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l. Introduction

The rise of the public-to-private buyout wave begaarly thirty years ago in the U.S. and
lasted for almost a decade. In this period, (paftgublic corporations thought to be unproductive
were taken private by a group of investors, mostysisting of the firm's management, who
complemented their equity stake with a large portd debt. This is the concept of a leveraged
buyout. Academic research has mainly focused isnptriod (Kaplan 1989a, Smith 1990), reporting
that these buyouts create significant value witghhreturns to capital and positive operating
performance changes of the portfolio firms. Guoakt(2010) have recently reinvestigated value
creation of leveraged buyouts for the period after 1980s. Once again, the U.S. buyouts are
analysed. Kaplan and Stromberg (2008) show thatUthe has the second largest leveraged buyout
market of the world, with a share of approximat&bpbe of all global leveraged buyout transactions
between 1990 and the first half of 2007. Therefbiryestigate the second wave of public-to-private
buyouts of the U.K. to fill this gap in empiricagearch.

Figure 1 presents public-to-private buyouts congalén the U.K. in the last 25 years. It shows
that the buyout market elevated in the seconddfatfie 1980s but then slowed down in 1990. Also,
this graph shows that starting the second halhef1990s a new wave of buyouts appeared. These
buyouts have not yet been analysed on the retaroapital and performance change methodology of
the U.S. studies by Kaplan (1989a) and Smith (1960)}he 1980s and Guo et al. (2010) for the
period afterwards.

Public to private buyouts U.K. (1986-2010)
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| investigate a total of 148 public-to-private buy® announced between 1990 and 2007 and
describe their characteristics. Indeed, | find rgdaalteration in leverage between the pre- and pos
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buyout capital structures. In contrast to the W&, financing of the buyouts involves a lot lessse

of public bonds and equity is mostly provided bingsa combination of shares and loan notes. Firms
that are exited from the private equity firm’s ffolib are divided into four categories, namely it e
through an initial public offering, sale to a ségit buyer, a secondary LBO or a form of distréése
remainder of the firms in the sample that are gtilate or have an unknown status are classiféed a
separate fifth group throughout this thesis.

Next, post-buyout information for 94 firms is gathe to calculate returns to capital and post-
buyout operating performance changes. Returnspitat@re overall large, positive and significant —
the median market and risk adjusted returns to gnel post-buyout capital are 60.3% and 50.5%
respectively. Operating performance changes cantrélde findings of the returns, though. These
percentage changes show overall negative valudsdoiproxies on profitability and return on assets
| then perform six regressions to address factdriehwpossibly affect these operating performance
changes. Overall, leverage change has a positidesignificant effect on these ratios, which implies
the disciplining effect of debt.

This thesis is structured as follows. Related ditigre on leveraged buyouts is provided in
section Il, where sources of value creation of lmyoand U.S. and U.K. empirical studies are
discussed. Section lll explains how | gathered datd describes the statistics of the buyouts on
pricing, financing structure and outcome of thesstments. Section IV explains the methods of return
to capital and operating performance change cdlonk This is followed by a discussion of the
results on returns to capital, changes in opergbadormance of the portfolio firms and the six
regressions on these operating performance changsection V. Finally, section VI concludes the
thesis.



Il. Literature review
This section reviews the relevant literature fas thesis. First, in section 1.1 | summarise key
papers on sources of value creation of leveraggduis. In section 1.2, empirical studies regarding

buyouts of the U.S. and U.K. will be discussed.

[1.1 Sources of value in LBOs

Private equity theory, which is formed by empiricedearch, addresses several hypotheses for
value creation. The pros and cons of leveraged uisyw.r.t. value creation will be outlined in this
subsection. First, the financial structure of thvenfafter the buyout, which involves more leverage
relative to the pre-buyout capital structure, aliotlve firm to perform higher interest tax deduction
from the income statement. The new debt therebgtesea greater tax shield, depending on the
marginal tax rate of the country. Kaplan (1989hjnestes the tax benefits arising during leverage
buyouts for a range of assumptions on the mardaralrate and finds evidence on this tax shield
hypothesis in the U.S. for the 1980s decade. Algqmerforming a regression of the tax payments on
the premiums paid to the pre-buyout shareholderdinkds a very significant value for this coefficie
Guo et al. (2010) also find evidence regardingetfiect of tax benefits on realized returns to Gpit
the U.S. for the period between 1990 and 2006.

Furthermore, in public companies ownership androbate distanced from each other, with a
large and diverse group of shareholders as owrfetlseocompany and management controlling it.
According to the agency theory, the group of shaldehrs acts as a principal and management as an
agent. Management may not always act in favourr@ating shareholder value by e.g. investing in
unproductive projects or building their own empifestheir personal benefits rather than optimising
the value of the firm (see Jensen and Meckling6)l9#hen this agent only owns a small fraction of
the company, it is more likely that his or her ec§ are driven by private benefits. However, when a
company is bought out by a smaller and centralgzedp of investors, mostly involving management,
ownership and control become reunited. The confificinterest, according to the hypothesis, then
mitigates. The agent, now also for a larger patiihgas principal, will experience the effect ofnro
optimal managerial behaviour. Another advantagea admaller and more concentrated group of
investors is the monitoring and control activismoril efficient exchange of information between
management and shareholders results in less agasty and thus more value of the firm and its
shareholders.

A key element of a leveraged buyout is the use tift af debt to finance the transaction.
Higher leverage implies the obligation of highaenest and principal payments by the firm. Thissput
pressure on the earnings of the firm and may chaskruptcy. This control function of debt is argued

by Jensen (1986) to be an important factor foreraheation in leveraged buyouts, as the buyout firm

4



afterwards is better organised to control the agensts of free cash flow. In this case, managelisent
disciplined and bound to focus more on operati@ifitiency, bound to prevent wasting money in
unproductive assets or acquisitions and payingtlmeitfree cash flow to the shareholders. The free
cash flow is defined as the “cash flow in excesthat required to fund all projects that have pesit
net present values when discounted at the releasttof capital”. Moreover, he argues that popular
targets of LBOs are stable and large companieslaxttgrowth opportunities, nevertheless, have high
potential to generate large cash flows. This reldteanother argument of the paper, namely that
particularly these companies have the highest ggeost of free cash flow. Empirical support for the
control function of debt and free cash flow is givey Lehn and Poulsen (1989). They find that U.S.
public firms in the 1980s undergoing a LBO transechad a large portion of undistributed free cash
flow compared to their peers that remained publaguipted and that the premiums paid to the pre-
buyout shareholders was related to this free clash Opler and Titman (1993) also conclude that
firms with high cash flows but low growth prospeate good candidates for LBOs.

Still, not all empirical research on leveraged hatgosuggests that these transactions create
value. Kaplan and Schoar (2005) analyse the pediocm of private equity funds between 1980 and
1997. Surprisingly, the average returns to LBO #uafter deducting fees are below the S&P 500 and
are positively related with fund size and the geheartner's experience. Evidence for a bust and
boom cycle is found due to the fact that duringrbdones more entry by investors occurs. However,
these funds mostly have no subsequent fundraisidgleerefore probably have a lower performance.
According to Phalippou (2009), the principal-ageonflict is not necessarily mitigated after a buyou
Similar to Kaplan and Schoar (2005), this papetestthat buyout funds perform better than the stock
market before the deduction of fees to managets,terperform after. Also, he finds evidence that
managers of the private equity firms are incengigiby the fee-based structure of the contracts;twhi
is not aligned with creating value for the outdiaeestor.

Gompers and Lerner (2000) analyse the relationséiween capital flows into venture funds
and the pricing of the investments made by thosdguThis could imply that an abundant demand for
capital investments and not the fundamentals ofatdsets themselves overvalue(s) the assets. Their
data supports this relationship, especially in sagi¢h the most venture capital activity and growth
venture capital commitments. Also, during high omfl periods it seems rather that demand pressure,
instead of the future prospects of the investmenthe ultimate successes of the firms, driveshep t
valuations. The hypothesis of an overheating buyoatket in the late 1980s in the U.S. is true,
according to Kaplan and Stein (1993). They inveséigl24 buyouts taking place between 1980 and
1989. For the second half of the decade, they fived buyouts to be higher priced and levered.
Moreover, these buyouts took place in riskier inides and especially buyouts financed with junk
bonds were highly priced. In a reaction, banks fmecanore reserved w.r.t. their financing positions

for these later deals and demanded a quicker regratyaf the debt they provided, while junk bonds



replaced private subordinated debt. They arguettieatcapital structure of the firms financed with

junk bond were too vulnerable. This caused findrdigress.

1.2 Empirical studies

United Sates

Kaplan (1989a) examines buyouts of public compafueshe 1980-1986 period. By using a
sample of 76 companies (48 with post-buyout dagigence is found on certain aspects of these
buyouts. Looking at all 76 public-to-private buystite paper shows a premium of 42.3% paid to pre-
buyout shareholdersAlso, the increase in debt is shown by ratioshef mean and median pre- and
post-buyout book values of debt to capitdhe median debt-to-capital ratio rises from beR¥ to
almost 90% after the buyout. Furthermore, high mednvestments returns to post-buyout debt and
equity investors between the going-private and dadi¢ are found (111.3% nominal and 28.0% market
adjusted). These returns are explained by improwé&nie operating income, capital expenditures
(decline, suggesting less empire building) andcash flow. Looking at the net cash flow proxy for
operating improvement, Kaplan (1989a) examinespiteentage changes between the last full pre-
buyout year and the first three post-buyout oned simows a high median changes, even after
controlling for divestitures.

For the period between 1977 and 1986, Smith (18803 an increase in operating returns of
58 buyouts in the U.S. by using the EBITDA (refdrte as “operating cash flows before interest and
taxes”) to the number of employees and total asdee. He also proves these increases are nobdue t
asset sales or employee layoffs. Similar resultsaolan (1989a) are found — thirty-five MBOs appear
in both samples. In addition, Smith (1990) showgkig capital improvements and no rigorous
cutbacks in research and development, advertisingher overhead expenses which could support
short-run cash flow creation. The paper, on thermkttand, concludes that it is more likely that drett
operating efficiency is a result of managementmtiges.

Guo et al. (2010) investigate 192 public-to-priviatgrouts announced between 1990 and 2006
and provide descriptive statistics about the buydliey also find post-buyout information for 94
firms in their sample to calculate returns to c@pdind measure operating performance changes. They
find more conservatively priced deals comparedhi® 1980s and leverage is also lower in their
sample. Returns to capital are overall large arsitipe, for both the nominal and market and industr
adjusted values. However, the operating performahemges seem to be equal to or slightly higher

than the industry. Next, they look at which factoosild explain the changes in operating performance

! Here, the premium is defined as the percentaderdifce between the final offer price and the vaifithe
equity two months before the buyout announcement.
2 Capital is the aggregate of the market value aftg@nd the book values of preferred stock anall ébt.



and find the leverage change and CEO replacemerigsras significant. Finally, they show that the
returns in their sample are driven by operatindgoerance, industry and market valuation multiples
and tax benefits of debt.

United Kingdom

The main differences concerning public-to-privansactions in the U.S. and U.K., which
affect the simple possibility to extrapolate emgati evidence from one country to another, are
discussed by Toms and Wright (2004). First, timkjoond financing methods used in the U.S. never
really took off in the U.K. and the buyouts werengelly characterised by less leverage. Still,
mezzanine debt and foreign senior debt providesseain the market. Second, hostile bids are less
common in the U.K. (also discussed in Renneboad. €007). Third, since dividends are untaxed in
the U.K. (see Renneboog and Simons, 2005), thensatya of tax benefits is argued to have a lower
impact than in the U.S.. Another reason for why.l&®pirical research conclusions are difficult to
extrapolate to the second wave of LBOs in the lsKhe closer linkage of U.K. private equity firms
and venture capitalists. Toms and Wright (2004uarthat the private equity firms in the U.K. focus
more on growth opportunities. This is differentritfar the U.S.. This paper claims that U.S. LBOs
more often take place in mature industries.

Renneboog et al. (2007) investigate 177 going-geiteansactions between 1997 and 2003
and find similar results to U.S. data for the 1988garding premiums paid (around 40%). Secondly,
by measuring cumulative abnormal returns (CAARsYytprove shareholder wealth effects around the
11 day period of the announcement date of 30%. Hngye a weak tax benefit support by finding
higher premiums paid for companies with low predmtyleverage. Still, they find stronger support of
the undervaluation hypothesis, by showing a pasitrelationship between the pre-buyout
undervaluation and the expected shareholder wealithis at the public-to-private transaction date.
More importantly, undervaluation is especially sger in the case of MBOs and IBOs in contrast to
MBIs, which relates to the information asymmetrywren outside and incumbent management. For
the agency-cost related hypotheses, different aecelés found. Incentive realignment is proven to be
an important factor for shareholder wealth effegih higher premiums and CAARs in the case of
less managerial ownerships. Also, lower premiunts @AARs are found in cases of stronger outside
blockholders by which they conclude a support figr ¢control hypothesis (less scope for improvement
in operating performance after the transaction)wéier, they find no evidence for the free cash flow
hypothesis of Jensen (1989). Finally, managersaldisplace potential raiders by paying more for
the shares and in the case of multiple bidders slomecholder wealth is created.

According to Renneboog and Simons (2005), the skawave (1997-2003) of public-to-
private LBOs in the U.K. was driven by the factttemaller quoted firms were seeking new types of

equity investors because of the lack of willingnkegsnstitutional investors to provide equity tete
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companies. They argue that, due to its consolidatite focus of the fund management industry was
on large, more liquid stocks.

Similar to Guo et al. (2010), Weir et al. (2008)dithat public-to-private buyouts in the U.K.
also add value. They study a hand collected datgleacontaining 122 going-private firms in the
1998-2004 period with sufficient post-buyout daihis paper makes a distinction between firms with
private equity involvement (PEP) and non-privateigginvolvement (non-PEP) companies. They
find different results for the two categories. EiBEP buyouts seem (unlike expectations) to have a
negative impact on company performances — thederpgnces are measured using the ROCE and
ROE? This is partly explained by the concentration taisaarger targets in PEP investments, which
are more challenging to restructure. However, tleesapanies did perform better than their quoted
peers and not significantly worse than non-PEP btsyd_everage was found to be higher than the
industry average for PEP involvement and less &r-REP buyout (which raises questions whether
they could be referred to as LBOs). Lastly, efficig is proven for the full data sample with lower
expenses and higher per employee profit ratios.

Acharya et al. (2009) investigate abnormal retwhd.10 multiple types of private equity
transactions (minimum deal value €50mil) in West&urope between 1995 and 2005 of mature
private equity housesThey also find a relationship between the opegatout)-performance of the
portfolio companies and these abnormal returns. firee is measured by the EBITDA/Sales ratio
evolvement (increase of 2% during ownership congdecepeers) during the private phase of the
respective company and its EBITDA/Enterprise Valaa 18% increase for deals with subsequent
M&A events) compared to the market after exit. Rertmore, human capital (expertise and
excellence) is proven to be an important fact@xplaining these abnormal returns.

According to Harris et al. (2005), another way todf better performance measures is
investigating MBO effects on the plant level of U.sompanies. Mainstream research on private
equity is focused on public-to-private buyouts @imd implies wrong methods, they argue. Not only
do they claim that going-private MBOs are just aBrportion of the total buyout market, they find
economic efficiency measured using stock pricesamedunting profits are problematic. They address
the scepticism regarding the efficient market higpsts in the world of economic science and argue an
imperfect correlation of accounting profits withtwal performance. Rather, they follow Lichtenberg
and Siegel (1990) by assessing the total factodymtivity (TFP) preceding and succeeding MBOs.
They find MBO plants were less productive beforgirtihespective buyout and much more productive
afterwards. Also, they find MBO plants “downsizesithworkforce even more dramatically” and

“generate considerably less output” in the priyagod, driving up the TFP.

® Financial accounts for the year of the buyout, yeer prior to and after the buyout must be avl@t, 0, 1].
* ROCE and ROE stand for return on capital emplay®direturn on equity respectively.
® They use a methodology that calculates unleveredns for the sake of comparison with quoted peers



Even though empirical research shows that leverdggguts generate economic value,
public-to-private transactions are argued to bejestdd to bust and boom cycles (Kaplan and
Stromberg, 2008). Especially for buyouts of largablic firms, they find evidence on other factors
besides returns driving up the activities, suchingsrest rates to earnings levels and stock market
values. They also speculate on private equity iégtafter the recent economic crisis. The first and
most plausible argument is the less leveraged imerg expectations. Second, they discuss the
transition to minority equity positions by privaggquity investors. Experience with venture capitai ¢
be used to add value without taking full controltbe companies. Moreover, rather than ‘barbarians a
the gate’ in the 1980s they are seen as savioutgpbgxecutives due to hostility of hedge funds and
active shareholders. Third, they find it likely tiiaturns on recent buyouts (2005 to mid-2007 boom)
may fail to deliver ultimate returns because of thfficulty to exit at a lucrative price and the
selection of these firms based on external mariketofs rather than their operating improvement
potential.

Axelson et al. (2010) investigate a sample of 1bbByouts between 1980 and 2008 on a
global scale. Portfolio companies show a debt terprise value of 70%, while public companies
have the same percentage for equity. Similar toldfapnd Stromberg (2008), this paper addresses
debt availability and interest rate market conditias main factors for capital structures of buyout

firms and the prices the private equity firms ailling to pay for the transactions.



Il. Data

The biggest challenge of this thesis was finding tlecessary data in order to test if value
creation has taken place. At first, | identify cdetpd public-to-private buyouts of which the
announcement dates took place between 1990 and ig0®# United Kingdom using the sources
SDC, Zephyr, and Bloomberg Finarfcéor these 208 public-to-private buyouts, mergeferof
documents were searched in Thomson One Bankeraottv& For 39 buyouts these documents were
not found, therefore | exclude these firms from daga sample. Next, by reading the necessary parts
of the merger offers and the synopses of the dsésbautput, more filters are appointed. Firms
intended to be merged with another company, boumghtdistressed state or bought using equity of
another portfolio firm are eliminated from the saeprhis gives a final sample of 148 firms with
sufficient buyout information to be investigated.

Post-buyout information is also collected for th@9Q-2006 period to calculate returns to
capital and measure operating performance chaBgesau van Dijk's databases Orbis and Amadeus
show this historical information for 94 firms ofettiull samplé’. Eight financial accounts are obtained
from these databases, namely EBITDA, EBIT, SalegalTassets, Interest paid, Shareholders funds,
Long term debt and Short term loans. Financialrmttion for private firms is easier to obtain irth
U.K. than for the U.S. and does not depend on vdnethe firms have widely held public debt
outstanding (Cressy et al. 2007). | compare thadiwith post-buyout data to firms without post-
buyout data information to verify if no major difesces between them exist.

Details about buyout pricing and leverage are gediin Table I. This data is obtained using
SDC for deal (capital) values and pre-buyout finformation. Hand collected information about deal
financing is gathered by reading the merger oféers output from DealscénFor both the full and
post-buyout information containing sample the buyptices paid over time are shown. In my
research, for the buyout price the ‘Rank valueSIDC is used which according to the database “is
calculated by subtracting the value of any lialeditassumed in a transaction from the transaction
value and by adding the target’s net debt (Emigt 8kbt is Straight Debt plus Short-Term Debt plus
Preferred Equity minus Cash and Marketable Seeasrtis of the date of the most current financial
information prior to the announcement of the tratiea”. Contrary to Guo et al. (2010), ‘capital’ in
this paper does not include the fees paid duriegrémsaction. Unfortunately, | have not been &ble

find the fees separately. Buyout activity was Higitween 1999 and 2001 and for the last two years of

® SDC is integrated in Thomson One Banker (deai@®cinergers), Zephyr is a M&A database of Burean v
Dijk.

" For one firm data is obtained from SDC/Thomson Baeker and for two firms financial account statetae
have been used.

8 Not all buyout financing details were provided Bgalscan. Still, when provided they correspondethéo

merger offer detalils.
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Table | — Annual medians for deal pricing and aggrgate debt levels

This sample consists of 148 leveraged buyouts amwealibetween 1990 and 2007 in the United Kingdaon 98 firms completed by 2006 there is also post-
buyout data found. Capital is the Rank value in SBMGich is calculated by subtracting the value oy dabilities assumed in a transaction from the
transaction value and by adding the target’s nbt (&mil). Net debt is Straight Debt plus Shortfidbebt plus Preferred Equity minus Cash and Matiteta
Securities as of the date of the most current firrinformation prior to the announcement of trensaction. Premium is the percentage differentedsn
the price paid for the firm’s equity and the prioar weeks prior to the buyout announcement. Pysbudebt information is obtained from SDC, whilesp
buyout debt information is hand collected by regdime merger offer documents and data from Dealsbad significance of difference in medians is lbase
on two-sample Wilcoxon rank-sum (Mann-Whitney) t&st, **, and * indicate significance at the 1%% and 10 %, respectively.

Pre-buyout Post-buyout

Pre-buyout Post-buyout Change in debt to debt to Total equity
Capital EBITDA to Premium debt to debt to debt to EBITDA EBITDA to capital
Year No. LBOs (Emil) capital (%) (%) capital (%) capital (%) capital (%) ratio ratio (%)
Full Sample
1990-1998 14 82.6 18.9 31.6 11.8 61.7 47.1 0.5 4.8 41.6
1999 27 78.0 20.5 50.3 18.5 69.2 40.1 1.0 4.8 37.2
2000 18 181.1 253 35.9 22.4 78.0 50.7 14 4.4 22.9
2001 17 96.8 22.3 28.8 185 77.4 55.9 0.7 5.1 23.1
2002 6 117.1 32.0 46.8 25.6 69.3 43.7 12 4.2 36.8
2003 14 197.0 24.8 18.2 32.4 60.9 46.4 1.7 4.1 44.8
2004 7 207.3 26.1 38.8 39.7 76.2 47.7 23 4.7 25.2
2005 12 380.0 25.1 18.2 21.2 733 45.4 18 6.5 35.4
2006 19 237.0 17.6 18.7 21.1 67.9 39.4 1.9 7.2 41.3
2007 14 761.5 15.3 19.1 215 69.2 43.2 21 6.6 36.4
Total 1990-2007 148 132.6 22.3 28.8 21.0 69.9 46.3 15 5.0 35.7
Subsample with sufficient post buyout data
1990-1998 6 90.2 16.6 55.1 11.2 66.3 46.8 11 5.8 38.5
1999 22 86.2 19.1 50.3 18.8 63.8 38.4 14 4.9 40.1
2000 13 164.4 26.0 36.7 22.1 73.2 54.0 10 4.0 26.8
2001 13 82.3 25.7 38.1 14.3 74.1 55.9 0.7 4.7 36.0
2002 4 147.8 36.3 30.1 325 67.0 33.8 1.6 3.6 43.1
2003 12 197.0 26.2 18.0 25.8 65.7 52.2 13 4.1 43.8
2004 4 168.2 25.4 30.7 25.0 66.5 39.6 1.8 5.7 27.1
2005 8 380.0 20.4 15.3 26.3 61.8 38.6 25 6.2 41.3
2006 12 252.6 17.3 19.0 23.4 69.6 49.5 2.6 8.3 355
Total 1990-2006 94 112.7 21.8 32.0 21.0 68.8 45.7 15 5.0 36.6
Total 1990-2006 130 113.6 237 323
I. With post-buyout data 94 112.7 21.8 32.0
Il. No post-buyout data 36 129.6 24.5 32.7

Difference in medians (I-11) (-) (-) (-)




the full sample. Moreover, for the full sample, italphas a median value of £132.6m for the 1990-
2007 period and for the subsample between 19902806 | find a value of £112.7m. EBITDA
expressed as a percentage of capital is a proggadiow the buyouts are priced relative to thesfirm
pre-buyout operating performance. The median vidughe full sample is 22.3% and subsample is
only 0.5% lower. Also, the premium paid for the r@sarelative to their market value four weeks
before the buyout announcement is provided. Talsleolvs median values of 28.8% and 32.0% for
the full and subsample respectively. For both sempthe premiums tend to decline over time from
plus 50% before the year 2000 until below 20% isigr2005. This is close to the findings of Guo et
al. (2010) who find a median value of 29.2% in th&. for approximately the same period. The
evidence for the 1980s in the U.S. is higher; Kaiglk989a) and Kaplan and Stein (1993) find median
premiums of 42.3% and 43.0% respectively. It mustnbted that their time span goes back two
months before the buyout announcement, though. &y et al. (2007) find median a premium
value of 39.5% and 38.5% between the final offecgpand the stock price 20 and 40 days prior to the
buyout announcement. Their finding is probably Bigkdue to their sample which covers buyouts
between 1997 and 2003. Capital, EBITDA to capital ¢he premium show no significant difference
in median when | compare the 130 firms with andhaitt post buyout data announced between 1990
and 2005.

Leverage change is very high when one looks atdifierence between the pre- and post-
buyout debt to capital ratios. Both samples shomveglian of 21.0% for the pre-buyout ratio and a
69.9% (68.8% for subsample) debt level value atter buyout. The pre- and post-buyout debt to
EBITDA ratios rise with 3.5 from 1.5 to 5.0 and dwigher in the later years. The findings on leverag
change are quite similar to those of Guo et al1Q2@or the U.S.. Kaplan (1989a) finds a percentage
value near 90% for the post-buyout debt to capéab, implying that in the U.S. during the 1980s
there was more aggressive debt use. As expebeeguity to capital ratios is relatively low aftbe
buyout, 35.7% for the full sample and 36.6% for $hetype. This is in accordance with the idea that
LBOs use little equity and a lot of debt to finanke transactions.

Compared to U.S. public-to-private transactionsyoo financing in the U.K. has different
characteristics. Similar to what Weir et al. (2088port, | find equity financing by a combinatioh o
share capital and loan noteAs previously mentioned, Toms and Wright (2004)oré that the (high
yield) public bonds market has overall not beerduse an instrument to finance the buyouts U.K.
while private mezzanine finance types have beeimgortant debt instrument next to senior bank
debt™ Since the debt characteristics of U.K. buyoutsedifrom the U.S., | categorise debt types
differently to report the deal financings. A gooxample to follow can be found in Axelson et al.

(2010), where there is a distinction made betweaios bank debt, subordinated debt, bonds, other

° Qut of the full sample of 148 firms, 78 buyouts éinanced with investor loan notes.
19 Subordinated private debt is found in 72 of th hdyouts, while public bonds are used in only Jesa
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Table 1l — Deal financing: debt and equity characteistics

Deal financing with equity and debt are providetbheusing a hand collected sample obtained by reptlie merger offers documents and Dealscan. Guarttrdebt is
not part of the acquisition financing but rather ffater stage projectSignificance levels are based on a two-tail t-t&4t.**, and * indicate significance level at 1%,
5%, and 10%, respectively.

Common Senior bank Subordinated Subordinated Investor Investor Contingent  Contingent
Equity to debt to debt (% of  debtto Bonds (% of Bonds to loan notes  loan notes to debt (% of  debt to
Year No. LBOs capital (%) capital (%) deals) capital (%) deals) Capital (%) (% of deals) capital (%) deals) capital (%)
Full Sample
1990-1998 14 12.7 45.2 57.1 111 7.1 4.7 64.3 28.2 71.4 15.4
1999 27 9.6 64.0 29.6 5.2 7.4 18 63.0 275 66.7 13.1
2000 18 10.7 72.6 38.9 6.2 111 3.9 50.0 14.4 83.3 16.1
2001 17 9.4 71.6 52.9 10.8 0.0 0.0 52.9 17.8 58.8 9.4
2002 6 13.7 69.5 33.3 3.9 0.0 0.0 50.0 194 83.3 11.0
2003 14 21.9 61.0 42.9 7.0 7.1 5.1 50.0 17.7 50.0 14.3
2004 7 17.6 69.0 57.1 8.7 0.0 0.0 28.6 9.5 42.9 10.3
2005 12 23.1 62.0 75.0 11.3 8.3 24 333 12.4 91.7 19.9
2006 19 22.0 55.7 63.2 9.9 0.0 0.0 52.6 18.5 73.7 125
2007 14 235 48.8 50.0 6.9 7.1 4.7 57.1 27.4 78.6 7.5
Total 1990-2007 148 15.7 61.6 48.6 8.0 5.4 2.4 52.7 20.4 70.3 13.1

Subsample with sufficient post buyout data

1990-1998 6 20.6 39.2 50.0 11.6 16.7 10.9 66.7 235 83.3 225

1999 22 9.7 59.4 31.8 6.0 9.1 2.2 63.6 30.4 72.7 12.6

2000 13 10.6 70.5 46.2 8.1 7.7 3.1 69.2 19.9 92.3 20.2

2001 13 11.8 63.0 61.5 134 0.0 0.0 61.5 22.6 76.9 12.3

2002 4 17.8 61.1 50.0 5.8 0.0 0.0 50.0 21.1 75.0 135

2003 12 16.9 62.5 50.0 8.1 8.3 6.0 58.3 20.7 58.3 16.7

2004 4 19.7 60.6 50.0 9.6 0.0 0.0 25.0 11.7 50.0 5.7

2005 8 27.1 55.7 62.5 10.1 0.0 0.0 375 10.2 87.5 21.4

2006 12 18.7 62.2 58.3 8.9 0.0 0.0 50.0 19.6 83.3 8.8

Total 1990-2006 94 15.1 60.7 48.9 8.8 5.3 24 57.4 21.9 76.6 14.8
Total 1990-2006 130 14.8 63.6 8.0 22 19.4 13.3
I. With post-buyout data 94 15.1 60.7 8.8 24 21.9 14.8
Il. No post-buyout data 36 14.0 71.2 6.0 1.6 12.9 9.5

Mean difference (I-11) (+) (-)** (+) (+) (£)** (H*




debt and contingent debtCompared to their version, | replace ‘other debith ‘investor loan notes’
which results in the report of Table II.

Here we can see an average senior bank debt ttalcegmio of just above 60% for both
samples. In nearly half of the buyouts, mezzanitmslinated debt is used having an average value to
capital of 8.0% for the full sample and 8.8% foe ubtype. Its subordination lies in the ranking of
claimants in the event of a bankruptcy, in thiseckmsling behind senior debt but not equity holders
The word mezzanine comes from architectural jargddressing intermediate floors in buildings. The
table also shows the lacking presence of issued%as a financing instrument for these buyout,
appearing only in approximately 5% of the dealstthi@rmore, in more than half of the buyouts
investor loan notes are used, overall comprisingurgd one fifth of the acquisition financing.
Interestingly, ‘normal’ shares amount up to a sergflart of the equity financing. Finally, contingen
debt is used in 70.3% buyouts of the full samplé ewen 76.6% of the post-buyout data containing
sample. Even though this is not part of the actioisicapital, it shows obvious presence during the
buyout and a sign of willingness of the banks tovjate extra possibly needed financing, despite the
already high levels of leverage. Table Il alsowbhdhe difference in means of the financing types
between firms with and without post-buyout datar Bwe relative use of three instruments, there
seems to be a significant difference between tbepg. However, | find no apparent reason for this
difference and therefore argue that the resulbeftésts is due to my sample selection.

In order to calculate the returns to capital, aparant part is the terminal value. This is the
total value received by the debt and equity inuastwhen the buyout firm is exited through one of
four possible ways. The investment stages canrpdrtated through an IPO reverting the firm to a
public status, sale to a strategic buyer that isanprivate equity firm, passed on to another peva
equity firm (secondary LBO) or turn distressed ihietr in the latter case the firm needs to be
financially restructured. Then there is the podisjbthat there is no outcome since the firms iff st
private or that | was not able to trace the stafube firm. There are only six firms with an unkvo
status. For the remaining firms, the investmentauies have been identified using the databases
Zephyr, Factiva, Orbis, Amadeus and other newsceslr

Table Il shows outcomes for the full and subsampspectively. The firms with an outcome
are mostly exited through a secondary LBO or soldatstrategic buyer and this holds for both
samples. Also, 47% of the full sample consistsimhd without an outcome. Logically, the last two
years of the sample period hold a large portionthid status. For the sample with post-buyout
information this percentage is lower (35%). Gualet(2010) hold a higher portion of firms with a

distressed outcome in their sample (12% of full @& I, however, identified only 5 firms for which

1 Contingent debt contains future funding facilitesh as working capital facilities and revolviivgel of credit.
As described in the merger offers and claimed bgl#on et al. (2010), these facilities are not draivthe time
of the buyout and therefore excluded from retulnudations.

12 Bureau van Dijk’s Orbis and Amadeus provide anewhip module in which ownership chains are pradide
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Table Il — Exits

The outcomes of the investmets for the full sangbl&48 buyouts and the 94 buyouts with post buymfermation are shown.
This information is obtained in the second hal6f.0. The data represents the number of obsergafbemd for the different
outcome types.

Still private
Buyout announcement year IPO Sold 2nd LBO Distibsse or unknown Total
Full Sample

1990-1998 1 6 3 2 2 14

1999 4 9 8 0 6 27

2000 1 3 7 0 7 18

2001 0 2 6 1 8 17
2002 0 3 2 0 1 6

2003 3 4 2 0 5 14
2004 1 2 3 0 1 7

2005 0 2 1 0 9 12

2006 1 0 0 2 16 19

2007 0 0 0 0 14 14

Total 1990-2007 11 31 32 5 69 148

Percent of deals 7% 21% 22% 3% 47% 100%
Subsample with sufficient post-buyout data

1990-1998 1 3 1 1 0 6

1999 4 8 8 0 2 22

2000 1 2 6 0 4 13

2001 0 2 5 1 5 13
2002 0 2 2 0 0 4

2003 3 3 2 0 4 12
2004 0 0 3 0 1 4
2005 0 1 1 0 6 8

2006 0 0 0 1 11 12

Total 1990-2006 9 21 28 3 33 94

Percent of deals 10% 22% 30% 3% 35% 100%




I found information regarding equity handed overbondholder, rescue plans, cash crises, and
etcetera.

Not all outcome findings have information about tdoeresponding terminal value. This value
is important for calculating returns of the firmghwpost-buyout information, though. Of the 61 fam
with an outcome and post-buyout information, 44eéhaontaining an observed terminal value. In the
case of IPO exits, the observed value of equitydsist is used in the full fiscal year following teeit
date. For the three firms with post-buyout dateob@ing distressed, | assume no equity payment.

For the remaining 17 firms and the firms who ar gtivate | follow Guo et al. (2010) by
calculating EBITDA multiples to estimate the teradivalue. If the EBITDA values are not available
or applicable, | use revenue multiples. On ComguStabal, | perform a search for all firms with the
same four digit SIC code and estimate the meditgm o&debt plus equity to EBITDA or revenu€s.

The necessary post-buyout information to calculaterns besides the terminal value are the
interim payments. According to Guo et al. (201bese are “the post-buyout cash payments to
providers of debt and equity capital while the firgnprivate, and are calculated as the sum of cash
interest, net debt principal paid, dividends, aatiequity repurchased”. Orbis and Amadeus databases
provide sufficient information to calculate thedritn payments. The values of shareholders’ funds,
long term debt and short term loans at the lasafigear before the buyout, together with yearly
interest paid while private are collected. For first three observations their net values are dafed
by looking at the difference from the hand colléctiata on financing of the buyout. The difference
implies the net payments to investors. Unlike titerest payments, dividends paid as a separate valu
is not found in the two Bureau van Dijk’'s databadeassume these payments are processed in to
shareholders’ funds, they may underestimate theen®if this is not the case.

Besides nominal returns, market and risk adjusegdrms are calculated. To calculate the
discount factor, | collected daily data for the kedrreturn, risk-free rate and pre-buyout stockgsi
of the firms from Datastream. The index of the FZS&Eand the return index of the three month U.K.
T-bill are used for the market return and risk-frate respectively. The pre-buyout stock prices and
pre-buyout debt/equity ratio obtained from SDC @ased to calculate the unlevered asset betas as part
of the discount factof.

Performance calculations are also obtained usingisOand Amadeus. Information on
EBITDA, EBIT, Sales and Total assets provide infatimn on return ratios between the last pre-

buyout year and the last post-buyout year. Thegmage change over the years lets us know how the

13 On Compustat global, | uploaded the 148 SIC cadesder to match other firms in the same industinen
the SIC code is not matched on all four digitsdreh for the closest one on three digits withengame output,
and so on. For debt and equity values | use thiahlas “debt in current liabilities”, “long term b#& and
“stockholders equity” respectively.

14 Similar to Gilson et al. (2000), | assume a dedtalof 0.25.
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buyouts have affected returns to sales and aSdatsontrast to Kaplan (1989a) and Guo et al. (2010
the lack of available information forces me to &®iT instead of net cash flow as a second proxy for
return ratios to sales or assets. Next to the nanperformance changes, | calculate the median
industry adjusted percentage change of all matchings in Compustat Global based on the same
four digit SIC code? This benchmark is important to check if the ogagaperformances relatively
improved.

This chapter discussed how | gathered data for esearch. Next, the corresponding

calculation methods are further explained.

15 Total assets in this paper is the observed véitieeodata output, which implies it is the end yealues. Guo
et al. (2010) state their version is the averageden the beginning and the end of the year.
16 See footnote 13 for further explanations on ingustatching based on SIC codes.
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(\VA Methodology

This chapter describes the return and operatinfpqmeance calculation methods. | make a
distinction between nominal and market and riskustdid returns and between returns to pre- and
post-buyout capital. Inspired by Kaplan (1989a; eaqupx), Figure 2 shows a timeline illustrating
important moments w.r.t. leveraged buyouts forrreaand operating performance calculations.

Buyout
Completion
Buyout
announcement
4 weeks prior to Last fiscal year
buyout of buyout
announcement period
Last full fiscal
year prior to
buyout
Bxit

Figure 2

The four equations below show the nominal returmpr® and post-buyout capital and the
market and risk adjusted return to pre- and pogobucapital respectively:

(EDrg — EDr) + IRrp.r1) + TVrg _
Capitalrp

NRPRE =

(EDrg — EDr) + IRrg.r1) + TVrg _
Capitalrg

NRPOS =

1+ NRPRE
MRPRE = -1,

1+ DFrp.rE)

MRPOS = ( 1+ NRPRE ) 1
1+ DFrare '

whereED is the sum of the shareholders’ funds, long teabténd short term loans, reflecting the
interim payments to equity (incl. dividend) andngipal payments of debiRp.r,) reflects the
interim interest payment anflV;¢ is the terminal value at exit date. The latte¢histotal pound value

received by capital at the exit date. Missing teahivalues are estimated by calculating EBITDA
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multiples. If the EBITDA values are not availableapplicable, | use revenue multiples. Eapital

two observations are used, namely pre-buyout daggiag the sum of total debt in the last full fisc
year and market value equity four weeks prior tacamcement and post-buyout capital being the
buyout pricé'’ DF is a CAPM discount factor, also used by Guo e24110):

DF:Rf*(l_.Bu)'i'ﬁu*Rm-

B, is the a weighted asset beta calculated by thbaodeaif Gilson et al. (2000). It is the beta
of the stock return w.r.tR,,, using 1300 daily observations prior to the buyamunouncement of each
buyout and an assumed debt beta of & 2Hhe FTSE250 index is used for tie, over the matching
period to pre- or post-buyout returns using dadsadk; is also calculated over the matching period to
pre- or post-buyout returns using daily Return indata of the three month U.K. T-bill. The matching
period covers the end of the last full fiscal prsrut year and the exit date for pre-buyout cajitel
the buyout completion date and exit date for pogwlot capital.

For the calculation of operating performance fourxes are used. The first two are returns on

sales:

EBITDA EBIT

ROS, = ——— =
1 Sales ’ 27 Sales’

and the two remaining proxies measure performamtetal assets:

EBITDA EBIT

ROAl = 2

Total assets’ " Total assets

The changes in operating performance calculationalf four of the above proxies are:

ROSy 1y ROS,(ry
T A T
1(TP) 2(TP)

for the return on sales proxies and:

6 _ ROAI(TL) _ 6 _ ROAI(TL) _
T ROAyapy T ROAyepy

" Both value ofCapital are obtained from SDC. The buyout price is thekRaxiue obtained from SDC.
18 In contrast to Gilson et al. (2000), | excludefprence shares from the weighted asset beta catuldue to
the lack of available data.
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for the changes in return on assets. Later onghla@ges in operating performance will be calculated
to see if the buyouts had an impact. These chanijdse compared to the industry by subtracting the

market change from the firm change in operatindggperance.
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V. Results

This section discusses the results of the retudnoperating performance calculations. Also, |
will elaborate on the regressions in Table VIl &e swvhich evidence is found on possible factors
influencing operating performance. The result at tpaper will then be compared to previous

research.

Returns to capital

Based on the methodology discussed in the prewseasion, return calculations for the 94
firms with post-buyout data are provided in TalMe As stated earlier, returns are calculated based
the nominal and market and risk adjusted value, fargjected to pre- and post-buyout capital. The
mean and median values are provided for the diffetgpes of outcome. The outline of my
argumentation is based on the outcomes (exitd)lgign table V.

First, firms that are exited through an initial patffering show high positive and significant
results. The nominal mean (median) returns are3%5101.0%) to pre-buyout capital and 101.1%
(56.7%) to post-buyout capital. As expected, theketaand risk adjusted returns are somewhat lower
than nominal returns but still high, implying exsesturns. The outcome group ‘sold’ representssfirm
sold to a strategic buyer. For the 21 firms | dlad high mean (median) returns to pre-buyout epit
of 146.9% (150.6%) and 119.4% (113.0%) to post-btnyeapital, all significant at the 1% level.
Returns after market and risk adjustment arehsgh. In this sample, the highest returns are fdiond
firms which have been exited through a secondar® LBne mean (median) market and risk adjusted
returns are 139.7% (131.0%) to pre-buyout capitdl 204.7% (98.4%) to post-buyout capital. Firms
that became distressed show, as expected, thetlogtesns of the whole sample. Only the mean
value to post-buyout capital is negative for norhireturns, which may imply a ‘pre-packaged
bankruptcy’, which is also discussed in Guo e{2010). However, out of the sample of 94 firms with
post-buyout data, only 3 firms have become distets$he market and risk adjusted returns are all
negative, but none of the results for this growgpsignificant.

Still private/unknown state firms also show ovemdkitive returns. Their terminal values are
estimated based on EBITDA or revenue multiples h& industry in the year ending 2008. The
EBITDA or revenue values of the corresponding yeaesthen chosen. It is notable that, however
positive, the returns for this group of firms aogvér than the first three outcome groups. Thishmn
the result of low performances by the firms (megrow revenues or EBITDA) in the year 2008 or
low multiples because the industry is performinigtieely low in the corresponding year. One could
argue that the recent financial/leconomic crisis &fiiscted the results. However, it is difficult to
statistically prove causality at this point becatlse financial crisis at the end of 2008 was not an

economic crisis yet and not all industries are ssagly affected. Therefore, it is interesting how a
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Table IV — Nominal and adjusted returns to pre- andpost-buyout capital

The nominal return is the sum of all interest pagtado capital during the investment period, a teatvalue, divided by capital, minus one. Termimalue is total pound value
received by capital at the exit date, obtained f@ephyr, Factiva, Orbis, Amadeus and other newscesu Missing terminal values are estimated byutafing EBITDA multiples.

If the EBITDA values are not available or appli@Htluse revenue multiples. For Capital two obg@wa are used, namely pre-buyout capital, beiegstim of total debt in the last
full fiscal year and market value equity four wegkior to announcement and post-buyout capitald#ie buyout price. Interim payments to capitalatgjthe sum of cash interest
and debt principal repaid, dividends, and equipurehased, net of proceeds from new debt and eigsifigs. The market and risk adjusted return @utated using a discount factor
Re + (1 — By) + By * Ry, , discounted to the pre- or post-buyout capitaédaf is the a weighted asset beta, based Bp, aonsisting of 1300 daily observations prior to thugout
announcement of each buyout and an assumed debob@R25. The FTSE250 index is used for g and the daily Return index data of the three mahth T-bill is used for
R¢. Significance levels are based on two-tail t-festmeans and Wilcoxon signed-ranks test for megliaft, **, and * indicate significance level at 1%6%, and 10%, respectively.

Nominal return (%) Market and Risk A Return (%)
# of positive # of positive
Outcome Capital N Mean Median returns Mean Median returns
IPO Pre 9 175.3* 101.0 #= 9 88.8 41.0 7
Post 9 101.1+ 56.7 9 60.0 11.6 6
Sold Pre 21 146.9%+ 150.6 *** 20 83.1 79.3 20
Post 21 119.4 %+ 113.0 x> 19 74.0 »* 59.8 * 18
2nd LBO Pre 28 203.0%x 190.9 #x* 26 139.7 s+ 131.0 26
Post 28 145.6 *** 121.4 #* 26 104.7 #x 08.4 wxx 26
Distressed Pre 3 10.3 21.6 2 -17.3 -13.0 1
Post 3 -8.0 7.7 2 -18.9 -6.9 1
Still Private/Unknown Pre 33 132.2+ 49.3 #xx 27 74.4 15.9 = 21
Post 33 97.4 #xx 44,0 #x* 26 84.2 41.6 x> 26
All Pre 94 156.8 *** 102.5 84 94,2 #xx 60.3 #x* 75
Post 94 113.7 %+ 75.9 #* 82 82.4 50.5 77
All with outcome Pre 61 170. 1% 148.4 #+ 57 105.0 *** 83.5 54
Post 61 1225 xxx 101.2 #* 56 81.4 59.7 wxx 51
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distinction between all 94 firms with post-buyouata another subsample with an actual outcome.
The group of 61 firms with an outcome indeed shaghér returns than the group including

all 94 firms. This group also shows overall higheturns than the directly comparable group in the

U.S. for approximately the same period, see Gua.gR010). This difference is mainly affected by

the higher returns found for firms sold or exitecbugh a secondary LBO.

Operating performance change

The 94 firms with post-buyout information are alsabjected to calculations of operating
performance change. The median unadjusted andtigcagjusted changes in the [-1,last year] period
in Table V are shown in percentages for the diffetgpes of outcome, group of deals with outcome
and all 94 firms. Overall, the highest performanbanges are found for firms that are exited through
an initial public offering. Both EBITDA/Sales andBH/Sales show changes close to 40% for the
unadjusted industry ratios. The industry adjustedgntage changes have a value 54.24% and 67.68%
for the first and latter return on sales ratio extjwely. The industry adjusted percentage change f
EBITDA/Total assets and EBIT/Total assets (bothmebn asset ratios) are somewhat lower than the
return on sales ratios but still positive. Thisamme group shows the highest percentage changes as
the four other groups mostly show negative resilspecially the three firms with a distressed
outcome show very negative results. The industjysaeld changes for EBITDA/Sales (EBIT/Sales)
and EBITDA/Total assets (EBIT/Total assets) are9-63% (-454.42%) and -139.85% (-366.55%)
respectively. Firms that still private or have amkmown status show for similar ratios changes -
24.49% (-57.71%) and -43.24% (-57.57%), these wadue all significant’

As before, Table V makes a distinction between dinmth and without an actual outcome.
The first group has an industry adjusted percenthgeges of 3.27%, -2.68%, -14.18% and -12.65%
for EBITDA/Sales, EBIT/Sales, EBITDA/Total assetsdaEBIT/Total assets, respectively. Though,
none of these four percentage changes are sigmificdifferent from zero. The full sample of 94
firms shows lower percentage point values for the four operating performance change values.
The results on operating performance changes tleusad consistent with the findings of the returns.
Where we find positive excess returns for deal$ witd without an outcome, operating performance
changes overall seem negative for profitability aetlirn on assets. The firms themselves show no
operating improvement on their core activities tus still managed to create value for equity and
debt investors of the buyout. Though not investidain this paper, possible other factors need to

explain the high and positive returns to capital.

¥ For firms in the still private/unknown categorpetyear 2008 is chosen as ‘last’ for performancangk
calculations.
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Table V — Changes in operating performance betwedast pre-buyout year and last post-buyout year

This table shows the percentage difference in tipgrperformances between the last pre-buyout gadrthe last post buyout year prior to exit. Theber of observations # and positive observatioig 4 also shown.
The changes are grouped by outcome and thereigimctdon made between deals with outcome anbstilate companies. The industry adjusted chamgpstsacts the median change of all firms in Congtusith the

same four digit SIC code. EBITDA and EBIT are defthby sales and total assets respectively. All fgpes of financial accounts are obtained fromdaurvan Dijks's Amadeus and Orbis. Significanceleware based
on Wilcoxon signed-ranks test for medians. ***, #nd * indicate significance level at 1%, 5%, af&al respectively.

Still Deals
Private / with
Performance Ratios IPO # # (+$old # # (+) 2nd LBO # # (+) Distressed # # (+) Unknown # # (+) outcome # # (+) All deals # # (+)
Profitability
EBITDA / sales
Unadjusted percentage change39.87% * 9 7 -2267% 21 10 -13.67% 28 13 -151.12% 3 0 -40.92% *** 33 6 -6.68% 61 30 -17.84% ** 94 36
Industry adjusted percentage changes4.24% 9 7 -12.05% 21 10 -0.38% 28 14 -139.62% 3 0 -24.49% ** 33 11 3.27% 61 31 -9.41% 94 42
EBIT / sales
Unadjusted percentage change41.02% 9 6 -12.29% 21 8 -26.92% 28 12 -471.21% 3 0 -8456% ** 33 2 -12.29% 61 26 -44.09% *** 94 28
Industry adjusted percentage change57.68% * 9 7 -040% 21 10 -12.87% 28 12 -454.42% 3 0 -57.71% ** 33 5 -2.68% 61 29 -22.09% ** 94 34
Return on assets
EBITDA / total assets
Unadjusted percentage change -3.36% 9 4 -3.87% 21 10 -28.46% ** 28 9 -138.34% 3 0 -54.05% *** 33 3 -16.66% * 61 23 -30.57% *** 94 26
Industry adjusted percentage changel0.05% 9 5 1478% 21 12 -18.68% 28 10 -139.85% 3 0 -43.24% ** 33 9 -14.18% 61 27 -18.24% ** 94 36
EBIT / total assets
Unadjusted percentage change 5.45% 9 6 -29.01% 21 8 -45.22% ** 28 10 -378.40% 3 0 -85.75% ** 33 2 -41.18% * 61 24 -57.39% *** 94 26
Industry adjusted percentage changet3.43% 9 6 -6.08% 21 10 -19.26% 28 11 -366.55% 3 0 -57.57% ** 33 7 -12.65% 61 27 -34.61% *** 94 34
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Guo et al. (2010) also find negative or small pesithanges in the operating gains between
the last pre-buyout year and last investment ydaidst]. Still, their findings are overall lessgative,
especially for the sample with all 94 firms. Howe\éis important to note that | use EBIT insteztd
Net cash flow and take Total assets as observhdrrdian calculating the average. Weir et al. (2008
in their performance investigation for the U.K. §892004), also show a decline in performance
measures over the holding perfddsuo et al. (2010) argue this negative resulttier.K. is due to a
sample selection, where also smaller buyouts aleded. They address the paper of Acharya et al.
(2009) who focus on 110 large transactions (+€5DimliWestern Europe and find an EBITDA/Sales
increase of approximately 2.0% above the industsrage. As discussed earlier, | find a change of
3.27% for the same ratio. However, only 12 of thé buyouts in their sample are public-to-private

buyouts.

Explaining post-buyout operating performance

In this subsection, | will try to identify possiblexplanatory variables for the observed
operating performance results by performing a totalix regressions. Private equity theory addiesse
a few characteristics of a buyout that contribateoperating performance improvement. Similar to
Guo et al. (2010), | find and discuss the followprgxies by reading the merger offer documents to
see if U.K. data matches with the hypotheses.

First, during buyouts management may participatinénequity financing of the buyout. This
is certainly the case during a management buyo8fiil, during institutional buyout this also oesu
The fact that management holds equity should réisudn alignment of incentives with the possible
other shareholders and the alignment should bagdraf its equity stake is higher. Table VI shows
management equity participation in 70 of the 94duty with post-buyout information, thus occurring
in nearly 75% of the observations. The mean andianeshare of total common equity held by
management is 26.2% and 17.0% respectively. Tlagesk higher than in the U.S., described in Guo
et al. (2010).

Second, Jensen (1986) also predicts that managevilebé disciplined by an increase in debt
due to the threat of being unable to pay higheredt and principal payments. Table | already shows
the pre-buyout debt to EBITDA ratio for the fullnsple, Table VI does the same for the subsample
with post-buyout data and also shows the leverhgege between the pre- and post-buyout capital
structures. The mean (median) value is 2.88 (1&fdre the buyout but shows a large increase of
4.23 (3.29).

2 Quick comparison with Weir et al. (2008): Table Part iii (pg. 67) of the paper shows an indusitijusted
ebitda/total assets ratio of 39.7% and 34.8% farif) t+5 respectively. This represents a percerthgege of -
12.34%.

25



Third, the merger offers are investigated to findxes for improved monitoring and
governance mechanisms. For 19 firms the mergersoffiate that the CEO will be replaced and in 30
cases the post-buyout CEO is also the chairmanhefbioard. CEO replacement can result in
improvement of the performance of the firm. Gualet(2010) argue that if after the buyout the CEO
is not replaced and also holds the position ofrrolean, this can reflect in the case of an instinalo
buyout the belief that pre-buyout management shstalg in place.

Furthermore, when two or more private equity firarge involved in a buyout, it will be
marked as a club deal. It is argued that in the cdslub deals there is less incentive to moritor.
Club PE participation is present in 25 (26.6%) sasfe¢he subsample.

Finally, private equity firms may also address haroapital to join the board of the portfolio
firms to enhance governance. Table VI shows a Iaspensor director ratio compared to the U.S.,
where in the U.K. for 62 of the 94 firms sponsaedtors are involved with a ratio just below 0.30.

For the six regressions a distinction is made betwBrms with and without an actual
outcome. For both groups three regressions arempeefl with ROS (EBITDA/Sales) at last buyout
year, change in industry adjusted ROS and changalirstry adjusted ROA (EBITDA/Total assets)
as dependent variables. The regressions also tdotrthe same industry adjusted ratios of the last
pre-buyout year (year -1). This control variableadded because Guo et al. (2010) argue that pre-
buyout underperforming firms have a bigger chanceshiow operating improvements. For the
regressions with ROS last buyout year as depenggiable, the median industry last year ROS is
included as explanatory variable. Moreover, In(tdpis included in all six regressions to contfai
deal size.

First, |1 elaborate on the regression findings @& thll sample. The first regression with the
return on sales ratio (EBITDA/Sales) last year apemdent variable shows a positive sign and
significant p-value for the industry ROS last yetire pre-buyout leverage and leverage change
variables. The first significant variable suggetiat the industry status in the last year affebts t
return on sales of the firm (for the same yeark Pbsitive leverage change sign is consistent thigh
assumption of the disciplining effect of debt. Mwrer, the pre-buyout leverage variable suggests
firms with already a high level of debt perform igliring buyouts. One positive and significant p-
value is found for the second regression wherelia@ge in the return on sales ratio (EBITDA/Sales)
is explained. Again, this is the leverage changexyr The change in return on assets ratio
(EBITDA/Total assets) regression shows no explagat@riables with significant p-values. The
subsample containing firms with an outcome has plssbuyout leverage and leverage change as
significant explanatory variables for the returngaies ratio (EBITDA/Sales) last year as dependent
variable. Both the regressions ‘changes in retatiog’ as dependent variables have significanteslu

for leverage change and the control variable ‘injusadjusted ratio last pre-buyout year’. The

2L Guo et al. (2010) find one deal where no privateity firm is involved. My sample shows 5 dealssgibly
due to the fact that my research includes smailgott.
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negative value of this control variable in bothresgions is consistent with the argument of Gual.et
(2010), that firms underperforming before the buybave a bigger chance to show operating
improvements. In the last regression, In(capitalpegative and significant. This suggests that the
return on assets improvement is smaller for thgelafirms in the sample. One could argue that large
firms are value firms that create stable cash floWswever, these firms have less growth
opportunities and are more difficult to restructioe improvements in operating performance than
smaller growth firms.

The leverage change variable is most persistenexplaining the dependent variables.
Regarding the disciplining effect of debt, evidercéund for the samples with and without an actua
outcome. This corresponds with the paper of Gual.ef2010). Unfortunately, | am unable to prove
evidence on the possible effect of monitoring anglegnance proxies on the changes in operating
performance. The absence of the explanatory etie¢hese proxies may be the reason why the
operating performance changes are not positiveichtlg, improvements in operating performance
are made when the firm has a better managementgamernance staff on its side. The lack of
evidence on monitoring and governance variables amo be explained by my use of the
‘conventional’ industry adjusted ratio for operatiperformance changes rather than the second
adjustment of Guo et al. (2010) by matching on stdu pre-buyout level of performance, change in

pre-buyout performance and market to book ratiassets?

22 As stated by Guo et al. (2010), the conventiondustry adjustment provides most comparison torprio
research. Still, they argue, the alternative adjest yields better test results for samples witiegme pre-event
performance.
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Table VI — Summary statistics for deal characterists

Panel A

Information on management participation in equitignagement changes and private equity firms
involved is obtained from the merger offer docurseMtanagement equity participation is a dummy
variable that equals 1 if management of the tacgatributes equity. Management change indicates
there is a CEO change at or within a year of LBO detign. Post-LBO CEO is the chairman of the
Board indicates the post-LBO CEO is also chairmanb @& indicates there are two or more PE
sponsors for the deal. The percentage of dealsased on the 94 deals with post-buyout data
available.

Deal Characteristics # of deals % of deals
Management Equity Participation 70 74.5%
Club PE participation 25 26.6%
Management Change 19 20.2%
Post-LBO CEO is the Chairman of the Board 30 31.9%
Panel B

Management equity participation of the 94 firmshaitost-buyout data is shown, obtained from the
merger offer documents. The number of observatisnglso included. Pre-buyout leverage is
obtained from SDC at the last full fiscal year prtorthe buyout. Leverage change is de debt to
EBITDA at year -1 multiple change between the pmd @ost-buyout leverage state. The merger
offer documents also provide information on the rdosize and the sponsor director ratio. The
sponsor director ratio is the percentage of dimsctaking place in the board of directors after the
buyout. Duration measures the number of fiscal y/é@m the completion of buyout to the exit date
for deals with an outcome or the number of fis@ang until the end of 2008 if the firm is still yate.

# of obs. mean median

Management Equity/Total Equity 70 26.2% 17.0%
Pre-buyout Leverage (Total Debt/Ebitda) 94 2.88 1.47
Leverage Change 94 4.23 3.29

Board Size 94 5.28 5

Sponsor director ratio 62 0.284 0.286

Capital (Emil) 94 457.0 112.7

Ebitda/Capital 94 0.231 0.218

Duration (fiscal years) 94 4.48 4




Table VII — Regressions for post-buyout performance

Six regressions are performed using a multivariaggession to explain post-buyout performance caangwo
samples are used: all firms with post-buyout dath another sample of 61 firms that have reachedutctome.
The industry operating performance changes are fosdbe calculations. ROS is the return on salesROA is
the return on assets. For both samples, first th8 BCthe last year is used as dependent varialleham the
changes in ROS and ROA are regressed. The signitiegieinatory variables are in bold. Below the sidins,p-
values are shown. Capital is the Rank value obtaien SDC. Significance levels are based on a twledar-
test. *** ** and * indicate significance level 4%, 5%, and 10%, respectively.

Full Sample Subsample with outcome
Changein  Change in Changein  Change in
adjusted adjusted adjusted adjusted
ROS atlast ROS (-1, ROA (-1, | ROSatlast ROS (-1, ROA (-1,
year last) last) year last) last)
In (capital) -0.0344 2.4367 12.2221 -0.0360 -0.5711 -0.6028**
(0.1748) (0.4056) (0.3564) (0.2769) (0.1407) (0.0310)
Adjusted ROS/ROA at year -1 -0.1319 -7.9841 14.3944 -0.0734 -11.2848** -6.3100*
(0.5364) (0.3925) (0.7546) (0.7557) (0.0473) (0.0851)
Industry ROS at last year 0.6309** 0.5472
(0.0382) (0.2096)
Mgmnt equity/ total equity -0.0618 4.7459 22.5465) -0.0813 -1.3378 -0.1070
(0.4540) (0.5349) (0.4382) (0.4478) (0.2677) (0.9322)
Pre-buyout leverage 0.0109%*** 0.3120 0.8640 0.0123%*** 0.1365 0.0248
(0.0093) (0.3103) (0.4185) (0.0012) (0.1337) (0.6238)
Leverage change 0.0124** 0.3714** 0.8085| 0.0160*** 0.2969*** 0.1713***
(0.0189) (0.0129) (0.2980) (0.0001) (0.0000) (0.0009)
Mgmnt chg 0.1278 -2.6751 -0.4798 0.1867 0.0579 1.1418
(0.3052) (0.5088) (0.9553) (0.4562) (0.9707) (0.5589)
CEO=Chairman 0.0002 -6.5640 -25.6486) -0.0137 0.5001 0.7760
(0.9975) (0.3821) (0.3480) (0.8906) (0.6291) (0.3996)
Mgmnt chg* CEO=Chairman -0.0787 3.3689 -2.0554 -0.1088 -0.2346 -0.5034
(0.4981) (0.5469) (0.3690) (0.6260) (0.9223) (0.8056)
In (board size) 0.0521 -0.8455 -7.2444 0.0971 2.3117 0.6672
(0.4517) (0.8061) (0.5727) (0.4864) (0.1547) (0.6168)
Sponsor dir. Ratio -0.1625 -15.5829 -64.4203 -0.2930 -0.6383 -1.9549
(0.4239) (0.3109) (0.3276) (0.3752) (0.7513) (0.5126)
Club PE -0.0363 -5.3597 -18.6265| 0.0059 -1.6216 0.2652
(0.4829) (0.2256) (0.3556) (0.9160) (0.2001) (0.6367)
Constant 0.0887 -2.6875 -16.8388 0.0411 -1.1631 1.5105
(0.5388) (0.6653) (0.5505) (0.8235) (0.6791) (0.3977)
Observations 94 94 94 61 61 61
Adjusted R-squared 0.1502  -0.0758 -0.0840 0.2119 0.4558 0.2895




VI. Conclusion

This thesis has investigated the value creatidevarage buyouts for the U.K.. Much research
concerning public-to-private LBOs has focused anUthS. and especially the 1980s decade, the first
and most notorious wave of private equity actividowever, since the second half of the 1990s a
second wave in the U.K. has appeared and it demegwsomic research. By following the paper of
Guo et al. (2010), | have investigated the buyauthe U.K. announced between 1990 and 2007. For
a total of 148 firms buyout data has been colleptemtder to provide their descriptive statistics.

Leverage changes for about half of the value oftabm around 70.0%, which is consistent
with the concept of a leveraged buyout. The premiyaid for the shares are higher for the earlier
years in the sample. The financing instrumentdefW.K. buyouts differ from the U.S. as very little
use of public debt is made. Moreover, the equity pathe financing is divided into shares and loan
notes. Furthermore, the exits types of the buybat® been investigated. Exit via a secondary LBO or
a sale to a strategic buyer is most common forsfiwith a known outcome.

In addition to the (pre-) buyout statistics, finehdnformation between the buyout and exit
date is gathered for 94 firms. Based on this infdiom, returns to capital have been calculated.
Similar to the U.S. findings, | find overall largppsitive and significant returns to pre- and post-
buyout capital (even after correcting for market aiisk adjusted returns). The highest median
adjusted return value is found for firms that hax&ed through a secondary LBO. Consistent with
one’s expectations, the market and risk adjustedmne for firms that have become distressed are all
negative. Operating performance changes betweetashgre-buyout and last investment year are
also examined using four ratios to see if profitgband return on assets have improved during the
buyout. Inconsistent with the high returns to calpihe median operating performance changes — even
after correcting for the industry change — are aleregative for this period. The median industry
adjusted changes for the group with an outcometistatistically different from zero, though. Firms
in the sample that are still private or have annamkn status show significant negative results. The
year 2008 is addressed to these firms as finat yeplausible reason for these results could thezef
be the economic downturn.

Finally, to see which factors could explain therayes in the operating performance ratios, six
regressions have been performed. The distinctionade between the sample of all 94 firms with
post-buyout data and a part of that sample witlowtocome (61 firms). Overall, the leverage change
between the pre-buyout and post-buyout financimgcsire has appeared as most significant in
explaining changes in these ratios and the varidlale a positive sign. This suggests that the
disciplining effect of debt has been proven for thK. leveraged buyouts, at least for this subsampl
In contrast to Guo et al. (2010), monitoring angegaance proxies failed to prove the changes in the
operating performance, which may be the reason Whiyd no improvements for the ratios. The

regressions of the subsample with an outcome alsmw sevidence on the fact pre-buyout
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underperforming firms have a greater chance to shwest-buyout operating performance
improvements. Also, larger firms in the sample showower improvement in the return on assets
ratio.

So did public-to-private buyouts in the U.K. betwe®90 and 2007 create value? This thesis
has provided evidence on value creation for debt equity investors of the buyouts. At the same
time, it has addressed the inconsistency betweesetthigh returns to capital and the lack of
improvements in operating performance of the pbaforms. More research can be performed on
these U.K. leveraged transactions to see why tiienseto capital are inconsistent with the findiogs
operating performance. As the paper of Guo efall@) shows, tax benefits and industry multiples in
the U.S. also affect these returns proportionallge, the U.K. data could also be tested on these
matters. It also may be interesting to see whanteredly happens to the firms in my sample that are
still private. In a few years, these firms are @ialy exited and for most of them returns to cagtad

operating performance improvements can be measuitiedut possible estimation errors.
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