more on marketing which critics later argue was a huge waste of resources. Beatrice under Rasmussen shifted from purchasing small companies to larger public firms. Beatrice purchased Tropicana for $490 million in cash and preferred stock. They topped Kellogg’s offer by $146 million.


	James Dutt became CEO after Rasmussen retired in 1979.  At this time Beatrice’s sales were up to $8 billion, had 80,000 employees and they operated in 90 countries. Problems emerged in 1981 when he divested 50 companies and 15 divisions and used the proceeds to purchase Coke Cola Bottling Division of Northwest Industries for $580 million in cash. This angered many shareholders because Beatrice paid $450 million over book value and was 22 times over Coke Cola’s earnings. Dutt also reversed the policy of decentralization. He established broader product lines, national marketing and advertising drives, and national distribution systems. Dutt argued that since Beatrice’s chief competitors such as General Mills and Procter and Gamble were consolidating operations and expanded their marketing, they must do the same. Dutt also reorganized the company into larger but fewer free-standing business operating in the company’s principal marketing areas (Gazel,1990).


	In May 1984 Dutt launched a takeover of Chicago-based Esmark, a company that held four major lines of Swift & Co. This decision revolved around events which took place since February. Esmark, under the leadership of Donald Kelly, purchased 1.5 percent of Beatrice’s total shares outstanding. This spawned rumors that Esmark and their partner KKR were preparing to take over Beatrice. In May, KKR and Kelly agreed to go through a $55 per share LBO of Esmark. Dutt responded by offering $60 per share and subsequently took control.  The financial press heavily criticized Dutt’s decision to acquire Esmark. Despite Dutt’s contention that Esmark’s Swift product lines fit well with Beatrice’s product lines, many charged that Dutt’s move was predominately motivated by retaliation against Kelly and KKR.


	Unfortunately for Beatrice, poor financial performance accompanied Dutt’s change in strategy.  Net earnings dropped by 34 percent and annual earnings per share dropped by 36 percent during the first quarter of 1983. This was contrary to Beatrice’s thirty years of  record- breaking performance in sales and earnings. Poor performance continued throughout 1984. The board of directors forced Dutt from power on Saturday August 3, 1985. The market responded very favorably to his resignation in which the company’s market value jumped by more than 6 percent the following Monday.


He was replaced by William Granger and William Karnes was brought back to Beatrice as the chairman of the executive committee of the board of directors.


	 


LBO AND DIVESTITURE: 1986-1990





Initial Liabilities and Equity


(Millions of Dollars)


Bank Debt				$3,300


Subordinated Debt			  2,500


Assumed Debt				  1,050	


Non-current Liabilities			     834


Preferred Stock				  1,200


Common Stock				     417


Proceeds from Sales of Assets


(Millions of Dollars)


Avis		              			$255


Coca-Cola Bottling				1,000


International Platex				1,250


Americold					  480


Dairy Products				  315


Webcraft					  225


Arrow-Head				  400


E-II				                 1,640


International Foods				  985


Tropicana 				                1,.200


Fisher Nut					  150


Beatrice				                 3,164





	In October 1985, KKR and a management group led by Donald Kelly orchestrated the largest LBO at that time. They bought out Beatrice offering $50 per share which was 53 percent over the price when Dutt resigned. They immediately moved to sell off  large parts of the company in order to raise the $1.5 billion to meet the first two interest payments. These divestitures included Avis car-rental, Coca Cola’s Bottling Division, International Playtex, the Dairy Products division, and Webcraft Technologies. By the end of 1986, Kelly’s team managed to generate $3.5 billion which enabled them to pay down nearly all of the bank debt. These proceeding exceeded KKR’s initial predictions due to the bull market at the time. 


An interesting note to the end of this case the   fallout between Henry Kravis and Don Kelly. In a 1987 conversation between Don Kelly and Ross Johnson, the CEO of RJR-Nabisco, Kelly assured Johnson that Kravis allowed him to run Beatrice as he wished. A year later, Kravis started to heavily lean on Kelly. Kravis insisted on maintaining final control over all major decisions. (Baker, 1992) 





�
 The Beatrice case involved an LBO and a subsequent complete break-up of the target firms. Between 1987 and 1990, KKR sold all of Beatrice’s components. The tables indicate the initial liabilities and equity at the time of the LBO and the proceeds from the sales of the company’s assets.  The profit earned in this process totaled $1.76 billion. 


THE CASE OF RJR-NABISCO


	The story of RJR-Nabisco revolves around the career of Ross Johnson, who was the CEO during the company’s LBO. Admirers viewed him as a warm and friendly executive with a high degree of savvy. Critics of Johnson believed that he was greedy and put the company in peril. In 1975 Johnson forced Henry Weigl, CEO of Standard Brands, out of his position. Weigl was known as very tight with the company’s cash. The other executives were happy to see Johnson take the helm. Johnson was a stark contrast to Weigl for he believed that management would perform much better with higher compensation. If an executive brought millions if not billions into the company, then is it not right for such executives to enjoy a lot of perks? That was Johnson’s thinking. He continued to expand his sphere of influence.  In 1981 he received a call from Bob Schaeberle, chairman of Nabisco, who proposed a merger between their respective firms. Nabisco and Standard Brands swapped $1.9 billion worth of stock forming Nabisco Brands. Johnson took over the new company in 1984 by strategically placing his people in key positions. A year later, he received a call from J. Tylee Wilson, chairman and chief executive of RJ Reynolds Industries, with another proposed merger. RJR’s board opposed the merger, however agreed to buy out Nabisco Brands for $4.9 billion. They agreed was that Wilson would remain as the chief executive officer and retire in a few years handing the company over to Johnson. Wilson’s people were wary of Johnson knowing how he took over Nabisco. They were also astonished at they way he spent money. Nabisco sponsored the Dinah Shore Club, as well as a several celebrities called “Team Nabisco”. At this point, it seemed that Johnson and his people faced a great deal of conflict with the RJR people. Johnson found a break the following year.


	Wilson secretly spent $68 million on the smokeless cigarette “Premier”. The board was outraged that he launched such a project without discussing it with them. Johnson called several directors of the board announcing that he planned to leave the company. Charles Hugel, one of the board’s directors, argued that the company needs him and suggested that he replace Wilson. The board supported Hugel and forced Wilson to resign. Ed Horrigan, RJR’s operating offer was loyal to Wilson and tendered his resignation. Johnson persuaded him to stay arguing that the company needed his expertise in the tobacco business. Some question Horrigan’s competence since he was the architect of the failed Premier project. It is possible that Johnson kept him in order to form a tighter cohesion between the RJR and Nabisco people. Johnson promoted him to chairman of RJR tobacco and the two former adversaries were now allies facing a common enemy - the rising antismoking movement. Despite the excellent cash flows, investors feared the negative repercussion of future litigation resulting in faltering stock prices. This condition is the predominate reason why Wilson bought Nabisco. He reasoned that the food operations would raise the company’s stock prices. Wilson and Horrigan also believed that the success of Premier would remove the negative image of the tobacco industry. Moreover, surveys found that many former smokers would start using tobacco again if the industry developed a smokeless cigarette.


	On October 19, 1987 the stock market crashed. This was known as Black Monday. RJR-Nabisco’s stock price fell from the mid sixtees to the low forties. Management bought back 41 million shares in two installments. The first buyback was 20 million shares between $52 and $58 per share and the second was 21 million at $53.50 per share. The market stabilized it at $52. Johnson wished to bring it back to where it was before the crash but feared that the tobacco business was keeping the stock price down. There was talk of splitting the stocks between the food and tobacco divisions, however that idea was abandoned. Johnson had a golf outing with Don Kelly who suggested that he meet with Henry Kravis. Johnson reluctantly met with Kravis who extolled the view of debt being an asset. He argued that debt kept a business tight. Given Johnson’s style, that idea did not sound appealing. Moreover, he noted to Kravis that he did not want an outsider having control over his company. Kelly assured him that Kravis allowed him to run his company as he wishes. This occurred approximately a year before Kelly’s conflict with Kravis began. In the end, Johnson turned Kravis down. Johnson had no problem with going through with an LBO. In fact he proposed this idea to Wilson roughly a year earlier and Wilson balked. Wilson believed that the success of Premier would solve the problem of the stagnation of the company’s stock price. What Johnson did not want was being involved with Kravis. He did not believe that Kravis would act as a “hands off” partner. Instead, Johnson turned to his friend Jim Robinson, chairman and chief executive officer of American Express. Robinson brought  Peter Cohen from Shearson-Leaman into the team.


	Johnson sought guarantees by Shearson-Leaman. His demands include the following. First, there would be no cuts in certain areas of the budget including the Premier project, the jet fleet, and the headquarters in Atlanta. Second, Johnson would have veto power over the board’s decisions. Third, he would receive 8.5 percent of the equity plus a tax-compensated Shearson loan. Cohen agreed as long as the bid wold not exceed $75. The situation changed when Charles Hugel publicly announced the proposed buyout. Kravis was furious that Johnson rebuffed him and then decided to go without an LBO without him. At a meeting with Cohen, Kravis told him that he had his eyes on RJR-Nabisco for some time and he had no plan to walk away from the deal. He proposed that they could be partners, however Cohen refused. This was the beginning of a drawn out bidding war. As a result, Johnson had to compromise his demands on his partners. .


	Following the announcement of the largest LBO to date, Ted Forstmann came into the picture.  He was an adversary of the junk-bond crowd. He warned the investment community that the LBO craze fueled by junk-bonds would bring the country into a depression. He believed that his attempts to bring Johnson on his side was a crusade against the junk-bond sharks.  Unfortunately, he failed to convince Johnson that only he had “real money” and that Shearson was just another school of  junk-bond sharks. After being rebuffed by Johnson, he tried to go after RJR-Nabisco alone motivated by denying his archrival KKR the largest LBO to date. He eventually bowed out because  lacked the funds.  


	Another Johnny-come-lately was First Boston. Their specialist on antitakeover restructuring, Brian Finn came up with an idea that would have angered members of Congress if it went through. He discovered a tax loophole that was to expire at the end of the year. It would have involved First Boston to purchasing RJR’s food divisions for a bundle of securities known as installment notes. Then First Boston would exchange those notes for cash with a major bank. According to this esoteric tax law which was scheduled to expire on December 31, taxes on the notes could have been deferred for ten or twenty years, creating a savings up to $4 billion.  Analysts believed Finn’s plan would have raised the fiscal deficit by two percent. 


	After the first round of bidding, Kravis came third with $94 a share or $21.62  billion.  Johnson came second with $100 a share or $23 billion. First Boston came up with an imprecise offer between $105 and $118.  The Special Committee, which consisted of the board of directors and a group of advisers, had to consider the viability of First Boston’s installment note strategy. If they determined that First Boston’s proposal was feasible, the stockholders would earn $3 billion more than what the Management Group offered. The first problem rested on fears of government law suits due to the fact that most of the savings stemmed from tax loopholes that were to expire at the end of the year. The Special Committee had doubts whether First Boston could put their package together in time. First Boston lacked the financing to fund their investment.  Their proposal also lacked the details regarding who would own which business after the restructuring of the company. They were concerned that there might be violations of antitrust laws. It was very unlikely that they had enough time to undergo a lengthy review by the Federal Trade Commission. Despite these concerns, the Special Committee approved First Boston’s proposal. The Special Committee wanted some time to more closely examine First Boston’s proposal. This allowed Kravis and Johnson’s people to come up with another bid. It was likely that the Special Committee was never serious about First Boston and their real motive was to get a higher bid from Kravis and Johnson. 


	The final bidding ended up with Kravis winning with their $109 or approximately $25 billion bid. Ironically, Johnson and his partners outbidded Kravis with $112, however, the board did not want to hand the company over to him. The main reason was Johnson’s bad public image. There was a December 5, 1988 issue of Time titled “A Game of Greed” that had his picture on the cover. They RJR employees hated Johnson and Horrigan because they feared that they planned to get rich by breaking up the company. Johnson was not entirely disappointed at the outcome. He walked away with a $15 million signing bonus, a five-year contract averaging $2.6 million a year, and a $446,000-a-year stipend after age sixty. He also kept a positive attitude claiming that he won a great battle for the shareholders.





THE ADVANTAGES AND DISADVANTAGES OF LBO’S


	Since the LBO craze of the 1980's, there has been a debate on the merits of LBO’s.  Opponents argue that new large amounts of debt hinder the company from being competitive due to deep cuts in R&D and the selling off of other assets that are valuable in the long run. Moreover, management teams and their financiers as well as the pre-LBO stockholders benefit at the expense of pre-LBO bondholders, employees rendered redundant, and society at whole. Many insider-trading scandals have involved managers of target firms leaking information about a likely LBO to investors who load up on that firm’s equity. According to a March 9, 1998 Forbes article the LBO market has become saturated in which there are not enough buyout opportunities for investors eager to earn above average returns. Nevertheless, LBO fund managers sell LBO packages because they reap enormous fees. Some contend that LBO’s have no positive impact on the capacity of a target firm as proponents argue. These opponents believe that any apparent benefit is cosmetic in nature and artificially inflates the value a firm’s stock value.


	Proponents argue that LBO’s can be advantageous to the target firm and society as a whole.  A major benefit is the drastic reduction of agency costs are all but eliminated. When ownership is dispersed among a large number of stockholders, monitoring is very costly because it is too difficult for one shareholder to control managerial decisions. They rely on the board of directors to look out for their interests but the question remains whether these directors always perform their fiduciary duties. There are several sources of agency costs in large publicly held firms. Legal contests can arise between management and outside shareholders over the sharing of investment outcomes. Due to information asymmetry, in which insiders have access to information denied to the average stockholder, investment outcomes tend to favor management. Proponents argue that there is no information asymmetry a under a firm owned by a small group. They also contend that the presence of information asymmetry is the major cause of insider trading as opposed to the idea that LBO’s are the culprit. Another agency conflict is over which types of projects that the firm should take. They argue that uninformed owners tend to choose less profitable projects in the long run because they have a short-term outlook. Another problem is management’s reluctance to take on projects that have higher expected returns but entail higher risk. If the project succeeds, management has little to gain, whereas if the project fails, managers risk losing their jobs. I would point out that the last statement ignores the presence of incentives for management such as bonuses and stock options. 


	Aside from agency problems, some argue that debt is an asset. On the surface, it is evident that firms save on tax expenditures because interest payments are deductible. High leveraged financing also solves another problem a company may face. When a firm reaches its optimal size, additional projects will not maximize profits. This condition results in positive free cash flow. The company can use this money to purchase equity permitting it to capture the present value of this cash flow.  The debt burden, in turn, would keep the organization efficient in order to meet the interest payments.





�
CONCLUSION





	The ongoing debate between proponents and opponents of LBO as an effective method to maximize a firm’s value is inconclusive. A safe answer is “it depends on circumstances”. If a company has become too sluggish and the market value of its equity has stagnated, then an LBO has merit. An LBO can also serve as a good defense against a hostile takeover by a powerful corporate raider. This debate parallels the debate between the proponents of maximizing shareholder wealth and proponents of stakeholder interests. Given the large earnings that shareholders win under an LBO, the shareholder wealth advocates see its merit. Stakeholder advocates oppose the transfer of wealth from bondholders to shareholders in such a manner. In fact several law suits were launched by bondholders  to either prevent an LBO from taking place or to be compensated for loss to the value of their securities. Unfortunately for these plaintiffs, the courts tended to put weight only on contractual agreements that force management to inform them on any impending LBO. Moreover, incurring a large debt burden exposes a firm to the risk of bankruptcy. Even in the event that the firm remains solvent, the need to sell assets in order to meet interest payments is disrupting to the lives of the employees. Executives should not be able to earn millions by just “shifting papers around” while putting his or her company on the bloc. Given these conflicts between ideologues and members of corporations and society as a whole, one likely is to take a side based on which hat he or she wears.
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