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Efficiency and Organizational Structure:
A Study of Reverse LBOs
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ABSTRACT

This paper is a report on 72 firms which went public since 1983 but previously underwent
a full or divisional LBO. Accounting measures of performance reveal significant im-
provements in profitability which resulted mainly from these firms’ ability to reduce
costs. Firms experience dramatic increases in leverage at the LBO, but the leverage
ratios are gradually reduced. The evidence is consistent with the hypothesis that
the change in the governance structure of these firms towards more concentrated
residual claims created a new organizational structure which is more efficient than its
predecessor.

GOING-PRIVATE TRANSACTIONS, OR leveraged buyouts (LBOs), have become an
important method of corporate restructuring. In a typical going-private transac-
tion, incumbent management acquires all outstanding publicly-traded shares of
a corporation and merges the assets of the firm with a newly organized, privately-
held shell corporation that it controls. Outside equity participants or buyout
specialists often share equity ownership in the new private entity with manage-
ment and help arrange financing for the buyout with lending institutions
(DeAngelo, DeAngelo, and Rice (1984)). A variation on the going-private trans-
action is the divisional management buyout. In a divisional buyout, a division or
subsidiary of a public corporation is acquired from the parent company by
divisional executives and/or parent company managers (Hite and Vetsuypens
(1989)).

Various hypotheses have been offered to explain going-private transactions.
One theory is that LBOs create real wealth gains and improvements in operating
performance, perhaps because of a more efficient ownership structure and allo-
cation of residual claims under private ownership. In contrast, some have argued
that leveraged buyouts mainly effect wealth transfers (e.g., transfers from bond-
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holders or tax authorities to shareholders, or transfers from selling stockholders
to manager-insiders) rather than create wealth.?

Recently, some corporations which had been taken private in the past, either
in a full LBO or in a divisional buyout, have gone public again. These transactions
are known as “reverse LBOs.” When such corporations go public, financial
statements covering several years of operation under private ownership are
disclosed in the initial public offering (IPO) prospectus. Reverse LBOs therefore
offer a unique opportunity to study direct evidence of the effects of a leveraged
buyout.? The purpose of this paper is to analyze the characteristics of reverse
LBOs in light of agency theory. Specifically, we attempt to discover whether
changes in governance have occurred under private ownership which can be
expected to better align managerial incentives toward value maximization. Fur-
thermore, we examine whether improvements in productivity and asset utilization
took place after the LBO. Finally, we document changes in leverage and equity
value between the LBO and the IPO.

A potential limitation on this study is that our sample firms may well belong
to the set of ex post successful buyouts and are not necessarily representative of
the typical corporation which went through an LBO. Countering this argument
is the possibility that at least some of our sample firms go public again because
the benefits from the LBO turned out, ex post, to be smaller than anticipated.

Our study parallels the work by Kaplan (1989b) and Smith (1990) but is unique
in two important respects. First, three quarters of our sample consist of divisional
reverse LBOs. At the time of the LBO, such divisional buyouts are less likely to
suffer from the absence of “arm’s-length bargaining” between buyer and seller
than for full LBOs (Hite and Vetsuypens (1989)). Any observed changes in
efficiency for our sample firms are therefore more likely to reflect real operating
improvements than wealth transfers from the sellers.

Second, our analysis of LBOs that reenter capital markets is more likely to be
indicative of the full benefits (if any) that can be achieved through an LBO than
a study of companies in the year immediately following the buyout. This is
because going public per se provides the LBO specialists in our companies with
two “exit strategies”: 1) the IPO itself enables the specialist to sell its equity
interest and 2) the appraisal mechanism provided by public capital markets may
facilitate a subsequent sale of the entire company to a third-party acquiror.* Exit
strategies are important because LBO specialists’ unique expertise lies in their
ability to oversee the efficient restructuring of operations. Once such restructur-
ing is largely accomplished in a given firm, the LBO specialist’s marginal
productivity will be higher if it redeploys capital and efforts elsewhere.® Therefore,

2 For instance, Lowenstein (1985, p. 734) claims that “Despite the premiums over market price, it
was difficult to find in a management buyout any gains in productivity or other value added”.

3 Financial statements under private ownership can be obtained if some debt is still publicly traded
after the LBO or if the company is subsequently sold to a third party. Kaplan (1989b) and Smith
(1990) used this approach although their samples also include several reverse LBOs.

4 This conjecture is consistent with the fact that about 25% of our sample firms were acquired by
a third party corporation after their IPO.

5 See DeAngelo and DeAngelo (1987). We are grateful to the referee for suggesting this interpre-
tation (as well as for many other valuable comments) to us. Fully one-third of the buyouts we
analyzed are restructurings where well-known LBO specialists were involved.
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reverse LBOs are arguably cases where any benefits from undergoing a leveraged
buyout are more likely to have been fully realized.

Section I of our paper describes the sample and presents some descriptive
statistics on reverse LBOs. Section II documents changes in management equity
ownership, compensation, and turnover under private ownership. Section III
presents evidence on various restructuring activities undertaken after the LBO.
Section IV is an examination of changes in performance and efficiency under
private ownership. Section V provides an analysis of leverage, firm size, and
squity value changes. Finally, we present a summary of the evidence and our
conclusions in Section VI.

I. Sample Selection and Data

Our sample consists of all firms (which we could identify) that went public
through July 1987 but were formerly publicly-held corporations or divisions of
publicly-held corporations prior to being acquired in an LBO. We initially
identified such firms with the assistance of several investment banks. Specifically,
we sent written requests to 25 major investment banking firms and LBO spe-
cialists. Of those, Bear Stearns, E. F. Hutton, Merrill Lynch, and Salomon
Brothers responded and searched their LBO data bases for companies which had
subsequently gone public. Additional sample firms were obtained from a list
provided by an editor of Going Public: The IPO Reporter. Finally, some firms
were obtained through searches of the Wall Street Journal Index and the Dow
Jones News Retrieval Service.

The final sample consists of 72 reverse LBOs. Eighteen firms (or 25.0% of the
sample) represent full reverse LBOs. Fifty-four sample firms (or 75.0% of
the sample) are divisional reverse LBOs. The reverse LBOs cover a broad
spectrum of industries, most prominently industrial products manufacturing
(12 firms), real estate development and housing products (10 firms), retailing
(8 firms), packaging and container manufacturing (6 firms), electronic equipment
(5 firms), and consumer products (5 firms). Twenty-four of the 72 buyouts were
effected with the assistance of well-known buyout specialists. Kohlberg, Kravis,
Roberts & Co. was a stockholder in 8 sample firms, Wesray Co. organized 4
reverse LBOs, and Gibbons, Green, van Amerongen had an equity participation
in 3 reverse LBOs.

To put reverse LBOs in perspective it is useful to compare them to the size of
the leveraged buyout market in general. Mergers and Acquisitions reports that a
total of 1333 full LBOs as well as unit management buyouts took place over the
period 1981 through 1986. Sixty-two of our sample firms undertook their LBO
over this same 6-year period. Our reverse LBOs thus represent about 5% of all
LBOs over this period. While this is a small percentage, LBOs themselves are
fairly recent, and we would generally not expect firms to reconvert to public
ownership immediately after their LBO.

Table I provides a breakdown of the year of the LBOs and subsequent IPOs.
Reverse LBOs represent a new type of corporate restructuring; no sample firm
went public prior to 1983, and more than 50% of all reverse LBOs took place in
1986 alone. In tests not reported here we verified that the shareholder wealth
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Table I

Year of LBOs and IPOs
Distribution of leveraged buyout (LBO) comple-
tion dates and initial public offering (IPO) dates
by calendar year for 72 firms engaging in reverse
LBOs over the period January 1976-July 1987.

Number Number
Year of LBOs % of IPOs %
1976 2 2.6 — —
1977 1 1.4 — —
1978 1 1.4 — —
1979 — — — —
1980 6 8.3 — —
1981 9 12.5 — —
1982 14 194 — —
1983 7 9.7 10 13.9
1984 12 16.7 5 6.9
1985 13 18.1 4 5.6
1986 7 9.7 37 51.4
1987 — — 16 22.2
Total 72 100.0 72 100.0

effects at the LBO announcement for our sample firms were similar to the general
population of LBOs (as studied by DeAngelo, DeAngelo, and Rice (1984)
and Lehn and Poulsen (1988) for going-private transactions and by Hite and
Vetsuypens (1989) for divisional LBOs).

Table II provides descriptive statistics on LBO transaction value (defined as
price paid plus assumption of liabilities), size of the IPO, and length of time
between the LBO and the IPO. For the 43 firms for which this information could
be determined from 13E-3 fillings or IPO prospecti, Panel A reveals that the
mean (median) LBO transaction value was $449.9 million ($105.2 million). Not
surprisingly, firms undergoing a full LBO were larger than those resulting from
a divisional LBO. Panel B shows that the mean (median) LBO value was $990.3
million ($155.8 million) for the 16 full LBOs. The corresponding information in
Panel C for 27 divisional LBOs is $129.7 million ($98.0 million).

On average, sample firms remained under private ownership for 34.7 months
or almost 3 years (median = 29.0 months). The mean (median) number of months
under private ownership for 18 full LBOs is 37.0 (36.5) which is slightly higher
than the 33.9 months (29.0 months) for 54 divisional LBOs.

The IPOs of our sample firms are large security offerings. The mean (median)
offering size for the 72 firms is $52.4 million ($31.4 million), a larger offering size
than is usually the case in IPOs. When reverse LBO firms reenter public capital
markets, their equity issues are significantly less underpriced than similar-sized
IPOs (Muscarella and Vetsuypens (1989)).

One interesting characteristic of the equity offerings of reverse LBOs is the
number of shares sold by existing stockholders. Thirty of the 72 IPOs (or 42%)
are cases in which only new shares were sold, whereas 42 IPOs (or 58%) represent
offerings in which current stockholders also sold some of their shares. For these



