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ublic corporations have many different types of investors, 
each type having a different financial objective.  The primary 

objective of private equity is that the stockholders are likely to have 
similar financial objectives and it is much easier for the 

corporation's financial strategies to be consistent with these 
objectives. 

Private equity frequently is associated with a leveraged buyout. 
The equity ownership of a public corporation is changed to equity 
that is not traded in a public market. There are significant financial 
advantages and there are also operational advantages. For example, 
management frequently becomes an owner of a significant amount 
of the equity and thus the interests of management and the owners 
become more convergent. Most importantly, the common stock-
holders can directly and effectively affect the corporate financial de-
cisions. 

The concepts of this book are important to investors interested 
in increasing their rates of return on their investments, without in-
creasing their risk and to management interested in supplementing 
their wages with a significant share of the firm's profitability. 

Harold Bierman, Jr. 
Cornell University 
Ithaca, NY 
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The Many Virtues 
of Private Equity 

or purposes of this book the term private equity refers to the 
common stock of a corporation where that common stock is 

held by a relatively few investors and is not traded on any of the 
conventional stock markets. Normally the senior managers of 
the firm hold a significant percentage of the firm's stock, and we 
will assume that is the situation in all the cases discussed in this 
book. 

In practice, the term private equity is used in several different 
ways. There are private equity investment firms that direct their 
clients' funds into mutual funds or to other money managers. 
There are even private equity funds that invest directly into pub-
licly owned corporations, usually concentrating the investments 
into a few corporations. 

Venture capital is a form of private equity. In this book the use of 
the term will be restricted to the investment in the equity of corpora-
tions that are, or will soon be, not publicly owned. An exception is 
the case of a partial leveraged buyout (LBO). This is almost private 
equity but the firm is still publicly traded. 

Megginson, Nash, and vanRadenborgh (1996) offer a review of 
the history of privatization. Jensen (1993) covers the general issue of 
corporate control. Kleiman (1988) studied and reports the gains 
from LBO types of transactions. 

What are the advantages of private equity? 

1 

F 
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SIMPLICITY_______________________________  

Because there are no public equity investors the private equity firm's 
financial reporting requirements to all the relevant governmental en-
tities are reduced. This simplifies management's responsibilities and 
results in transaction cost savings for the firm. 

With private equity there are no requirements that management 
keep Wall Street informed of the firm's expected earnings and then 
provide an explanation of the actual earnings and why they differ 
from the expected earnings. Decisions are not affected by short term 
earnings and the anticipated stock market's reactions to the earn-
ings; thus the firm's decision making may be improved. 

The firm's board of directors can be chosen for effectiveness 
rather than appearances or public relations. 

ALIGNMENT OF MANAGEMENT AND OWNERSHIP 

With the average publicly held firm the interests of management and 
the firm's ownership are not always perfectly aligned. An entire area 
of study called agency theory has been created with the objectives of 
studying and reducing the conflicts between a firm's management 
and its owners. The classic papers on agency theory are Jensen and 
Mecking (1976) and Jensen (1986). 

We assume the common stock of the private equity firm dis-
cussed in this book is to a significant extent owned by management. 
Management has an incentive to act in a manner consistent with 
maximizing the well-being of the equity owners. 

DIVIDEND POLICY OF A PRIVATE EQUITY FIRM 

The owners of a private equity firm tend to be paid for their services 
as members of management, consultants, or members of the firm's 
board of directors. They also hope for a value accretion to their 
stock holdings. 

If the owners are also employees of the firm, the incomes earned 
for services will be taxed at ordinary income tax rates. But there is 
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only one level of tax since the corporation gets a tax deduction for 
the amounts paid for service. This is the first tax advantage. 

The gain from the value accretion of the stock will be taxed in 
the future at a capital gains rate when the gain is realized for tax 
purposes. Thus there are two tax advantages from value accretion 
and the use of private equity; one is tax deferral and the second is 
the lower capital gains tax rate compared to the tax rate on ordi-
nary income. 

The private equity firm has little or no incentive to pay cash div-
idends on the common stock. The investors would rather be paid as 
employees or have their equity investment gains be converted into 
capital gains and have these gains taxed at the lower capital gains 
tax rate in the future. 

CAPITAL STRUCTURE_____________________  

The normal public corporation has managers and owners. While the 
managers may also be stockholders, the total value of their stock in-
vestment in the corporation tends to be much less than the present 
value of their salaries and bonuses. The senior managers of public 
corporations have a significant incentive to act in such a way as to 
not jeopardize the stream of salaries that will be earned if the man-
agers are not dislodged from their jobs. 

With a private equity firm the relative values of salaries and 
ownership are changed. Now the owners have an incentive to sub-
stitute debt for equity both to gain (or maintain) control and to add 
value. The use of debt becomes a much more important tool for 
adding value with a private equity firm than with a public firm. 

VENTURE CAPITAL _______________________  

This is not a book on venture capital though many of the conclu-
sions of this book apply equally to venture capital activities, since 
venture capital is a form of private equity. 

It is assumed in this book that the firm being taken private has 
a track record and its value can be estimated based on objective 
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financial measures of the results of operations. Frequently, a ven-
ture capitalist is evaluating the story told by an entrepreneur. 
While there may be projected financial results, they frequently are 
not backed up by actual results. The valuation of such a firm is 
more an art than a science. 

MBOs_______________________________  

DeAngelo and DeAngelo (1987) review the early history of manage-
rial buyouts (MBOs). From 1973-1982 they identify 64 buyout 
proposals made by managers of New York and American Stock Ex-
change listed firms. They identify eight factors that are important in 
the decision to effect a management buyout. These are: 

1. Potential improvement in managerial incentives 
2. Save costs of disseminating information to stockholders 
3. Company secrets are better protected 
4. Tax savings of interest tax shields and other tax savings 
5. Avoidance of hostile takeovers 
6. Difficulty to raise capital 
7. Illiquid stock (leading to greater difficulty attracting managers) 
8. Disagreements among stockholders  (because of illiquid in 

vestments) 

Diamond (1985) put together a team of practitioners of the 
LBO art to construct a book that explores the legal, tax, account-
ing, operational, and financial considerations of an LBO transac-
tion. It is a handy reference book regarding the practical aspects of 
the LBO deal. 

THE J.P. MORGAN CHASE FUND ____________  

In February 2001 J.P. Morgan Chase announced that its J.P. Mor-
gan Partners unit was raising $13 billion for a private equity fund 
(see the Wall Street Journal of February 6, 2001). While $8 billion 
was to be the bank's own funds, $5 billion was to be raised from 
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other investors. These investors were to include pension funds, uni-
versity endowments, and foundations. This fund raising effort fol-
lowed the creation within a few months of Thomas Lee's $6.1 
billion buyout fund and KKR's raising of a $6 billion fund. 

Private equity funds primarily invest in leveraged buyouts but 
they are not precluded from investing in venture capital activities. 
Their main investment destination is the LBO but private equity in-
vestment can take many different forms. 

J.P. Morgan Chase and its predecessors investing in private eq-
uity had earned a 40 percent annual return on equity capital. To 
evaluate this return we would need to know the amount of debt and 
other senior securities used, as well as the status and age of deals 
that have been undertaken, but are not yet completed (thus there is 
not yet an objective measurable internal rate of return). Also, the 40 
percent return was earned on a smaller amount of capital than was 
now being raised. Investing a large sum of capital in firms of larger 
size has its own set of challenges for a private equity operation. The 
number of eligible targets is reduced. On the other hand the number 
of firms competing for those larger targets is also reduced. 

CONCLUSIONS__________________________  

There are several reasons why value may be added by a firm con-
verting from being organized as a publicly owned firm to be a pri-
vate equity firm. First, there are operational reasons why a private 
equity firm may have more value. Second, two financial decisions 
(dividends and capital structure) are likely to be different with a pri-
vate equity firm than with a publicly owned firm. The set of finan-
cial decisions with the private equity firm is likely to add value to 
the investors owning the stock. 

QUESTIONS AND PROBLEMS _______________  

1. What are the advantages of private equity? 

2. Of the eight factors listed by DeAngelo and DeAngelo, which 
one do you consider most important? 
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3 a. Assume the LBO management firm is paid 2 percent on Com-
pany B's total assets and 20 percent of the gross profits (before 
capital charges and after taxes). The capital structure for Com-
pany B is: 

Dollars 
Debt (.14) $40 
Preferred (.12) 30 
Convertible preferred (.06) 20 
Equity 10 

Company B has a .35 tax rate. It earned $90 before interest be-
fore taxes before management charges. 

Required: Allocate the $90. 

3b. Now assume the firm earns $45 before interest, taxes, and man-
agement changes. 

Required: Allocate the $45. 



 

Valuing the Target Firm 

side from venture capital situations and restructuring efforts, pri-
vate equity capital firms tend to invest in either a leveraged buy-

out (LBO) or a management buyout (MBO). Either of these two 
buyouts (differing only to the extent of the magnitude of manage-
ment's participation in the new equity split) may be facilitated by a 
merchant bank, which would supply some of the equity capital and 
possibly other types of capital. Merchant bankers or their equivalent 
have to set a value on the firm that is being converted to a private 
equity capital firm. 

The valuation of a firm for the purpose being discussed is anal-
ogous to the familiar capital budgeting type of problem, but differs 
in several ways. Usually the target firm has a track record of gener-
ating cash flows; thus there is a sound objective basis for estimat-
ing the future cash flows. Secondly, the people buying the equity of 
a firm distrust a process that relies excessively on the forecast of 
the future cash flows. While any valuation process implicitly is 
forecasting the future cash flows, the extent of the forecasting may 
be less obvious when the buyer is using some calculation tech-
niques compared to other techniques. Of course, when the buyer is 
computing the valuation of a firm, the current owners of the firm 
are also computing the value. If the buyer computes the firm's 
value to be larger than the seller's estimate, the likelihood of a sale 
of the firm increases. 

First, we consider a value measure that is completely objec-
tive and then we review measures that become more and more 
subjective. 

A 
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MARKET CAPITALIZATION 

In some situations the only completely objective value measure is 
the market capitalization. This is equal to the number of outstand-
ing shares of common stock times the market price per share, as-
suming the market price is observable and there are no complexities 
in computing the number of outstanding shares. Any acquirer 
would have to expect to pay a premium to the current market capi-
talization. The market value of the common stock sets a floor for an 
offering price by a buyer. Rarely would a buyer consider submitting 
a bid less than current market price and expect to acquire a majority 
of the outstanding shares. In fact, one would expect the acquirer to 
have to pay a premium over the market price. Thus the market price 
of the common stock is an important measure of value since it sets a 
minimum-offering price. 

It can be argued that, with a closely held corporation, if the 
stockholders desire to unload their stock, they may not be able to, 
because the market is too thin. In such a situation the seller might ac-
cept the market price or even marginally less than the market price, 
since the market price does not fairly represent the firm's value. 

Can one obtain the value of the stockholders' equity by using 
the market value for a few shares traded on the stock market? It 
should be remembered that the entire universe of investors is avail-
able as possible purchasers of the stock and that the present owners 
are not bidding up the stock price to acquire more shares. Normally 
it will not take a large price increase to cause the present investors 
to sell their shares of stock assuming the price before the bid was set 
by the market. Premiums paid by the acquirers in most deals are less 
than .30. 

MULTIPLIERS___________________________  

The use of multipliers for valuation is common practice. A multi-
plier is applied to some type of flow measure. The multiplier is fre-
quently based on the observed relationships of comparable firms. 
The following multipliers are used: 
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■ Price-earnings multiplier. 
■ Cash flow multiplier (EBITDA and free cash flow multipliers). 

EBITDA is earnings before interest, taxes, depreciation, and 
amortization. 

Free cash flow is cash flow from operations after maintenance 
capital expenditures. Sometimes free cash flow is computed 
after all investment outlays. 

■ Cash flow multipliers applied to the next period's flows (e.g., 
NEBITDA). 

If one takes the current earnings and multiplies by the cur-
rent price-earnings multiplier, one obtains the current market 
price. The expected earnings of the current year or an adjusted 
earnings can be used rather than the observed earnings of the past 
year. Another variation is to use the expected earnings of the next 
year. 

The use of the expected earnings times a price-earnings mul-
tiplier is a common technique for evaluating prospective acqui-
sitions. It may be a shortcut method of applying discounted 
cash flows. The following mathematical model illustrates this 
position. 

 



 

The price-earnings ratio (P/E) that is expected is equal to the 
dividend payout rate (1 - b) divided by - g. The larger the 
value of the growth rate (g), the larger the value of the P/E ratio 
that will be justified. 

Assume the P/E of comparable firms is computed to be 8 and 
the earnings to the stockholders of the target firm are $10,000,000. 
The valuation of the stock is $80,000,000. But the following com-
plexities exist: 

■ Were the other firms really comparable? 
■ Were the earnings really $10,000,000 or should 
adjustments    be made? 
■ Does the firm have excess assets? ■ 
Does the firm have unrecorded liabilities? 
■ Is there reason to expect that next year's earnings will differ 
sig   nificantly from $10,000,000? ■ Is the average P/E of 8 for 
comparable firms reasonable? 

Instead of using an earnings multiplier many merchant bankers 
prefer to use a cash flow (or EBITDA or free cash flow) multiplier. 
Again the multiplier is obtained from observing comparable firms. 
Assume the cash flow (EBITDA) multiplier of comparable firms is 6 
and the firm's cash flow (EBITDA) is $20,000,000. Now the firm's 
estimated value is $120,000,000. If the debt is $40,000,000 this 
value is consistent with the $80,000,000 value of the stockholders' 
position obtained previously. The value normally obtained using 
EBITDA is the firm's value (debt plus equity) rather than the stock-
holders' value. 

Now let us consider the average P/E of 8 for 10 comparable 
firms. Assume that 9 firms have a P/E of 5 and one firm has a P/E 
of 35. 

10 PRIVATE EQUITY
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The harmonic average takes an average of the reciprocals and 

then takes the reciprocal of the average. 

 
Is a P/E of 8 or 5.47 the correct average for purposes of comput-

ing the firm's value? 
The conventional average (the P/E of 8) tends to weight extreme 

values higher than is appropriate. For example, assume there are 3 
comparable firms, 2 with P/Es of 10 and 1 with a P/E of 100. The 
conventional average P/E is 40. 

 
It is not obvious that 40 is the correct measure. The example 

could be more extreme by having the P/E of the third firm 10,000 
(as might occur if earnings were unusually low for the observed 
year). The average P/E is 



 

 

The 14.99 P/E multiplier would seem to be more useful for val-
uation purposes than the 3,340 P/E multiplier. 

Multipliers: Theoretical Basis 

The use of the average P/E of comparable firms has the complexities 
of determining firms that are actually comparable and computing 
the average P/E. An alternative approach is to compute a theoretical 
target P/E based on the firm's economic characteristics. We will con-
sider three different multipliers, all of which will be used to compute 
the value of the stock. 

M0 applied to after-tax earnings: M0(E) M1 applied to earnings 
before interest and taxes: M1(EBIT) M2 applied to earnings 
before interest, taxes, depreciation, and amortization: 
M2(EBITDA) 

Determination of M0 
Let P be the value now of a share of common stock. Then by defini-
tion of M0: 

P = M0E 

12 PRIVATE EQUITY
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and 

 
Remember the above example assumes zero debt. With out-

standing debt the formulation becomes more complex. 
The above multipliers cannot be applied to a different firm with 

a different cost of equity and a different growth rate. The multipli-
ers were computed based on specific information, and other infor-
mation will lead to different multipliers. 

Since all the above measures are based on objective measures of 
earnings, EBIT and EBITDA, they appear to be objective, but in fact 
all the calculations have a significant subjective input. However, the 
appearance of objectivity makes them popular methods of valuation. 

Since all the methods are implicitly assuming future benefits, it is 
sensible to also compute the present value of these benefits. 

MEASURES OF PRESENT VALUE __________  

We consider six different present value calculations that are actually 
all equivalent, thus are actually one method: 

1. Present value of future dividends for perpetuity 
2. Present value of discretionary (free) cash flows 
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3. Present value of future earnings minus the present value of new 
investments 

4. Present value of an earnings perpetuity plus the present value of 
growth opportunities (PVGO) 

5. Present value of dividends for n years plus present value of the 
firm's value at time n 

6. Present value of economic incomes 

For the infinite life situation with the firm earning $65 and pay-
ing $39 of dividends, a .12 cost of equity and a .02 growth rate, the 
value is: 

 

 

 

The firm is retaining .4 of earnings and has a growth rate of .02. 
This implies that incremental investments earn .05. Since .05 is less 
than the cost of equity, the undertaking of the growth opportunities 
actually reduces value. 

Instead of assuming one growth rate for perpetuity one could 
assume a series of changing growth rates. The calculations and for-
mulations are more complex, but the logic is perfectly consistent 
with the infinite life and one growth rate model. 
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Reinvestment Rate Greater than the Cost of 
Equity 

Now assume all facts are the same except the firm earns .15 on new 
investments and has a .06 growth rate (.4 of earnings are retained). 

= $650 

 

Finite Life Models 
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For simplification assume there are no taxes. Assume the four 
balance sheets are as shown in Table 2.1. 

The economic incomes for the three years are as shown in 
Table 2.2. 

PV (.10) = -$18,154 (PV of economic incomes) PV of 
residual value = 66,555(1.10)-3 = 50,000 PV of 
terminal book value = 73,000(1.10)-3 = 54,846 

The firm's value is: 

V0 = book value + PV of incomes + PV of residual value 
- PV of terminal book value V0 = 100,000 - 

18,154 + 50,000 - 54,846 = $77,000 

The present values of the economic incomes plus the initial 
book value plus the present value of the residual value minus the 
present value of the terminal book value is equal to the firm's 
value at time 0. The amount is also equal to the present value of 
the cash flows. 

TABLE 2.1     Four Balance Sheets 
 

 Time 0  1  2  3 (before adjustment) 
Assets Stock 
Equity  

100,000 
100,000  

91,000 
91,000  

82,000 
82,000  

73,000 
73,000  

TABLE 2.2    Economic Incomes 
 

 1  2  3  
Revenues  11,000  10,890  10,648 
Depreciation 
Interest Economic 
Income  

9,000 
10,000 -
8,000  

9,000 
9,100 -
7,210  

9,000 
8,200 -
6,552 
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FREE CASH FLOW _______________________  

If free cash flow is defined to be equal to the cash flows as defined 
(after all investments), then there are no complexities. The preced-
ing calculations apply. 

If the free cash flow is after maintenance cap-ex, but is not equal 
to the preceding cash flows, both sets of calculations would require 
adjustment to reflect the additional investments. 

CHANGING THE CAPITAL STRUCTURE_________  

If the people valuing the firm intend to substitute debt for equity, 
then the changes in capital structure can give rise to an increase in 
value. This potential increase in value is discussed in Chapter 5. 

EARNINGS VERSUS DIVIDENDS VERSUS CASH 
FLOWS: PRESENT VALUE CALCULATIONS 

Assume the objective is to compute the value of a firm using present 
value calculations. Should earnings be used? Since earnings fail to 
consider the funds necessary to be reinvested to generate future 
earnings, earnings cannot be used without adjusting for reinvest-
ment or alternatively using the present value of economic incomes 
illustrated previously in this chapter. 

The risk-adjusted present value of future dividends is a theo-
retically correct method of computing the value of a firm's stock 
equity, if dividends are defined to include all cash flowing from 
the firm to the stockholders, whatever the form of the flow. De-
spite the correctness of using dividends, there are complexities. 
First, the amount of dividends is a derived measure. It is derived 
from the projections of future cash flows or earnings of the firm. 
Second, in a situation where there are no cash dividends it is very 
difficult (but not impossible) to estimate the future dividends. 
Third, an acquirer tends to be more comfortable with the use of 
the target firm's cash flows or earnings. Where the target firm is 
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paying a dividend, the difficult estimation problem is to determine 
the growth rate for perpetuity. An alternative calculation is to es-
timate the growth for n years and multiply the dividend at time n 
by a multiplier to represent the firm's value at that time. Since the 
target firm's dividend is likely to be changed (or eliminated) after 
the restructuring, the dividend calculation is likely to be viewed as 
misleading. 

ESTIMATION PROBLEMS __________________  

If the economic incomes as illustrated are used to compute value, 
then the various accounting conventions do not affect the value 
measure. It appears that the initial book value and the allocation 
of costs to time periods affect the value calculation using earn-
ings, but the appearances are misleading. Among the accounting 
conventions that do not affect the theoretical value calculation 
adjustment are: 

■ Depreciation method 
■ Expensing or capitalizing of expenses (including R&D) 
■ Write-off or not of goodwill 

Income with a multiplier cannot be used easily if: 

■ The firm has a loss or very small income compared to assets. ■ 
The firm has a large amount of noncash utilizing expenses 

(goodwill and depreciation expense) compared to income. ■ 
The accounting income measure is not reliable. ■ There are 
extra assets recorded or not recorded. ■ There are 
unrecorded or recorded excess liabilities. 

For any method where the future benefits are being discounted 
to the present there are the problems of determining the discount 
rate and estimating the growth rate. 

If the firm is not investing any of the earnings, then dividends 
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equal the earnings and there is not likely to be large expected 
growth. This simplifies the value calculation but also is likely to re-
sult in a lower valuation, compared to a growth situation. 

BUYING FOR LIQUIDATION _________________  

In some situations a target firm is acquired so that it can be liqui-
dated. In 1988 American Brands Corporation acquired E-II Hold-
ings, Inc. for $1.1 billion plus the assumption of E-II's debt. It 
acquired 18 different operating units plus 7.1 million shares of its 
own stock (with a value of $320 million). American immediately 
sold nine of the units for $950 million of cash (plus $250 million 
of preferred stock that was worth very little), plus the E-II debt 
was assumed by the buyer. In acquiring E-II an important consid-
eration for American Brands was how much it would be able to 
obtain for the units to be sold. It also wanted to purchase its own 
shares and repel a raid. American Brands was employing a Pac-
Man strategy. Since E-II acquired American shares, American ac-
quired E-II. E-II's probable intention was to liquidate American 
(American consisted of tobacco, office products, liquor, and finan-
cial services). 

CONCLUSIONS__________________________  

Valuation is very much an art. This is particularly true when the 
firm does not have a long history of earnings and cash flows. 

The difficult part of valuing a firm is to obtain reasonable esti-
mates of future cash flows or earnings, but it is important that once 
these measures are obtained they be summarized correctly. 

There are a variety of measures all with some highly subjective 
element that can be used by the decision makers in attempting to de-
termine the value of a firm. There are exact methods of calculation, 
but there are not exact reliable measures of value. 

The going concern value of the assets, with the assets gaining 
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their value from the cash flow, is the relevant measure. The prime 
advantage to be gained by using cash flow versus conventional in-
come is that it is theoretically correct and it does not tie us to the re-
sults of accounting procedures that are not designed for this specific 
type of decision. If the decision makers want to use the current in-
come as the basis for making their investment decision, care should 
be taken, since the computation may not be equivalent to the use of 
cash flows. However, even if they do not use the income measure di-
rectly, the decision makers will use it indirectly as the basis for their 
evaluation of future dividends. 

Remember that in no case is the value determined by calculating 
the present value of the accounting earnings. This calculation is not 
theoretically correct. The present value of economic incomes can be 
used, as long as the initial book value, ending book value, and ter-
minal value are all included in the calculation. 

But even when the firm has a long history, there is always the 
question of whether there has been a significant change in the busi-
ness environment; thus the firm's past history may not give a good 
indication of the firm's future performance. 

In many situations the verbal description of the reasons why 
the firm has value is more relevant for valuation than a value de-
rived from growth rate assumptions that cannot be adequately 
justified. 

In conclusion, you should do calculations, but fully describe the 
assumptions, the basis of the assumptions, and also estimate the 
value of the firm if these assumptions are not valid. 

QUESTIONS AND PROBLEMS _______________  

1. Which is a more reliable estimate of value, market capitalization 
or the present value of the firm's future cash flows? 

2. The price-earnings multiplier for comparable firms is a popular 
method of valuation. When would this valuation method not be 
reliable? 
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Structuring and 
Selling the Deal 

he first step in creating private equity is to value the target firm (see 
Chapter 2). The second step is to structure the financing so that 
the securities can be sold to the relevant types of capital 
contributors. 

Capital financing fashions for private equity firms have 
changed. In the 1980s an acquirer could finance the acquisition 
with as much as 99 percent debt and preferred stock. In the new 
millennium that acquirer would be very lucky to get debt money 
for 50 percent of the needed capital. The sources of capital range 
from common stock to pure debt with many types of hybrids in 
between. Stern and Chew (1998) give a good summary of the pri-
vate equity revolution. 

SOURCES OF CAPITAL ____________________  

■ Debt: equity capital firms, banks, pension funds, seller of firm 
■ Debt with equity kicker: same as above and add insurance com-

panies and rich people 
■ Preferred stock: insurance companies 
■ Convertible preferred stock: insurance companies or other cor-

porations 
■ Common stock: LBO or private equity firms, LBO funds, and 

rich people 
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BID FOR ACQUISITION ____________________  

Assume there are no agency costs and no costs of financial dis-
tress. The objective of the private equity buyers is to maximize the 
net value. 

Let Assets = the total value of the firm including any outstanding 
debt, but before new debt Bid = the amount of 

the bid for the firm Bo = outstanding debt assumed by 
new corporation VL = equal to cash raised by debt issue 
to finance 

acquisition 
t = the corporate tax rate S = the value of 
equity before refinancing 

where 

S = Assets - Bo 

and the net to the equity investor with no new debt issued by the 
firm but the Bo debt assumed is: 

Net = S - Bid 

But assume VL of maximum new debt is issued 

where t = the corporate tax rate: 

Now the new net to the equity investor is:



 
and the new debt proceeds minus the amount bid is the net value to 
the investor (if maximum debt is issued, the value of the firm's stock 
is zero). 

Since Bid is set, the larger the value of VL (the value of the lever-
aged firm), the larger the value of the equity of the investors (though 
the value of the firm's stock equals zero). The investors receive cash 
or the debt being issued. 

Example 1 

t = .35, S = Assets = $650,000, no initial debt 

 

Assume $700,000 is Bid and $1,000,000 of the debt is issued. 

VL = $1,000,000 

Net = VL - B Net = 

$1,000,000 - 700,000 = $300,000 

The $1,000,000 of debt proceeds are given to the new shareholders 
and they pay $700,000 for the firm. 

The net gain is $300,000. This is the largest feasible Net and 
$1,000,000 is the largest VL that is feasible, without other sources 
of values. The maximization of VL is consistent with the maximiza-
tion of the buyer's value. The firm is being financed with 100 per-
cent debt. 

Realistically less than maximum debt ($1,000,000) will be is-
sued and the net gain will be less than $300,000, unless there are 
improvements in operations. 
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Example 2 

Same  assumptions  as  Example  1   but the firm  (with Assets  = 
$650,000) initially has S = $260,000 and Bo = $390,000. 

If the maximum amount of debt is issued, then $400,000 will be 
given to the shareholders. 

 
Assuming a $270,000 bid for the equity, the net gain to the 

shareholders after the issuance of the debt is $130,000. 
For the first example the bid was $50,000 larger than the initial 

stock value, but $1,000,000 of the debt was issued. 
For the second example, the bid was $10,000 larger than the 

initial stock value but only $400,000 of the debt was issued (there is 
already $390,000 of debt outstanding). 

In the second example we assumed the firm's assets had a value 
of $650,000. This number is normally hard to determine accurately 
and is apt to be the measure that gives rise to a deal's being done. 
The buyer and seller are likely to have different expectations and es-
timates of value. 

STRUCTURING A DEAL ___________________  

To simplify the presentation we assume that the acquisition will be 
financed by a mix of debt and common stock and that no other 
types of capital are feasible. 

There are two primary issues to be resolved: 

1. The split between debt and equity 
2. The percentage of equity to be kept by the deal's promoter and 

the percentage to be given to the other equity contributors 

Generally there is a maximum amount of debt that banks and 
other debt sources are willing to provide. This maximum changes 
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through time but promoters of private equity deals normally have 
a good idea of this maximum. The normal amount of debt can be 
increased by adding an equity kicker to the debt security. This 
kicker may be in the form of a conversion feature, warrants on 
stock, or a bonus based on the firm's future earnings or cash 
flows. But there must be recognition that the nominal amount 
of hybrid debt of this nature is not all debt but a mix of debt 
and equity. 

The percentage of the equity to be given to the other equity 
providers must result in an expected internal rate of return (IRR) 
that is large enough to attract the equity. This implies that it is 
necessary to estimate the firm's future value and split the value 
among all the capital contributors so that each investor class can 
compute the return that is expected to be earned and be pleased 
with that return. 

An Example 

Assume that a firm can be acquired for $78,000,000 and the ex-
pected cash-out date is three years. The firm's value at that time (the 
sale price) is estimated to be $162,400,000. The underlying internal 
rate of return (IRR) of the firm is 

78(1 + IRR)3 = 162.4 
IRR = .2769 

The firm's underlying IRR of .2769 is reasonably impressive. 
But assume $60,000,000 of debt costs .18 and that the payment of 
the debt at time 3 would be $98,600,000. 

60,000,000(1.18)3 = $98,600,000 

Since the proceeds at time 3 from the sale of the firm are ex-
pected to be $162,400,000 the return to the equity contributors is 
$63,800,000. 

162,400,000 - 98,600,000 = $63,800,000 
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The equity contributors of $18,000,000 earn 

18(1 + IRR)3 = 63.8 IRR 
= .525 

Assume the equity contributors of $17,000,000 want a return of 
.35 (the promoters contribute $1,000,000). 

The $17,000,000 requires proceeds of $41,800,000 at time 3. 

17(1.35)3 = $41.8 million 

This leaves $22,000,000 for the promoters. 

63,800,000 - 41,800,000 = $22,000,000 

The promoters expect to earn an IRR of 1.8 or 180 percent on 
their $1,000,000 investment. 

1(1 + IRR)3 = 22 
IRR = 1.80 or 180% per year 

With the given assumptions, the equity contributors of 
$17,000,000 to earn their .35 per year have to be awarded .655 of 
the equity. 

 
The promoters receive .345 of the equity and contribute 1/18 or 

.056 of the equity capital. 
Now assume that only $38,000,000 of .18 debt can be raised 

(rather than $60,000,000). At time 3 the debt payment will be 
$38,000,000(1.18)3 = $62,400,000 and the stockholders will net 
$100,000,000. 

162,400,000 - 62,400,000 = $100,000,000 
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While this is larger than the $63,800,000 previously available, 
the amount of equity investment is now increased to $40,000,000. 
The $39,000,000 of external equity now requires $96,000,000 at 
time 3 to earn .35. 

39(1.35)3 = $96.0 million 

This leaves $4,000,000 of return at time 3 for the promoters. 
The promoters investing $1,000,000 now earn an internal rate of 
return of .587. 

1(1 + IRR)3 = 4 
IRR = .587 

The promoters' IRR is reduced from 1.80 to .587 as a result of 
reducing the amount of debt. The equity split is now .96 for the new 
equity suppliers and .04 for the promoters (down from .345). 

With the facts as given, the more debt at a cost of . 18 the better 
for the promoters. However, we can expect the cost of debt to in-
crease as debt is substituted for equity; thus generalizations are not 
feasible. The promoters must determine the cost of debt for the dif-
ferent amounts of debt. Also, the equity return requirements must 
be determined since the cost of equity capital will change as the per-
centage of debt capital is changed. Asquith and Wizman (1990) give 
data regarding bondholder returns in leveraged buyouts. 

To simplify the presentation, we have assumed zero taxes. If 
taxes are included the analysis must consider the fact that interest is 
tax deductible each time period, thus will change the firm's terminal 
value if there is reinvestment of the savings. 

Some analysts predict the equity value at the end of the planning 
horizon independent of the capital structure. This is faulty since the 
equity value is affected by the capital structure. The model illus-
trated assumed zero taxes and made no interim cash outlays to the 
capital contributors; thus the firm's value at time 3 is affected by op-
erations and not by the capital structure decisions. 

Obviously the promoter would like to keep as large a percentage 
of ownership as is feasible. The percentage is limited by the firm's 
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prospects (the terminal value), the amount of debt that can be 
raised, and the costs (required expected returns) of the debt and 
other common stock investors. The percentage of ownership that is 
kept by the promoters is the residual results of the requirements of 
the investors that the promoters are trying to attract. 

SELLING THE DEAL ______________________  

For making capital budgeting decisions the net present value 
method has several advantages over the use of the IRR method. 
While the two methods will frequently lead to the same decision, 
there are also situations where they lead to different decisions unless 
they are carefully used. 

In the present context the objective of the promoters is to sell a 
deal to investors, and the easiest measure to understand and per-
suade potential investors is an internal rate of return. It is more im-
pressive to be told the IRR over a three year period is .587 than that 
the NPV is $626,000 (for the promoters) when the debt amount is 
$38,000,000 and the equity is $40,000,000. 

A Partial LBO 

The conventional LBO buys 100 percent of the common stock. If 
management is part of the LBO group, it will own a significant per-
centage of the private equity capital. The main problems are raising 
the private equity and accomplishing the LBO without attracting 
competition. 

Now assume management has a different strategy. The corpora-
tion will repurchase its own shares. The stockholders who want 
cash receive it by selling some of their stock and having the gain on 
the stock sale taxed at a capital gains rate. 

Assume that management currently owns or has rights (options) 
to 20 percent of the firm's 1,000,000 outstanding shares. The firm 
repurchases 30 percent of the 1,000,000 outstanding shares. There 
are 700,000 shares outstanding after the share repurchase. If man-
agement does not sell any of their shares, they will now own 28.57 
percent of the shares (before the buyback they owned 20 percent). 



 

Obviously, if the firm continues the buyback strategy, and if 
management does not sell any of its shares, its percentage of owner-
ship will increase. In a few years management will have the same 
percentage of ownership that it would have obtained with an imme-
diate LBO. An important advantage of the partial LBO strategy is 
that management's investment is highly liquid compared to an in-
vestment in a LBO. We will discuss this strategy in greater depth in 
Chapter 9. 

CONCLUSIONS__________________________  

After valuing the target firm and deciding on the amount to be bid 
there remains the decision to split the capital needs among the dif-
ferent forms of capital. In this chapter we limit the choice to ei-
ther debt or equity. The next calculation is to determine the 
percentage of equity that must be allocated to the external in-
vestors so that the investors can expect to earn the return they re-
quire given the alternative returns available, the risks of the 
enterprise being financed, and the amount of debt (and other se-
nior securities) being issued. 

It is important to remember that the amount (or value) of eq-
uity at the termination date will depend on the amount of debt 
being used. 

QUESTIONS AND PROBLEMS _______________  

1. Why are insurance companies more likely to buy preferred stock 
than individuals? 

2a. Assume the market capitalization of a firm's stock is $6,500,000 
and there is $10,000,000 of debt outstanding. How much addi-
tional debt can be issued if the $6,500,000 is accepted as being 
reasonable? There is a .35 corporate tax rate. 
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2b. If a bid of $7,000,000 is made for the $6,500,000 of equity, 
how much can the buyers hope to make? 

2c. With a bid of $7,000,000 and a cash-out of $12,243,000 after 
four years, the equity investors earn what IRR? 

2d. Now assume $6,000,000 of .08 debt (zero coupon), zero taxes, 
and a cash-out of $12,243,000 minus debt payments at time 4. 
What IRR does the $1,000,000 of equity earn? 

2e. Now assume a .35 tax rate. Compute the value at time 4 from 
reinvesting the tax savings to earn .08 before tax and .08(1-
.35) = .052 after tax. 

2f. What IRR is earned on the equity capital of $1,000,000? As-
sume the $12,243,000 from (2c.) is after tax except for the tax 
savings from the debt. 

3. If equity investors contribute $1,000,000 and want a .30 return 
at time 4, how much do they require at time 4? 



 

A Changed Dividend Policy 

 common stock dividend is a distribution of a portion of the as-
sets of a corporation to its common stock shareholders. The 

amount received by an investor is proportional to the number of 
shares held. In most cases, cash is distributed. On rare occasions, a 
publicly held corporation may pay a dividend in a form other than 
cash. For example, a corporation may distribute, as a dividend, the 
shares it owns in another corporation. The Owens-Illinois Corpora-
tion did this as a means of complying with a court decree which re-
quired it to reduce its holdings of common stock in Owens-Corning 
Fiberglas. 

When a corporation pays a dividend, its assets are reduced by 
the amount of the dividend. In publicly traded stock, the price per 
share declines by approximately the amount of the dividend on the 
day that the stock goes ex-dividend. The owner of the stock, at the 
moment the stock goes ex-dividend, will receive the dividend. Be-
cause of other factors affecting the stock price, as well as tax consid-
erations, the decline in the share price will be less than the amount 
of dividend paid. 

DIVIDEND POLICY _______________________  

A corporation is not legally obligated to declare a dividend of any 
specific amount. Thus, the board of directors actually has a 
specific decision every time a dividend is declared. However, once 
the Board declares a dividend, the corporation is legally obligated 
to make the payments. Therefore, a dividend should not be declared 
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unless a corporation is in a financial position to make the 
payment. 

The expectation of receiving dividends (broadly defined as any 
distribution of value) ultimately determines the market value of 
the common stock. By declaring a dividend, the board of directors 
is not only turning over some of the assets of the corporation 
to its stockholders, but it may be influencing the expectations 
stockholders have about the future dividends they can expect 
from the corporation. If expectations are affected, the dividend 
decision and the underlying dividend policy will have a short term 
impact on the value the market places on the common stock of 
the corporation. 

Many financial experts believe that a highly stable but growing 
dividend is advantageous to a company. The most common reason 
stated for this belief is that stockholders prefer a steady income 
from their investments. There is at least one other important reason 
for thinking that a highly variable dividend rate may not be in the 
best interest of a company. In the long run, the value of a share of 
stock tends to be determined by the discounted value of the ex-
pected dividends. Insofar as this is the case, a widely fluctuating 
dividend rate will tend to make it difficult for stockholders to deter-
mine the value of the stock to them and as a result, the stock is 
likely to sell at a somewhat lower price than comparable stocks 
paying the same average dividend through time, but making the 
payments at a steady rate. This conclusion assumes investors are 
risk averse. 

Reasons for Paying Dividends 

There have been two rules of thumb with respect to dividend policy 
of publicly held corporations; first, that it is necessary for the firm to 
pay cash dividends to common stockholders and second, the divi-
dends through time must increase. It is far from obvious that the 
above policies are optimum from the point of view of maximizing 
the well-being of stockholders. In this chapter we consider the effect 
of different dividend policies on the well-being of the common 
stockholders. Private equity capital offers complete flexibility re-
garding dividend policy. 
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The board of directors of an average publicly owned company 
knows that a significant percentage of its investors want dividends 
and others do not. Unfortunately, what the company knows is fre-
quently wrong. With private equity capital the desires of the stock-
holders are more easily determined and their objectives are more 
likely to be identical. The private equity shareholders are likely to 
want capital gains and are likely to want these capital gains realized 
in the future, not realized now. 

The primary reasons for paying dividends are: 

■ Zero tax investors (or low tax) 
■ Have done it in the past 
■ Trust legal list 
■ Few good investments (too much cash) 
■ Raiders 
■ Do right by investors (investors need cash for consumption) 

If investors do not pay taxes (or have a very low tax rate), 
then cash dividends are a sensible way of a corporation's distrib-
uting cash. 

The argument that a corporation should increase its dividend 
payment because it has done so in the past finds its justification in 
the fact that investors wanting dividends would incur transaction 
costs switching investments if the policy were changed. 

If a firm does not have good investment alternatives, it should 
consider a dividend. All investors have opportunity costs for money. 
They can invest the funds to earn an expected return consistent with 
what the market has to offer. The corporation should distribute the 
cash to its stockholders if it cannot invest it to beat the investor's 
opportunity cost. 

The attitudes of investors are important factors to be considered. 
Consistently increasing dividends are generally welcomed by in-
vestors as indicators of profitability and safety. Uncertainty is in-
creased by lack of dividends or dividends that fluctuate widely. Also 
dividends are thought to have an informational content; that is, an in-
crease in dividends means that the board of directors expects the firm 
to do well in the future. Another important reason for the payment of 
dividends is that a wide range of investors need the dividends for 
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consumption purposes. While such investors could sell a portion of 
their holdings, this latter transaction has relatively high transaction 
costs compared to cashing a dividend check. The presence of in-
vestors desiring cash for consumption makes it difficult to change the 
current dividend policy, even where such a change is dictated by the 
logic of the situation. Though one group of investors may benefit 
from a change in dividend policy, another group may be harmed. 
While we will see that income taxes tend to make a retention policy 
more desirable than cash dividends, the presence in the real world of 
zero tax and low tax investors dictates that we consider each situation 
individually and be flexible in arriving at a distribution policy. 

Reasons for Not Paying Dividends 

The motivations for not paying cash dividends are: 

■ There are better forms of distribution than cash dividends, given 
tax considerations. ■ There are transaction costs with an 

investor receiving cash and 
then having to reinvest. ■ The firm has transaction costs if it 

needs to raise an equivalent 
amount of cash to substitute for the dividend. ■ Retention may 

be better than a dividend when the firm has good 
investments and the tax law favors retention compared to cash 
dividends. 

The advantage of private equity is that the cash distribution de-
cision can be made purely on the grounds of maximizing the value 
of the firm's common stock values. 

Irrelevance of Dividend Policy 

Let us assume that there are: 

■ No transaction costs 
■ No taxes 
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Miller and Modigliani (1961) argue that with no income taxes 
and other well defined assumptions (such as perfect knowledge 
and certainty) a dollar retained is equal in value to a dollar dis-
tributed; thus dividend policy is not a relevant factor in deter-
mining the value of a corporation. However, when taxes are 
allowed in the analysis, dividend policy very much affects the 
value of the stockholders' equity. In practice, corporations ap-
pear to be influenced in setting dividend policy by the behavior 
of other corporations, and by a desire to have a relatively stable 
dividend. 

The theoretical solution is for a corporation to invest in all de-
sirable investments. If any cash is left over after the investments 
are made, the excess cash is distributed to the stockholders. In the 
real world, the dividend is frequently considered to be a firm 
obligation, and this obligation will affect the amount available for 
dividends. 

Since private equity capital is most beneficial for investors in 
the higher tax brackets, we will assume for the investors a .396 
tax rate on ordinary income and a .20 tax rate on long term capi-
tal gains. 

The Value: One-Period Horizon 

Assume a firm pays a $1 dividend and the investor nets after tax 
(1 - tp ) and invests to earn an after tax return of rp so that after one 
year the investor has: 

 

 

With retention by the corporation of the $ 1 where the corpora-
tion earns r and then pays a dividend the investor has: 
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There is indifference for dividends and retention if r = rp . If r is 
larger than rp , then retention is better than an immediate dividend. 

Assume rp = .0604 and r = .10. We would expect retention to be 
better than an immediate dividend. Assume the firm has $100 avail-
able. With a dividend the investor has after one year: 

100(1 - tp)(l + rp) = 60.40(1.0604) = $64.048 

If the firm retains for one year and earns .10 and then pays a 
dividend, the investor has: 

100(1.10)(1-.396) = $66.44 

If the firm could earn only r = rp = .0604, the investor would 
again have $64.048. 

100(1.0604)(.604) = $64.048 

The relationships hold if there are n time periods instead of 
one. If rp = r there is indifference for dividends and retention. If 
the firm retains and does not pay a cash dividend, the required re-
turn is reduced if there is a capital gain. 

The Value with a Dividend: Five-Year Horizon 

Assume a firm has $100 that it can either invest or pay a dividend. 
The investor can earn a return of .0604 after investor tax on invest-
ments in the market. 

The investor nets $60.40 after tax from the $100 dividend 
and after five years the investor who invests in the market will 
have $80.98: 

60.40(1.0604)5 = $80.98 

The Value with Retention and Sale 

Now assume the firm reinvests the $100 for five years and earns .10 
per year. After five years the firm will have $161.05: 
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100(1.10)5 = $161.05 

Assume the firm is sold at time 5 for $161.05 and the investor is 
taxed at .20: 

(1-.20)(161.05) = $128.84 

This strategy is consistent with the manner in which private eq-
uity is managed. The advantage of the retention strategy compared 
to a dividend is $47.86 for the example or an increase of .59 above 
the future value with the annual dividend. 

Most corporations have a mixed strategy of paying out a per-
centage of their earnings and retaining the remainder. Thus the 
actual difference in value for a typical dividend-paying corpora-
tion will not be as dramatic as for the example. But if we consider 
the change in value for the dividend component only, the example 
is accurate. 

With the corporation retaining all the $100 of earnings the in-
vestor gives up $60.40 at time 0 and gets $128.84 at time 5. This is 
an IRR for the investor of .164. 

60.40(1 + IRR)5 = $128.84 
IRR = .164 

The advantage of the retention strategy is highlighted by the fact 
that in a situation where the corporation can earn only .10 (after 
corporate tax and before investor tax), the investor earns .164 from 
the corporation after all taxes following a retention strategy rather 
than a dividend strategy. 

Next, we want to consider the effect of lengthening the planning 
horizon from five years to 10 years. 

A Ten-Year Horizon with Sale of Corporation 

First assume the firm pays out the $100 as a dividend and the in-
vestor nets $60.40 after the .396 tax. After 10 years the investor 
will have $108.58. 
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60.40(1.0604)10 = $108.58 

If the firm retains $100 for 10 years earning .10 per year and 
then the firm is sold, the investor nets 

100(1.10)10(1-.20) = $207.50 

The advantage of retention is $98.92, which is a .91 increase 
over $108.50, the future amount with a dividend. 

If the corporation retains, the investor gives up $60.40 at time 0 
and then nets $207.50 after tax at time 10. This is an IRR of .131. 

60.40(1 + IRR)10 = 207.50 
IRR = .131 

This IRR is smaller than with the shorter time horizon. But let 
us consider the present value. With a five-year horizon the present 
value of the $47.86 advantage of retention is $35.70. 

PV = (1.0604)-5 47.86 = $35.70 

With a 10-year horizon the present value of the $98.22 advan-
tage of retention is $55.03: 

PV = (1.0604)-10 98.22 = $55.03 

The present value of the advantage of retention increases as the 
horizon is increased, but the IRR earned by the investor decreases if 
the corporation retains rather than pays a dividend and the horizon 
is increased. 

Dividends of Many Periods 

In the preceding example we consider only the dividend of one year. 
But assume a $100 dividend for five years (first dividend is at time 0). 
The future value for five years is: 

Future value = [100(1.0604)5 + 100B(4, .0604)(1.0604)5](1 - .396) 
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TABLE 4.1     Value at Time 5 
 

Time   Value at Time 5  

0  100(1.10)5  $161.05  
1  l00(l.l0)4  146.41
2  100(1.10)3  133.10  
3  100(1.10)2  121.00  
4  l00(l.l0)1  110.00
 Value  $671.56  

 

Future value = [134.08 + 346.19(1.3408)].604 = $361.33 

If the corporation retains $100 a year for five years and earns .10 
per year it will have $671.56 at time 5 (see Table 4.1). The investor 
will net after tax $537.25: 

(1- .2)671.56 = $537.25 

The advantage of retention compared to  dividends is now 
$175.92 or an increase of 

 

CONCLUSIONS__________________________  

Private equity is not likely to attract investors who want the corpo-
ration to pay cash dividends. The advantages of retention and then 
capital gains compared to immediate cash dividends are very large 
for investors paying a high tax rate. 

Private equity allows a corporation to follow a 100 percent re-
tention policy without harming those investors who want cash 
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dividends. The cash dividend preferring investors should place 
their funds elsewhere. The strategy for firms with private equity 
capital is to avoid cash dividends and have the investors benefit 
from future capital gains. 

A board of directors acting in the interests of the stockholders of 
a public corporation sets the dividend policy of a firm to please 
many different types of investors. The ability of an investor to defer 
income taxes as a result of the company's retaining earnings is an 
important consideration. In addition, the distinction between ordi-
nary income and capital gains for purposes of income taxation by 
the federal government accentuates the importance of the investors 
knowing the dividend policy of the firms whose stock they are con-
sidering purchasing or have already purchased. Some investors face 
zero or low tax rates and have different objectives from the high tax 
rate investors. This means that a corporation (and its board) has a 
responsibility to announce its dividend policy, and attempt to be 
consistent in its policy, changing only when its economic situation 
changes significantly. 

Private equity simplifies the task of a firm's board of directors 
since the equity investors are likely to have similar investment objec-
tives. There is value added since the board of directors does not 
have to follow a distribution policy aimed at pleasing the average 
investor, given a narrow range of preferences among the private eq-
uity investors. 

QUESTIONS AND PROBLEMS _______________  

la. Assume an investor can earn .12 before investor tax and .07248 
after investor tax. The tax rate on ordinary income is .396. If 
the corporation pays a $100 dividend, after 20 years the in-
vestor will have how much? 

1b. If the corporation retains the $100 and earns .12 per year for 20 
years, the investor will have how much? Assume a .20 capital 
gains tax rate. 

2. What IRR does the investor earn with retention compared to an 
immediate cash dividend? 
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3a. What is the value of a firm paying $100 dividend taxed at .396, 
with zero growth and a .07248 discount rate? 

3b. Assume the $100 per year is reinvested for 20 years and the ba-
sic firm value of $833.33 is present at time 20. 

 
The firm's value at time 20 is $8,038.57. 

Assume the $7,205.24 is sold at time 20 (assume a zero tax basis). 

Tax = .2(7,205.24) = $1,441.05. 

What is the present value of this strategy? 
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 second way that finance strategy combined with private equity 
adds value is by substituting debt for equity. The CEO of the typ-

ical large public firm is well paid, independent of the firm's perfor-
mance. The CEO's financial rewards are likely to go up if the firm 
does well, but there are not likely to be significant reductions in pay 
if the firm does not reach its operating targets. If the CEO does 
badly enough, there is the possibility that the board of directors will 
fire the CEO. The CEO does not want to increase the variance of the 
outcomes for the stockholders larger than necessary. Additions to 
debt in substitution for stock always increase the variance of the 
stockholders' returns. By keeping the amount of debt low, the CEO 
of a highly profitable firm is able to increase the likelihood of keeping 
a stream of high income. For most managers the present value of their 
salaries is larger than their value increment from substituting debt 
for equity. 

Now consider private equity where management owns a signifi-
cant percentage of the common stock. The objectives of gaining con-
trol and increasing firm value are now more competitive with the 
likelihood of the CEO's retaining the position and salary. The incen-
tive to substitute debt for equity is larger than when the CEO was 
just an employee. 

THE MOTIVATIONS FOR USING DEBT__________  

There are many reasons why the use of debt might be desirable but 
we will concentrate on three. The first is that the nominal cost of 

47 
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debt is less than the current cost of equity; thus the expected return 
on equity can be increased by the use of debt. While this option is 
intuitively attractive, we cannot argue that the total firm value is in-
creased for this reason. 

The second reason for using debt is based on the tax law that al-
lows debt interest to be tax deductions, but recognizes no tax de-
duction for the return on an equity security. We shall see that the tax 
deductibility of interest can add significantly to the value of a firm 
with the amount of value added depending on the corporate income 
before tax, the corporate tax rate, and the amount of new debt. The 
investor tax rates also affect the analysis. 

The third reason is the most important for private equity. The 
debt facilitates accomplishing the acquisition of the firm. It helps get 
the deal done. 

Debt Costs Less than Equity 

Assume that debt costs .06 if .5 of the capital is debt and in one pe-
riod a $1,000 investment has a .10 expected return. Note the invest-
ment has a higher return than the debt cost. There are zero taxes. 
The situation is as shown in Table 5.1. 

With 100 percent equity, the stockholders earn .10. With 50 
percent debt and 50 percent equity the stockholders can expect to 
earn .14. This is called "trading on the equity" and it is typical of 
one justification for using debt (the use of debt enhances the ex-
pected return on the stock). 

An investor who buys both debt and equity (in equal 
amounts) will again earn the .10 unlevered return. Without taxes 
and with a rational capital market no value is added by substitut-
ing debt for equity. The investor can replicate the firm's use of 

TABLE 5.1     Investment Has a Higher Return than Debt Cost 
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debt by borrowing and can delever the leveraged firm by buying 
both debt and equity. 

The use of the debt results in a larger spread of outcomes for the 
stockholders. Assume the outcomes at time 1 for the $1,000 invest-
ment are as shown in Table 5.2. 

With the set of possible outcomes the $500 of initial debt is al-
ways paid the contractual amount of $530. The stockholders face 
the outcomes shown in Table 5.3 (the equity investment is $500). 

The spread of outcomes (IRR) on the common stock invest-
ment is much larger with the $500 of debt than it was with 100 
percent of stock. 

Assume that if $900 of debt is used, the debt cost will be in-
creased to .07. See Table 5.4. 

The expected return on the common stock is increased from .10 
with no debt, to .14 with .5 debt, to .37 with .9 debt. But again there 
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is no reason to conclude value has been added by the substitution of 
debt for equity. To add value for the stockholders, we must consider 
corporate taxes. 

DEBT USE AND TAXES ____________________  

The conventional valuation model with the firm issuing B of debt in 
substitution for stock equity assumes: 

VL = Vu + tB (5.1) 

where   VL = the value of the leveraged firm 
Vu = the value of the firm before debt is substituted for 

equity 
t = the corporate tax rate B = the 

amount of debt that is added 

The assumptions are that the debt added in substitution for 
stock is outstanding for perpetuity and that there are no costs of fi-
nancial distress. The term tB is equal to the present value of the tax 
savings from the debt interest deductions. 

Example 
Assume a firm earns $153.85 per year before corporate tax and 
$100 after corporate tax (t = .35). There is no growth and the stock-
holders use a .08 discount rate. 

 
The value of the unleveraged firm is $1,250. 

Now assume that $1,000 of .06 debt is substituted for $1,000 
of stock. The value of the leveraged firm (with no cost of financial 
distress) is 

VL = 1,250 + .35(1,000) = $1,600 
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Since there is now $1,000 of debt and the value of the firm is 
$1,600 the new value of the stock is $600. The stockholders also re-
ceive the $1,000 of debt proceeds, thus have total wealth of $1,600 
(they previously had an investment of $1,250). The $350 increase in 
stockholder wealth is equal to tB. 

Without debt the investors earned $100 per year. With $1,000 
of .06 debt we have 

Debt .06(1,000) $ 60 
Stock         (153.85-60)(1-.35)         61 

Total $121 

After the debt issuance the debt and equity investors receive 
$121 in total. 

Assume stockholders want to earn the same return as that 
earned by the stock if the firm were unleveraged, and to achieve this 
goal they buy .65 of the debt and 1.00 of the stock. The amount of 
debt being purchased is equal to (1 - t) of the outstanding debt 
where t is the corporate tax rate. The investors following this strat-
egy would earn 

Debt .65(60) $ 39 
Stock 61 

Total $100 

The returns from the stock of the unleveraged firm and the re-
turns from the investment in the debt and stock of the leveraged 
firm are equal. In fact, with the given investment strategy, they are 
always equal for any value of EBIT. 

Assume the common stock of the unleveraged firm earns X be-
fore tax and with a .35 corporate tax (1 - t)X = .65X after tax. Buy-
ing .65 of the debt and 1.00 of the stock of the leveraged firm the 
investor earns 

Debt .65(60) 39 
Stock         (X-60)(l-t) .65X-39 

Total .65X 
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The two investment returns are equal for any value of X. 
The strategy was to buy (1 - t) or .65 of the debt. This invest-

ment strategy results in the investment in the leveraged firm being 
equal to the return in the unleveraged firm. Assuming the two 
investments have the same value (they have the same benefits), 
then 

which can be added to Vu to obtain VL. 

THE USE OF THE CASH____________________  

How do the stockholders benefit from the issuance of $1,000 of 
debt in substitution of debt for stock? 

The debt can be issued directly to the stockholders. 
The debt can be issued to the public and the $1,000 cash can be 
paid as a dividend to the firm's shareholders. 
The debt can be issued to the public for cash and the $1,000 
cash can be used by the firm to repurchase stock (for most firms 
this is the best solution). 
The debt can be issued to the public for $1,000 cash and the 
 $1,000 cash can be used by the firm to buy assets. This would 
require a slightly different model from the one illustrated in this 
chapter. 
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COSTS OF FINANCIAL DISTRESS ____________  

For some firms there are large costs of financial distress (both sup-
pliers and customers disappear or one of the two disappears) and 
there are significant probabilities of these events occurring if debt is 
substituted for stock. The more debt outstanding the larger the like-
lihood of distress occurring. Thus with more debt the tax savings in-
crease but so do the costs of financial distress. At how much debt do 
the incremental tax benefits from debt equal the change in financial 
distress costs of debt? For many firms the expected costs of financial 
distress are relatively small and these firms can use a large amount 
of debt compared to stock. 

DEFINING THE DETERMINANTS OF 
CORPORATE BORROWING__________________  

Assume a situation where there are no financial distress costs. Given 
the tax savings of debt a firm will issue debt (rather than equity) to 
finance acceptable investments, if the goal is to maximize share-
holder wealth, and if there are no investor taxes. The limits of cor-
porate borrowing, given an objective of maximizing shareholder 
wealth, are determined by the firm's ability to use the tax savings, by 
the costs of financial distress, and by the willingness of financial 
markets to lend. Debt usage is restricted, in the presence of desirable 
investments and an objective of maximizing shareholder wealth, 
only if there are costs of financial distress or investor taxes. 

Without costs of financial distress, with a goal of maximizing 
shareholder wealth, the utilization of debt to finance desirable in-
vestments would be limited by the willingness of investors to lend 
and investor taxes, not by the willingness of the firm to borrow. 

REASONS FOR USING DEBT ________________  

There are many valid reasons for corporations to use debt. Among 
the primary reasons are: 
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■ Tax deductibility of interest (debt is cheaper than equity; thus 
debt increases the firm's value and reduces its cost of capital). 

■ Raise capital from banks quickly. 
■ Raising equity capital signals overvaluation so the firm issues 

debt, which signals optimism.  
■ Easier to increase ROE (if investment earns more than the cost 

of debt). Also may have a desirable effect on EPS.  
■ No dilution of voting control. 
■ Incentive to management and a constraint of management.  
■ Timing (common stock is depressed and capital is needed).  
■ Reduces the need for equity capital (using other people's 

money). 
■ A large amount of debt tends to discourage raiders.  
■ Debt has lower issue costs than new equity. 

If management wants to maximize shareholder value, it will 
tend to use some debt in the firm's capital structure. The objective of 
the next sections of the chapter is to define the factors that limit the 
amount of debt issued by a firm, if the primary motivation for debt 
issuance is the income tax consideration and the primary goal is to 
maximize shareholder value. 

TAX CONSIDERATIONS ____________________  

The substitution of debt for equity reduces the firm's cost of capital 
(assuming zero costs of financial distress) and increases the firm's 
value. It can be readily shown that with zero investor taxes, zero 
agency costs, and zero costs of financial distress that 
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LIMITING THE USE OF DEBT ________________  

The list of factors limiting the amount of debt issued by a corpora-
tion in substitution of equity is long. It includes: 

■ The probability of timely utilization of tax savings from the debt 
interest is less than one, reducing the incremental expected value 
from substituting $1 of debt for equity as additional debt is is-
sued. 

■ The expected costs of financial distress and bankruptcy. Adding 
debt increases the incremental risk to shareholders. 

■ The owners and/or managers fear loss of control because of the 
risk of bankruptcy. Bankruptcy might prevent the firm from 
reaching a pot of gold. 

■ The structure of investor taxes favor some equity. 
■ Debt indenture provisions limit managerial actions. Incremental 

debt limits the managerial and financial flexibility (the ability to 
take advantage of opportunities). 

■ An increase in debt leverage increases incremental cost of bor-
rowing. 

■ The debt increases the firm's Beta and the variance of EPS and 
ROE. Management worries about the effects of too much debt 
on the stock price if the firm's leverage greatly exceeds that of 
comparable firms. It is feared that the stock market will inter-
pret the substitution of debt for equity negatively. 

■ The changing of the capital structure may result in taxation of 
the equity investors accepting the debt in substitution for their 
equity securities. 

■ Cash flows out of the firm paying the debt interest will restrict 
growth of the firm. 

■ The economic characteristics of the firm's assets limit the 
amount of debt that can be supported. 

All the above factors are relevant. Not all decision makers will 
be concerned with a negative reaction by the market, but for some 
managers the market reaction is the primary consideration. But usu-
ally management's objectives are more complex than the maximiza-
tion of shareholder value. 
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Next, we consider how the economic characteristics of the firm's 
assets limit the amount of debt (issued in substitution for stock) that 
can be supported. If debt were being issued to acquire new assets the 
analysis would be different. 

HOW THE FIRM'S ASSETS DETERMINE 

THE MAXIMUM DEBT_____________________  

Assume equation (5.1) applies: 

VL = Vu + tB (5.1) 

With maximum debt, VL = B and therefore: 

B = Vu + tB 

and solving for B: 

 

 

If more than $25,385,000 of debt is issued in substitution for 
stock there is a significant likelihood that the firm would not be able 
to pay the contractual debt payments. This conclusion is based on 
the market's valuation of the unleveraged firm, thus includes the 
market's risk perceptions. 

Let X be the firm's expected earnings before interest and taxes 
and equal to $3,807,750. The maximum debt can also be deter-
mined using the earnings expected to be generated by the assets. If 

For the example where Vu = $16,500,000 and t = .35, the value of 
B is: 
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the expected earnings before taxes (the taxable income) X is a per-
petuity, we have for the value of the unleveraged firm: 

 

Substituting in (5.3) for Vu: 

 

 

 



 

COSTS OF FINANCIAL DISTRESS: 
A MARGINAL ANALYSIS __________________  

Both the expected value of the tax savings and the expected costs of 
financial distress fit nicely conceptually into a marginal analysis. 
Managers should compare the expected incremental tax saving 
value increase from substituting debt for equity and the increase in 
the expected present value of the costs of financial distress. The 
costs of financial distress include the effects of financial distress on 
operations as well as the explicit legal costs of bankruptcy. 

Assume t = .35, and the present value of the costs of financial 
distress is $30,000,000. For debt of $11,000,000 and $10,000,000 
if there is probability one of the tax savings and the costs of finan-
cial distress being realized we have Table 5.5. 

The use of $11,000,000 of debt is better than $10,000,000 with 
the given assumptions since the tax savings are larger. But the above 
analysis must be modified if the probabilities of being able to use the 
tax deductions (thus realize the tax savings) and the probabilities of 
incurring financial distress are not one. See Table 5.6. 
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TABLE 5.5    Probability One of the Tax Savings and the Costs of 
Financial Distress Being Realized 

Relevant Outcomes 
 

 

Present Value of 
Tax Saving  

Present Value of 
the Costs of 
Financial Distress  

B $11,000,000 
B $10,000,000  

$3,850,000 
3,500,000  

$30,000,000 
30,000,000  

Incremental change  $   350,000  $                0  

TABLE 5.6    If Probabilities Are Not One 
 

Relevant Probability Factors  

 Probability of 
Realizing Full 

Tax Saving  

Probability of 
Costs of Financial 
Distress  

B $11,000,000 
B $10,000,000  

.95 
1.00  

.11 

.10  

Multiplying the probability factors by the dollar outcomes and 
assuming either all or none of the tax savings can be used we have 
Table 5.7. 

With these facts, despite the increase in the expected tax saving, 
the issuance of the extra $1,000,000 of debt is not desirable, given 
the $300,000 increase in the expected costs of financial distress. 

Assume the probability of financial distress remains constant at 

TABLE 5.7    Multiplying the Probability Factors by the Dollar Outcomes 
 

 Expected Present 
Value of Tax 

Saving  

Expected Present 
Value of Costs of 
Financial Distress 

B $11,000,000 
B $10,000,000  

$3,657,500 
3,500,000  

$3,300,000 
3,000,000  

Expected incremental change  $   157,500  $   300,000  
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.10 as debt is increased from $10,000,000 to $11,000,000. Despite 
the fact that the probability of using the interest tax shield is re-
duced from one to .95, there is still $157,500 of expected value 
added by an additional $1,000,000 of debt for equity, even after 
$10,000,000 of debt has been issued. The probability of losing 
some of the value of the corporate tax shield from interest goes from 
zero to .05 but the incremental debt issuance is still desirable. 

If we change the probability of financial distress with $10,000,000 
of debt to zero and with $11,000,000 of debt to .001 so that the ex-
pected cost of financial distress with $11,000,000 of debt is $3,300, 
the issuance of the additional debt is desirable, given the expected 
increase in tax savings is $157,500. 

To determine the desirability of substituting debt for equity, 
management must determine the expected value of incremental in-
terest tax savings and compare this expectation with the value of the 
increase in the expected cost of financial distress. These expectations 
will depend on the firm, the industry, and the state of the economy. 
They are highly subjective; thus we can expect there to be differ-
ences of opinion as to the optimum amount of debt leverage if the 
interest tax savings and the costs of financial distress are not certain. 

THE PREFERENCES OF MANAGEMENT _________  

When a corporation encounters financial difficulty, it is likely to re-
sort to debt financing to keep afloat. In this situation the firm can 
easily reach its debt capacity (to raise capital it has to pay a large in-
terest rate, but the large rate tends to insure that it cannot pay the 
debt owed). But with a growing profitable firm the amount of debt 
used is likely to be well below the maximum debt amounts illus-
trated in the preceding example. Why does management stop well 
short of the debt amounts indicated by the models? 

We have assumed to this point that the goal of the debt decision 
is to maximize the shareholders' value. But realistically, we cannot 
expect management and the board of directors to ignore the effect 
of the debt decision on their own well-being. 

Consider a Chair of the Board who is receiving an annual 
wage (all elements considered) of $20,000,000. The Chair has an 
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investment of $50,000,000 in the firm's common stock. If the firm 
uses maximum debt the value of this stock is expected to increase to 
$76,923,000, an increase of $26,923,000, but the probability of fi-
nancial distress in the next three years goes from .01 to .99. With fi-
nancial distress the Chair loses the job. From the viewpoint of the 
Chair, is the debt issuance desirable? Not only is the Chair placing 
the $20,000,000 per year and the common stock investment in 
jeopardy, but also the Chair loves the job. With these facts the Chair 
will drastically scale back the amount of debt to be issued. The man-
agement's performance is measured by the bottom line (earnings to 
shareholders), and the presence of a large amount of debt with a 
fixed interest expense increases the likelihood that the year's income 
will be negative. A loss incurred by the firm increases the probability 
that the top management will be replaced. 

Secondly, debt may limit managerial actions. The debt indenture 
frequently restricts the actions management can take under certain 
conditions. For example, the ability to issue more debt to exploit de-
sirable investment opportunities is reduced and any incremental 
debt issued will be at a higher cost since there is already a large 
amount of debt outstanding. 

Third, the senior managers of a corporation have legitimate con-
cerns regarding the effect of the issuance of debt in substitution for 
equity on the stock price. The stock market might interpret the effect 
of substitution of debt for equity negatively and shareholder value 
may be adversely affected. Conventional wisdom is that a firm's cap-
ital structure should be similar to that of other firms in its industry 
and the market will penalize departures from the norm. Also impor-
tant is the fact that even if there were to be a positive effect on share-
holder value, the value increase might not be perceived as exceeding 
the cost incurred by the managers in terms of the loss of job security. 

These views of top management are a major hurdle preventing 
the implementation of an aggressive capital structure. 

THE COSTS OF CHANGING CAPITAL STRUCTURE 

There are transaction and tax costs of changing a capital structure. 
The transaction costs of an exchange offer are relatively low, so we 
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do not expand on that aspect. The tax considerations for the in-
vestors, however, can be material. Assume the substitution of debt 
for equity results in a taxable transaction that is either ordinary in-
come (a dividend) or a capital gain (a share repurchase). 

First, assume a situation where the current stock price is less 
than the tax basis of the common stock so that the value of the debt 
received on the exchange will be less than the tax basis. The investor 
who exchanges will have a tax loss and the exchange may have ben-
eficial tax consequences to this investor. 

However, if the current stock price exceeds the tax basis, there 
will be a tax created by the exchange. There are several possibilities: 

■ The investor is a tax-exempt entity, thus no tax is created. 
■ The investor is a corporation that would prefer a dividend and 
  the 70 percent dividend received deduction. ■ The investor is 

an individual taxed at .20 on capital gains (thus 
  prefers a share repurchase) and .396 on ordinary income 
(thus 
  would prefer to avoid a dividend). 

Given the different tax situations that exist with a normal mix 
of investors, the only conclusion that we can reach is that there can 
be significant tax consequences to the investors that should be con-
sidered as debt is substituted for equity. 

THE TAX ADVANTAGE OF EQUITY__________  

Normally, debt has a tax advantage over equity because of the tax 
deductibility of interest, but this is not always the situation. Assume 
a group of investors who pay .396 tax on ordinary income and .20 
on capital gains. An equity investment combined with retention 
might be more desirable than debt, even though the debt interest of-
fers a tax shield at the corporate level. 

Assume a firm earns $100 before tax and with a .35 corporate 
tax rate, $65 after tax. If the $65 is reinvested by the corporation to 
earn .10 for 20 years and the accumulation is then taxed to stock-
holders at .20, the investors net 

65(1.10)20(1-.20) = $350 
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If the $100 earned by the corporation is paid to the investors as 
interest the investor nets $60.40 after a .396 tax. Invested in debt to 
earn .0604 per year in the same corporation for 20 years, the in-
vestor nets: 60.40(1.0604)20 = $195.18. Common stock is signifi-
cantly more desirable (assuming equivalent risk). 

 

QUESTIONS AND PROBLEMS _______________  

1. Assume a $800 investment returns $1,000 at time 1 (a .25 re-
turn). What is the IRR on $100 of equity if $700 of .08 debt is 
used as well as equity? 

2a. Assume the value of a firm's equity is $1,000 and $800 of .10 
debt is substituted for equity. The corporate tax rate is .35. 

What is the new value of the equity? 

What total wealth do the stockholders have? 

2b. If the debt rate is used as the discount rate, what is the present 
value of the interest tax savings? 
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3a. Assume a firm with a value of $10,000 earns $1,000 EBIT. The 
tax rate is .35. An investor owning 100 percent of the equity 
earns how much? 

3b. If the firm earning $1,000 EBIT is financed with .90 debt 
($9,000) that pays .08 and .10 equity, the investor (who owns 
100% of the equity) buys .65 of the debt. What return (in dol-
lars) does the investor earn? 

3c. Compare your answers to (3a.) and (3b.). What do you observe? 

3d. Recompute your answers to (3a.) and (3b.) if the firm earns 
$2,000 EBIT. 

4. Change the cost of debt of problem 3b. to .10. Recompute the 
investor's return if the firm earns $2,000 EBIT. 

5. A firm with a value of $1,000 and zero debt has a cost of capital 
of .12. Assume $900 of .08 debt is substituted for stock. The tax 
rate is .35. Estimate the new cost of capital. 

6. Assume the value of an unlevered firm is $10,000,000. The tax 
rate is .35. 

What is the maximum amount of debt that can be issued in sub-
stitution for equity if the $10,000,000 is an accurate measure? 

How much value can be added? 

7a. Assume a one year investment of $10,000 returns $10,900 at 
time 1. What is the return on $1,000 of equity if $9,000 of .05 
debt is used? Assume zero taxes. 

7b. What is the IRR (after tax) on $1,000 of equity if the firm earns 
$12,000 before tax? The tax rate is .35. 

With no debt, what is the IRR on equity? 

8 a. The market capitalization of a firm with 100 percent stock equity 
is $10,000,000. Assume $8,000,000 of .10 debt is substituted for 
stock (the debt is given to the shareholders). The tax rate is .35. 
There are no costs of financial distress. What is the value of the 
firm after the debt is issued? What is the value of the stock? 
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8b. If the stockholders had no other assets, how much wealth would 
they have after the debt is issued? 

8c. If the interest rate on the debt was .05 rather than .10, how do 
your answers to questions 2b. and 3a. change? 

8d. If the firm's weighted average cost of capital were .15 with zero 
debt, what would it be with $8,000,000 of .10 debt? 

8e. How low can one reduce the WACC by changing the capital 
structure? 



 

Merchant Banking 

erchant banking is the very old art of a banking firm's collecting 
funds from investors (who have sufficient wealth to qualify as 

investors) to invest in enterprises. In recent years the term has been 
applied to firms that engage in private equity types of activity. In this 
chapter we consider the finance related value added by merchant 
banking activity. The equity component of the operating firm is pri-
vate equity capital. 

HO STOCK PRICE CHANGE _________________  

Appendix 1 shows that with the assumptions that the ending stock 
price is equal to the beginning stock price (no growth by the firm) 
and that dividends are constant the length of the time horizon is not 
relevant and the value is 

 

where   Po = the initial stock price D = the dividend 
(constant) t = the investor's tax rate on 
ordinary income rp = the investor's after tax 
opportunity cost on 

comparable risk equity investments 
n = the horizon in years 

The numbers in the following examples are rounded off. 
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The Terminal Value Is Zero 
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of rp . The changed assumption from an infinite life to a five year 
life with a zero value at time 5 reduced the stock value from $833 
to $286. 

Retention and Then Capital Gain 

Assume the firm retains earnings for n time periods earning r each 
year and then this accumulation is distributed and taxed at a t rate. 
The initial tax basis is $833. 

r = .12, rp = .07248, and n = 5 

In addition to the value of retention and then distribution assume 
there is basic firm value of $833 at time 5 (see preceding calcula-
tions). The value of the stock at time 0 is $945.50. 

Po = (1 + rp)-n[(l - tg)(RE)B(n,r)(l + r)n + 833] Po 
= 358 + 587 = $945 

The term (RE)B(n,r)(l + r)n is the future value (at time n) of RE 
per year retained to earn 

r = .12 per year 

The firm earning .12 with retained earnings when r = 
.072848 adds value. The stock value is now $945 because of 
the retained earnings for five years rather than annual dividends. 
The present value added by retention for five years is $945 - 833 
= $112. 

THE INVESTOR'S IRR_____________________  

Assume the cost of buying a firm paying a constant perpetual $100 
dividend is $833 (this is the tax basis). The investor can earn .07248 
in the market. After purchase, assume five years of retention with 
the firm earning .12 and then a capital gain. The firm has other 
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value of $833 at time 5. This is based on the market assuming fu-
ture annual dividends of $100 beginning at time 6 and no earnings 
retention after five years. 

Let j be the investor's IRR for the five year investment. 

833 = (1 + j)-5[(l - .20)100B(5, .12)(1.12)5 + 833] (1 +j)5 
= 1.60988 j = .100 

The investor earns .100 after tax, if the firm follows the de-
scribed strategy. With the first example, the investor earned only 
.07248 from the dividend paying firm that was selling for $833. 

Substituting Debt 
Now assume $800 of .08 zero coupon debt with a life of five 
years is used to finance $800 of the initial $833 purchase price. 
The equity component of the investment is $33. The corporate 
tax rate is .35. 

Future value of debt = 800(1.08)5 = $1,175 (See Table 6.1.) 

The corporation has basic after tax cash flows of $100 per year 
for five years and is able to reinvest to earn a .12 return. The future 
value of the $100 retained cash flows per year is $635. 

FV= 100B(5, .12)(1.12)5 = $635 

TABLE 6.1     Interest Tax Savings 
 

Time  Debt  Interest (.08)  Tax Saving  Period  

0  800  64  22  1  
1  864  69  24 2
2  933  75  26 3
3  1,008  81  28 4
4  1,088  87  30 5
5  1,175    

FV(.12) = $182 
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TABLE 6.2    Equity Value 

Total firm value at time 5 = 635 + 833 + 182 $1,650 
Debt payment = 800(1.08)5 -1,175 

Value of stock equity 475 
Tax basis of stock 33 
Taxable gain of shareholders $  442 

Tax rate ____ .2 
Investor's tax $  8 8  

If the debtholders are not taxed, they net $1,175 at time 5. The 
tax savings on the debt interest, reinvested by the corporation to 
earn .12, will have a future value of $182. 

Assume the stock after the payment of the debt at time 5 will 
have a remaining value of $475. The total firm value at time 5 is 
$1,650 before the debt payment of $1,175. 

The investor's value is $387 (net of $88 tax) (see Table 6.2). 
The equity investors net $387: 

475-88 = $387 

The stockholders invested $33 and five years later they net $387 
(after tax) and earn an annual IRR of .63. 

33(1+j)5 = 387 j 
= .636 

The small ($33) equity investment enables the equity investors 
to earn the .636 annual return even though the corporation earns 
only .12 on new investments. 

FACTORS CONTRIBUTING TO 
INCREMENTAL VALUE_____________________  

There are four factors contributing to the incremental value and 
large IRR earned by the stockholders. 
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1. Capital gain rate (.2) applied to the gain instead of ordinary in 
come rate (.396) 

2. Investor tax deferral (tax at time 5 rather than each year) 
3. Debt tax shield (interest) 
4. Firm earns more (.12) after tax than debt costs (.052) after tax 

The calculations that follow show that investors as a group 
earn .134. This is more than the .10 equity holders earned with 
the firm financed entirely by stock, because of the tax effects from 
using debt, and assuming that investors who buy the debt do not 
pay taxes. 

Total Return 
Assume investors net after tax (at time 5): 

Debt $1,175 
Equity 387 
Total $1,562 

With an initial $833 investment the IRR of the investors as a 
group is .134: 

833(1 +j)5 = 1,562 
j = .134 (up from .07248 or .100) 

Debt earns .08 and equity earns .636. The $833 investment 
earns .134. The .08 return on the debt assumes the debt buyers do 
not pay any taxes. The zero tax investors buy the debt and the high 
tax (t = .20) investors buy the stock. 

An Extension: Changing the Horizon 

Assume that investors can, at a cost of $833, earn cash flows of 
$1,562 five years later. 

833(1 +j)5 = $1,562 
= .134 = IRR 



Merchant Banking 73 

Assume an alternative is to invest $833 (same cost as the 
preceding project) for 10 years and earn $2,587 and earn an IRR 
of .12: 

833(1+ r)10 = $2,587 r = 
.12 

Which alternative is better for the investors? 
Assume the investors' opportunity cost for capital is .07248 if 

the funds are invested in the market. Note that the horizon for the 
second alternative is 10 years. 

If starting at the end of year 5 the investors with $1,562 can 
earn .106 (after tax), they will again have $2,587 at time 10. 

1,562(1 +r)5 = $2,587 j = 
.106 

Invest for 10 years at a return of .12 and earn .106 for the years 
6 to 10. 

This is acceptable given rp = .07248. 
If the investors can beat .106 (after tax) for years 6 to 10 by in-

vesting in the market, the first alternative is more desirable than the 
alternative of earning .12 over 10 years. Of course, uncertainty and 
risk preferences would affect the choice. 

A Long Horizon 

The dividend paying firm's value in the preceding example is com-
puted to be $833 when the terminal value is $833 and this value is 
independent of the period of time that is assumed. But as an alterna-
tive assume the firm's value of $833 grows by .12 for 30 years and 
then a capital gain is realized. 

833(1.12)30 = $24,957 

The firm's value at the end of 30 years is $24,957. With a tax 
rate of .20 and a $833 tax basis the investor's tax on sale at time 30 
is $4,825. 
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.20(24,957-833) = $4,825 and 

the investor nets 

24,957-4,825 = $20,132 The present value 

of the $20,132 net amount is PV= 

20,132(1.07248)-30 = $2,467 

The present value of the equity is increased from $833 (with an 
annual dividend of $100) to $2,467 (with retention for 30 years and 
a growth rate of .12 per year). 

Now assume an infinite lived debt of $1,000 is issued at time 0 
and that the debt adds tB = .35(1,000) = $350 of value. The new 
firm value is 2,467 + 350 = $2,817. If the firm is purchased for $833 
the net gain from retaining earnings rather than a dividend and the 
substitution of $1,000 of debt for stock results in a net gain (on a 
present value basis) of 

2,817-833 = $1,984 

The $833 investment has turned into a value of $2,817 for the 
firm. Even more impressively the issue of $1,000 debt results in a 
net cash flow of $167 at time 0, given the $833 investment cost and 
an equity value net of debt of $1,817. 

2,817-1,000 = $1,817 

THE PAYMENTS TO THE ORIGINATING FUND 

Why do LBO management firms such as KKR play in the LBO 
game? Of course, they hope to earn a high return on their equity in-
vestment. But equally important they are paid 1 percent to 2 percent 
of the LBO's total assets each year as well as 15 percent to 25 per-
cent of the profits. These payments to the managing firm are nor-
mally before any payments to the other investors, but there are 
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exceptions where the other investors get the equivalent to a risk free 
return (approximately) before the payments to the LBO manage-
ment firm. 

CONCLUSIONS__________________________  

■ The expected IRR for merchant banking increases if more debt 
is used and the cost of the debt is less than the firm's expected 
return. 

■ The investment horizon affects the expected IRR earned on eq-
uity. 
■ There may be zero tax for capital gains if the gains are not real-
ized. 
■ No operational advantages are assumed, but they are very im-
portant and can greatly affect the terminal value. 

This chapter has focused attention on the gains from converting 
a cash dividend into retention and capital gains, and substituting 
debt for equity. But there are other gains from the use of private eq-
uity capital that must be considered. These are discussed in Chap-
ters 7 and 8. 

APPENDIX 1 ___________________________  

We want to show that with the ending stock price equal to the be-
ginning stock price the time horizon is not relevant. 

Let Po be the initial stock price. Then if the stock is worth Po at 
time n: 

 



The terms containing the n value all drop out. 

QUESTIONS AND PROBLEMS _______________  

la. A firm is paying $8 per year dividend (the next dividend is in 
one year). There is zero growth. The tax rate on ordinary in-
come is .396. The investor's after tax opportunity cost on com-
parable risk investments is .12. 

What is the stock price? 

1b. What is the stock price if the horizon being considered is 
five years and the stock price at time 5 is the same as at time 
zero? 

1c. Assume a 20 year horizon. At the end of 20 years the stock 
value is expected to be zero. The capital gains tax rate is 
.20. 

2. A firm is earning $8 per year. It can earn .20 (after corporate 
tax) on reinvested funds. Based on a constant dividend the 
firm's value is $40.27. If the funds are reinvested the firm's 
value after five years is estimated at 

P5 = (1.20)540.27 = $100.20 
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The investor has a .20 capital gains tax rate and a .07248 after 
tax opportunity cost for capital. 

What is the value of this stock if the tax basis is $40.27? As-
sume the investor sells at time 5. 



  



 

Operations: The Other Factor 

he previous chapters have shown that value can be more than 
doubled by changing the firm's dividend policy, and a capital 

structure change (substituting debt for equity) can increase the 
stockholder's value by more than 50 percent. But if the firm is earn-
ing $1 these financial strategies will add little absolute dollar value. 
For the financial strategies to be significant there have to be prof-
itable operations. 

WHY CAN PRIVATE EQUITY RESULT IN 
ENHANCED PROFITABILITY? ________________  

Fewer Distractions 

The need for publicly traded firms to meet short-term income goals 
is well known. Security analysts forecast a firm's next quarter's in-
come per share and then the firm has to beat that forecast. Just 
meeting the forecast is not adequate since it shows an inability of 
the firm to beat the forecast. Do not blame the current author. He is 
only the messenger. 

Why do firms become slaves to the notion that they must meet 
or beat an expected earnings per share number set by one or more 
security analysts? A few firms have said to analysts, "We will not 
help you estimate the next quarter's earnings and we will make no 
effort to meet or beat your estimate." Most firms rather help the an-
alysts make sensible forecasts, but too often the analysts come up 
with estimates that cannot possibly be reached. 

A private equity firm does not have analysts. Any earnings targets 
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are set by the management and owners for their own use. A fail-
ure to meet a target is not the subject of headlines and wild stock 
price fluctuations. 

Two Functions: One Person 

The most popular form of a private equity firm is where manage-
ment is a material part of the buyout group. We could call this a 
managerial buyout (MBO) but for simplicity we will use the term 
private equity firm to describe all buyouts. 

With a publicly held firm management generally owns a small 
percentage of the equity, thus tends to make decisions from the 
viewpoint of management (their own self-interest) rather than the 
viewpoint of the shareholders. The fact that many managers act 
completely in the interests of the shareholders does not alter the 
conclusion that there are others who put their own interests first. 

With a private equity firm where management owns a significant 
percentage of the equity, the interests of management and the own-
ers are better aligned. Management has an incentive to make deci-
sions that are more consistent with the shareholders' interests. 

Nose to Grindstone 

Frequently with a private equity firm management is encouraged to 
invest more than they can comfortably afford. The result is that 
management has an added incentive for the firm to do well. While it 
is reasonable to assume that management tried to have the firm do 
well before the firm went private, it is also reasonable to conclude 
that they will try harder when a large percentage of their wealth is 
invested in the firm's private equity. 

Streamlined Decision Making 

The management of a division of a multidivision corporation has 
many layers of the firm's management to convince before they can 
take important actions. Investment decisions have the potential to 
be particularly frustrating since frequently capital is not allocated 
among divisions in a manner that is consistent with the division's 
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cash flow generation. A division might generate $100,000,000 of 
cash flow but only be allowed to invest $5,000,000. While the al-
location might seem to be wise from the viewpoint of the corpo-
rate strategy, it can be frustrating for the division managers who 
see profitable investment opportunities slipping from their grasps. 
It is particularly annoying when an investment is approved but 
not in a timely fashion with the result that the realized income 
is much less than the original forecasted income because of the 
bad timing. 

Impatience with Fools 

A large corporation will too often be patient with managers who 
act in a foolish manner. There was one manager of a struggling di-
vision who loved automobile racing and spent outrageous sums fi-
nancing cars and drivers as well as holding large expensive parties 
at the races. When the division became a stand-alone firm, the eq-
uity owner-managers immediately stopped this drainage of re-
sources. Action is likely to be taken more rapidly with a private 
equity firm. 

I suggest you play a game. At what hotel do you stay and 
where do you eat when you have to go to your favorite city on 
business? Do the answers change when you are paying the bill? 
What class do you fly on business? What class do you fly on vaca-
tion? Most people have different spending habits on expense ac-
counts than when it is their own money. This is human nature, 
not good and evil. As soon as it is the managers' own money, 
spending habits change. 

The fact that many managers of publicly held firms act as if 
corporate spending were out of their own pockets does not 
change the conclusion. Private equity capital firms are likely to 
spend the funds more efficiently than the managers of publicly 
owned firms. 

Since the private equity firm is likely to be short of cash in the 
early years, the conservation of cash is frequently a necessity rather 
than the result of an arbitrary decision. In the early years more LBO 
firms are cash constrained and efficient cash flow management be-
comes a major management objective. 



82 ______________________________________________ PRIVATE EQUITY 

Roll-ups 

In a roll-up private equity organizes a corporation that then ac-
quires a series of small retail operations such as funeral parlors, 
printing shops, and so on. The objective is to introduce a brand 
name and efficiencies. 

Unfortunately, the dedication of the owner-manager is fre-
quently lost with the result that roll-ups have not always been 
successes. 

Consolidations 

With a consolidation the private equity lead manager convinces five 
to ten owner-managers that they would benefit from being part of a 
much larger corporation. The firms being consolidated are in differ-
ent aspects of the same industry. 

The consolidation offers the prospect of marketing and produc-
tion efficiencies as well as better planned research and development. 
Frequently the small corporations are lacking in one or another type 
of managerial skill. 

A by-product effect is that the larger corporation tends to at-
tract a larger P/E in the stock market. 

Some consolidations have been significant financial successes 
with the result that both the private equity and the component cor-
porations have done very well. 

CONCLUSIONS__________________________  

Since many managers would act identically with a publicly held firm 
and a private equity firm, it is difficult for these managers to under-
stand the issues discussed in this chapter. I concede that these man-
agers do exist. But even with these managers, the management 
control system of a publicly held firm might prevent them from per-
forming at maximum efficiency. 

However, there are also many managers who will perform dif-
ferently when they own a significant percentage of the firm's 
stock. These managers need to have their interests as management 
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and their interests as owners better aligned. The private equity 
format (an LBO or MBO or something else) is a way of achieving 
that objective. 

A successful private equity firm will tend to be the result of a 
highly successful operations modification as well as an intelligent 
financial strategy. The need to manage a private equity firm ag-
gressively is large and the firm's success will hinge on operations. 
It is very rare to have a pure financial success with a private eq-
uity firm. More likely the success is based on improved and prof-
itable operations. 



  



 

The Many Virtues of Going Public 

his book is about private equity capital and its advantages, both 
financial and operational. But in the real world most corporations 

are publicly  owned.  Why  do  we  observe  omnipresent publicly 
owned corporations? Also, most private equity capital firms are en 

route to becoming publicly owned. 

LIQUIDITY _____________________________  

Probably the number one reason for preferring an investment in 
publicly held firms compared to private equity firms is the liquidity 
of the equity investment. The holders of private equity tend to have 
a problem when they go to sell their common stock. Finding a buyer 
is difficult since there is no ready market for private equity. Also, the 
investor may be precluded by contract from selling the stock to the 
highest bidder. 

The lack of liquidity is particularly apparent when the investor 
dies and the heirs have to pay inheritance taxes. If stock is sold to 
satisfy taxes or to achieve diversification, there is very likely to be a 
difference of opinion as to the price at which the transaction should 
take place. 

PRICE ________________________________  

The price at which the investor is willing to sell the private equity 
stock depends on liquidity preferences. Without a market price the 
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definitions of terms and a formula for computing the exit price 
become important. It is much more satisfying to sell at a market 
price than it is to have someone set an artificial price without ref-
erence to a market price. The seller will tend to think the price be-
ing set is too low and the buyers will think the price is too high. 
An impersonal market price is a tremendous improvement com-
pared to the setting of a subjective price that is likely not to please 
anyone. 

Also, the time that is allowed to pass before an offer is accepted 
affects the price that will be achieved. Too short a time period al-
lowed for the sale to take place will reduce the expected price for 
the shares. 

THE MARKET IS IMPERSONAL ______________  

The capital market is impersonal and one only has oneself to blame 
if the stock sale takes place at the wrong price. With private equity 
transactions it is easy to be resentful of a friend selling you stock 
that is now worth less than the price at which the stock was pur-
chased. The transaction is no longer impersonal. Publicly traded 
stock offers many advantages when it is time for private equity 
holders to sell the stock. 

FAMILY COMPLEXITIES ___________________  

A private equity firm family business can run very smoothly as long 
as the founders are young and healthy enough to be effective. But 
complexities arise when the second, third, and fourth generations 
start receiving the shares and exercising control. At best, the family 
arrangement becomes complex. At worst, it tears the family apart. 

While there are a few great successes of family controlled busi-
nesses, in general, families find it more desirable to sell the control-
ling interest and avoid any unpleasant conflicts. Public traded firms 
are great vehicles for insuring a peaceful transfer of power and 
wealth between generations. 



The Many Virtues of Going Public 87 

DIVERSIFICATION________________________  

One of the primary reasons for families to sell their controlling in-
terest in a family business is to achieve an adequate amount of in-
vestment diversification. Having all of one's eggs in a single basket is 
normally not a desirable investment strategy. In a dynamic competi-
tive economy it is desirable for investors to be diversified. 

While it is reasonable for a manager who is also an investor 
in a private equity firm to have excessive concentration of invest-
ments in the one stock, later when there is an opportunity to go 
public, this alternative has to receive serious consideration. The 
advantages of diversification for risk reduction are too large to 
ignore. 

CAPITAL RAISING _______________________  

A growing corporation will need to raise capital to take advan-
tage of timely investment opportunities. A public traded firm has 
several distinct advantages when raising capital over the private 
equity firm. The most obvious advantage is the ability to issue 
common stock shares in the market. But even the issuance of debt 
is facilitated by the firm that has a market capitalization for its 
common stock. 

A firm with publicly traded stock is required to file audited fi-
nancial statements. These statements give potential lenders more 
confidence as to the reliability of the financial information. 

MANAGEMENT AND OPTIONS _______________  

A publicly traded company has an advantage when trying to hire 
top management since it can offer stock options or the equivalent 
for a stock that has a readily determined market price. The private 
equity firm can contract with prospective managers, but the process 
is made more complex by the absence of a market price for the 
firm's stock. 
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MERGERS _____________________________  

A firm whose stock is widely held and publicly traded may become a 
merger target and the stockholders can envision a possible 30 per-
cent to 40 percent takeover premium. 

Now consider a minority shareholder in a private equity firm 
where the majority shareholders like to manage the firm. The like-
lihood of receiving a takeover premium from a merger is rela-
tively low. 

IRR OF THE LBO ________________________  

Assume a firm is in the private equity business. To attract investors 
the firm must have a track record. The way a private equity firm 
establishes an enviable record is to take public firms private (pri-
vate equity) and then after five to eight years take them public. Af-
ter the firms go public the IRR of the equity investors is easily 
computed. 

Assume a firm earns $100 after corporate tax at time 1 and 
is selling for $833 at time 0. The firm has a core value of $833 
and this is the cost of the equity. A private equity fund acquires 
the firm and changes the $100 from a dividend to retained earn-
ings. The capital gains tax rate is .20. The following facts apply 
to the firm's next four years of life if the firm will earn $100 of ba-
sic earnings each year, and earns .12 per year from any rein-
vestment of earnings. At the end of each year the basic core value 
is $833. Only the accumulated earnings are distributed (see 
Table 8.1). 

The .12 corporate return is taxed at .2 so that for one year the 
private equity investor earns .12(1 - .2) = .096. For the four years, 
in each successive year the IRR increases. Since the firm's .12 return 
is larger than the after tax return the private equity investor earns, 
the tax deferral effect causes the IRR to increase. 

If events happen as predicted the private equity firm at the end 
of four years will be able to report an internal rate of return (after 
investor tax) of .099. The before investor tax return is .12 if the firm 
value at time 4 is $1,309.93: 
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TABLE 8.1    IRR of the LBO 
 

After Investor Tax  Core    
Horizon  Future Value of Retention  (Basic) Total   
or Life  If Firm Earns .12  Value  Value  IRR 
 100(1  -.2)    833  $   913  .096  
2  (100 +  112). 8  5 =  833 1,002.6 .097
3  (100 +  112 125.44). 8 = 269.95  833 1,102.95 .098
4  (100 +  112 125.44 + 140.49).8 = 382.34  833 1,215.34 .099

833(1 + IRR)4 = 1,309.93 
IRR = .12 

For purposes of impressing investors the .12 is a better indicator 
of performance than the .099 after tax return. By substituting debt 
for some of the equity, the IRR can be increased above .12 if the 
debt costs less than .12. 

CONCLUSIONS__________________________  

We know that the majority of corporate business activity is con-
ducted by firms that have publicly traded stock. Thus, despite all 
the advantages for private equity stock described previously the 
publicly traded corporation tends to win the organizational war. 
Why is this? 

The primary advantage of the firm with publicly traded stock is 
the liquidity that is offered by this stock compared to private equity. 
In recent years companies have been shifting to more sensible divi-
dend payout policies thus wiping out an important advantage for 
private equity capital (public firms no longer have to pay a cash div-
idend to be a competitive investment). Public capital firms offer 
many advantages compared to private equity firms when it comes to 
liquidity and a market determined price. 
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QUESTIONS AND PROBLEMS _______________  

1.   What are the advantages of a firm with publicly traded stock? 

2a. A firm's equity has a value of $604. 

 
Investors are taxed on ordinary income at .396 and on capital 
gains at .20. Assume that the firm's equity is purchased for 
$604. Instead of a $100 dividend the corporation will retain 
$125 per year and will earn .15 on reinvested funds. The rein-
vested earnings will add value (after 10 years) of $2,538. 

Future value = 125B(10, .15)(1.15)10 = $2,538 

Assuming the firm will have a value of $604 after the $2,538 is 
distributed, what is the present value of the firm (comparable to 
the $604 computed above)? 

2b. What IRR is earned on the $604 investment? 



 

A Partial LBO: 
Almost Private Equity 

 partial LBO is a financial strategy that avoids the pitfalls of an 
LBO, but at the same time achieves many of the objectives of an 

LBO. The strategy to follow is feasible and attractive. 
An LBO led by management (the process can be called an MBO) 

may lead to a situation where competitive bidders are awakened 
(with management losing out) or where the bid moves up to a high 
level where it is difficult to make profits, let alone high profits. Also, 
the transaction costs of achieving the LBO may be high especially in 
terms of the time of the firm's top management and it can require 
that management make a larger personal financial commitment than 
management is comfortable making. Also management may end up 
with a small percentage of ownership. 

Let us consider an alternative strategy, which is less disruptive 
and more effective (from management's perspective) and fairer (from 
the stockholders' perspective). 

SHARE REPURCHASE _____________________  

Let us assume a situation where a corporation is selling at five 
times cash flow and has a market capitalization for its stock of 
$500,000,000. The annual cash flow is $100,000,000. There are 
10,000,000 shares outstanding. 

The firm's strategy will be to spend the amount of capital 
needed to maintain the cash flow stream and use the remainder to 
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repurchase shares of its common stock. Assume maintenance Cap-
Ex is $20,000,000. 

Of the 10,000,000 shares outstanding management owns 20 
percent or 2,000,000. The stock is selling at $50 per share. 

There is $80,000,000 of cash flow devoted to share repurchase 
and in the first year the firm will buy 1,600,000 shares at a price of 
$50 per share leaving 8,400,000 shares outstanding of which man-
agement (which did not sell) now owns 23.8 percent. Table 9.1 
shows the management's ownership progression through six years. 
The firm's value at the end of each year is $500,000,000 (thanks to 
the maintenance Cap-Ex). 

 
percent assuming they do not sell any of their shares. 

With a conventional LBO conducted with management as a par-
ticipant, management will tend not to end up with a majority of the 
shares of stock. In the preceding example management owns 56.9 
percent of the stock after only six years of the strategy. 

If management increased its common stock investment by addi-
tional explicit investments, their percentage of ownership would in-
crease even faster. The existence of stock options, restricted stock 
401 (k) plans, as well as explicit stock purchases by management 
would all result in a larger percentage of ownership. 

A System of Equations 

Instead of using a table to solve for management's percentage of 
ownership, we could use a system of equations or combine the 

TABLE 9.1     Management's Ownership Progression 
 

Year  
Shares 

Outstanding  
Price per 

Share  
Shares Purchased 
with $80,000,000  

New Number of 
Shares  

1  10,000,000  $ 50.00  1,600,000  8,400,000  
2  8,400,000  $ 59.52  1,344,000 7,056,000
3  7,056,000  $ 70.86  1,129,000  5,927,000  
4  5,927,000  $ 84.36  948,000  4,979,000  
5  4,979,000  $110.42  797,000  4,182,000  
6  4,182,000  $119.56  669,000  3,513,000  
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equations into one equation. The advantage of the equations is 
that the assumptions can be readily changed and a new solution 
obtained. 

Let p = the percentage of shares repurchased annually g = 

the stock price growth rate and 



 

 

Now substitute for Pi+1 
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Using equation (9.6) we can determine the sensitivity of the per-
centage of ownership to a change in any of the variables. 

The Critical Assumptions 

One critical assumption in arriving at the preceding results is the as-
sumption that the stock was selling at five times the firm's cash flow. 
One can find publicly traded stocks selling at four times cash flow 
(the increase in percentage of ownership would be much larger). 
Five times cash flow is reasonable and leads to desirable results for 
management and investors following the partial LBO strategy. 

(9.5) 

(9.6)

(9.6)
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The second critical assumption involved the amount of main-
tenance Cap-Ex. It was assumed that maintenance Cap-Ex 
equaled 20 percent of the cash flows. The magnitude was reason-
able, but the logic of the model does not depend on this specific 
assumption. 

The firm's market capitalization was kept constant at 
$500,000,000 at the end of each year. This is consistent with the 
fact that the firm's cash flow was kept constant at $100,000,000 
($80,000,000 after maintenance Cap-Ex). While the market capital-
ization can change even though the firm's cash flow stays constant, 
an assumption that the market capitalization is the same at the end 
of each year is reasonable. 

Note that the nonmanagement shareholders are also benefited 
by the strategy being described. The market value of their remaining 
stock holdings increases from $50 per share to $120 at the end of 
the sixth year. 

Use of Debt 
To increase the ownership percentage of management the firm can 
issue debt and use the debt proceeds to repurchase shares. 

Continuing the initial example, assume that the firm issues at 
the end of year 6 $200,000,000 of debt paying .07 interest. The be-
fore tax interest cost is $14,000,000 and $9,100,000 after tax. 

Assuming a simple valuation model we have for the new firm 
value (VL): 

VL = Vu + tB 

= 500,000,000 + .35(200,000,000) = $570,000,000 

The new value of the stock is 

S = VL - B = 570,000,000 - 200,000,000 = $370,000,000 

Assume that the stock price per share before the debt issue is 
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or equivalently before the share repurchase at time 6: 

 
With the $200,000,000 of debt proceeds and a stock price of 

$119.56 the firm can purchase 1,673,000 shares: 

 
leaving outstanding 3,513,000 - 1,673,000 = 1,840,000 shares. 
Management would own 100 percent of the outstanding shares and 
still be able to sell to the firm 160,000 of their holdings of 
2,000,000 shares. 

Instead of issuing the debt at the end of year 6, the debt could 
have been issued at time 0. This would affect all the subsequent 
calculations. 

TWO OTHER FACTORS ____________________  

There are two other factors that have the potential of enhancing 
management's percentage of ownership. 

One is the firm awarding to management common stock shares 
or stock options. These awards will further increase the manage-
ment's percentage of ownership. 

Secondly, management can use their own resources to buy addi-
tional shares and accelerate the buyout process. 

The Stock Price 

The preceding example started with a value of the common stock of 
$500,000,000 and this value was maintained with zero growth with 
the firm's having an annual $20,000,000 capital expenditure. The 
stock prices for all time periods were obtained by dividing the 
$500,000,000 end of year value by the outstanding shares. The 
stock price increased through time because of the decrease in out-
standing shares. 
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Now assume that despite the absence of real growth the market 
decides the stock is more valuable because the market likes the fi-
nancial strategy. In each year fewer shares will be purchased by the 
firm; thus the management's percentage of ownership will be less for 
each year than is illustrated. 

While management is sad that it is making slower progress to-
ward owning all the firm's stock, it might be happy that the stock it 
owns is now worth more. 

One of the obvious objectives of management is to increase its 
wealth. If the stock price goes up a larger amount than is justified by 
the firm's basic operations, the wealth enhancement is partially 
achieved. 

Stock Awards 

Now assume 10 percent of the repurchased shares are awarded to 
management (1.6 percent of outstanding shares). All the numbers 
after year 1 change (see Table 9.2). 

After six years management owns 65.4 percent (up from 56.9 
percent). 

TABLE 9.2    Ten Percent of Repurchased Shares Awarded to Management 
 

End of 
Year  

Shares 
Outstanding  

Price per 
Share  

Shares 
Repurchased  

New Number 
of Shares  

Owned by 
Management 

1  10,000,000  $50.00  1,600,000  8,400,000 + 1,600,000 =   
    8,560,000  2,160,000
2  8,560,000  58.41  1,370,000  8,560,000-1,370,000 +  
    137,000 = 7,327,000  2,297,000
3  7,327,000  68.24  1,172,000  7,327,000-1,172,000 +  
    117,000 = 6,272,000 2,314,000
4  6,272,000  79.72  1,004,000  6,272,000-1,004,000 +   
    100,000 = 5,368,000 2,414,000
5  5,368,000  93.14  859,000  5,368,000 - 859,000 +  
    86,000 = 4,595,000  2,500,000
6  4,595,000  108.81  735,000  4,595,000 - 735,000 +  
    74,000 = 3,935,000  2,574,000
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Issue Debt 
Continuing the example with stock awards, now assume 
$200,000,000 of debt is issued at the end of year 6 and the proceeds 
are used to buy 1,838,000 shares at a price of $108.81. 

 
There are now 3,935,000 - 1,838,000 = 2,097,000 shares outstand-
ing. Management owns 100 percent of the outstanding shares and 
can sell 2,574,000 - 2,097,000 = 477,000 shares back to the firm. 

Is It Bad? 

Suppose the stock market anticipates the partial LBO strategy and 
drives up the stock price. One possibility is that the larger stock 
price slows the LBO process. A second possibility is that manage-
ment exploits the higher stock price by selling some of their shares. 
So the larger stock price is not all bad though it does slow or alter 
the initial objective. 

CONCLUSIONS__________________________  

LBOs involving management have not always been successful. 
Where they are successful there is frequently resentment felt by the 
selling shareholders that they are being exploited by the insiders. 
Also, management ends up with a smaller percentage of ownership 
than it thinks it deserves. 

The strategy recommended in this chapter bypasses these and 
other difficulties. The company repurchases shares and if manage-
ment wants to gain control, they do not sell or they even can buy 
additional shares. 
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One of the primary advantages of the strategy of almost private 
equity is that the firm is always a public corporation. All investors 
(including management) have investment liquidity supplied by the 
capital markets. 

The strategy offers some of the advantages of private equity 
without the disadvantages. 

If desired, the proposed strategy can be enhanced by the firm is-
suing debt and using the debt proceeds for additional share repur-
chase, thus further increasing the percentage of outstanding shares 
owned by management. 

QUESTIONS AND PROBLEMS _______________  

1. A corporation has a market capitalization of $400,000,000 and 
annual cash flow of $100,000,000. There are 20,000,000 shares 
outstanding. Maintenance Cap-Ex is $10,000,000. The stock 
price is $20. 

If cash flow in excess of maintenance Cap-Ex is used to repur-
chase shares, how many shares can be purchased? 

Prepare a table that shows management's progression of owner-
ship for the next four years. Assume the firm's value remains at 
$400,000,000. 



 

Metromedia (1984) 

n 1984 Metromedia was a diversified communications company with 
operations in the largest cities of the United States. The company had 
four different business segments. 

Broadcasting Stations 

Metromedia Television operated one network-affiliated and six inde-
pendent affiliated television stations in seven major U.S. metropoli-
tan areas. Metromedia Radio operated 7 AM and 6 FM radio 
stations in 10 major U.S. metropolitan areas and the Texas State 
Networks. 

Telecommunications 

Metromedia Telecommunications operated radio paging companies in 
nine major U.S. metropolitan areas. 

Outdoor Advertising Management 
Foster & Kleiser managed an outdoor advertising business in 21 major 
U.S. metropolitan areas. 

Entertainment 
Metromedia Producers Corporation produced and distributed 

television programs. Metro Tape supplied videotape production 
facilities and services. 
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Harlem Globetrotters, Inc. was a touring basketball entertain-
ment team. 

Ice Capades Inc. presented three touring shows and, under the 
names Ice Capades Chalets and Ice Capades Inc., operated 
16 indoor ice skating rinks. 

Over the 10 year period 1973 to 1983 net revenues grew at 15.7 
percent per year and earnings by 26.3 percent. During 1983 the 
stock price hit a high of $56 and a low of $20.375. During the years 
1982 and 1983 the number of shares of common stock were re-
duced from 37,200,000 to 29,600,000. At the end of 1983 long-
term debt was $572.7 million and the book value of stockholders' 
equity was $198.5 million. A $.745 per share dividend was declared 
in 1983, up from $.550 in 1982 ($21.4 million in total, up from 
$18.3 million in 1982). During this time period the corporate tax 
rate was .46. 

Net income in 1983 was $102,000,000, down from $309,000,000 
in 1982 despite a 31 percent increase in net revenue. Operating income 
actually increased in 1983. There were $202,000,000 of gains on dis-
positions in 1982. 

Despite its great 10 year record (the 5 year record was even bet-
ter) the stock was not performing well. The firm's top management 
was very disappointed. 

On November 23, 1983 the stock reached a 15-month low of 
$20.375. The company's 1983 annual report contained the follow-
ing statement from John W. Kluge, Chairman of the Board, Presi-
dent, and Chief Executive Officer: 

On December 6, Metromedia's Board of Directors received an 
offer from the office of the President and Boston Ventures Lim-
ited Partnership to take Metromedia private in a leveraged buy-
out transaction. Under the proposal, each share of Metromedia 
common stock would be converted into $30 cash and $22.50 
principal amount of a new issue of subordinated discount 
debentures. The debentures would mature 14 years from is-
suance, would bear interest beginning in the sixth year at a rate 
of 16% per annum and would have the benefit of a sinking fund 
beginning in the tenth year. Because the debentures will not pay 
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interest for five years, it is expected that their market price will 
be substantially less than their principal amount. The proposal 
was approved by Metromedia's Board of Directors on January 
31, 1984 but is subject to several conditions, including approval 
by Metromedia's stockholders, receipt of necessary regulatory 
approvals and obtaining cash financing of $1.4 billion for the 
purposes of making payments to stockholders, refinancing post 
merger operations. 

We are convinced that a business must be managed to maxi-
mize its value over the longer term, but we recognize that stock 
price considerations often prevent public companies from pursu-
ing this course. Over the next several years, Metromedia expects 
to launch several cellular telephone systems. Growing demand 
for telecommunications services suggests that important long 
term opportunities exist in this exciting field. Longer term re-
wards likely will have near term costs, however, in the form of 
earnings penalties. Television programming offers additional 
opportunities, but these too may entail near term costs. While 
investment today doesn't guarantee long term rewards, its ab-
sences will surely preclude them. 

As a private company, Metromedia will be better situated to 
take advantage of these opportunities. By focusing on long term-
rewards rather than near term expectations, we believe we can 
more effectively manage our growth. 

Kluge's explanation is a classic description of the problem of a 
publicly traded company incurring short-term earnings disrup-
tions in order to achieve long-term growth. In turn, the stock 
price went down. The solution chosen by management was to 
turn to private equity. 

In June 1984, Metromedia executed the LBO (or more exactly, 
an MBO). The firm went private and the shareholders received $1.2 
billion. To finance the LBO Metromedia borrowed $1.2 billion from 
banks and $125 million of preferred stock was sold to Prudential. 
The bank loans imposed a large number of restrictions and carried 
interest rates in excess of .14. The LBO group offered the sharehold-
ers $30 cash and a debenture with a present value of approximately 
$10. The stock in 1983, before the offer, sold at prices ranging from 
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$20 to $56 but during the fourth quarter of 1983 it only reached a 
high of $35.75 (see Table 10.1). 

Some of the outstanding shares were held by the management 
participating in the LBO and would not be sold (Kluge owned 26 
percent of the firm's common stock). 

Some of the presently outstanding debt would also have to be 
paid. 

The $22.50 face value debt maturing in 14 years given to the 
shareholders paid .16 or $3.60 per year starting in year 7. Assuming 
a .15 discount rate we have: 

22.50(1.15)-14 = 22.50(.1413) $ 3.18 
3.60B(8, .15)(1.15)-6 6.98 

$10.16 

Boston Ventures contributed $10 million of capital in return for 
nonvoting common stock. 

Metromedia's 1983 annual report shows total assets of $1.3 bil-
lion and stock equity of $198,470,000 for the end of 1983. 

The LBO increased Kluge's ownership of equity from 26 percent 
before the LBO to 75.5 percent. The amount of equity also changed. 
For Kluge to achieve a 75.5 percent ownership of the equity high-
lighted the brilliance of the man. 

The Wall Street Journal headline (November 30, 1984) was 
"Metromedia Unit Issues $1.9 billion of 'Junk Bonds'; Offering 
Called Largest." The bonds were sold to institutional investors by 
Drexel Burnham Lambert. The offering sold out in two hours. 

The debt offering is as shown in Table 10.2. 
After the LBO was completed, pieces of the firm were sold in 

1985 and 1986 (see Table 10.3). 

TABLE 10.1     Total Value to Shareholders 

Shares outstanding 29,584,000 
Cash x ________ $30 
Total cash needed $    887,520,000 
$22.50 Debt ($10 value) $   295,840,000 
Total value to shareholders $1,183,360,000 
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TABLE 10.2    The Debt Offering 

$   960    million of serial zero-coupon notes (interest rates of 13.75% to 15.25%) 
Issued at $397.5 million. Maturing from 1988 to 1993 

$   225    million of 15-year debentures yielding 15.756% 
$   335    million of 12-year exchangeable (at company's option into fixed rate notes 

during 1996) variable rate debentures 
$   400    million of 18-year floating rate participating debentures (tied to cash flow 
____         growth) 

$1,920    million 

TABLE 10.3    Pieces Sold in 1985 and 1986 
 

7 TV stations  $ 2.00 billion  
Outdoor advertising  .71  
Entertainment  .03  
Radio (9 stations)  .29  
Cellular and paging  1.65  
 $ 4.68 billion  

In execution, the sum of the parts exceeded the value established 
by the market on the whole firm. 

QUESTIONS AND PROBLEMS _______________  

1. How much debt did Metromedia issue on November 30, 1984? 

2. Was the total outlay of $1,183,000,000 to the shareholders 
too high? Assume the stock was selling no higher than $35.75 
before the offer. What value do you place on Metromedia's 
equity? 

3. As a stockbroker would you tender your stock for an offer price 
of $40? 

4. How was value added? 
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5. If you were structuring the bank debt or the replacement debt, 
what would you (the lender) change? 

6. What was the value of Kluge's equity immediately before the 
LBO? Assume a stock value of $20.38 per share. 

7. Assume a firm value of $1,228,000,000 after the LBO (before 
any sale of pieces). What was the value of Kluge's equity? 



 

LBO of RJR Nabisco (1988) 

JR Nabisco was among the largest consumer product companies 
in the world in 1988. The company was a leader in each of its 

two lines of business, tobacco and food. In the United States its to-
bacco business was the second largest producer of cigarettes and its 
packaged food business was the largest manufacturer of cookies and 
crackers. Both tobacco and food products were sold around the 
world under a variety of well-recognized brand names. 

Activities of RJR Tobacco Company were confined to the to-
bacco industry until the 1960s, when diversification led to invest-
ments in transportation, energy, and food. With the acquisition of 
Del Monte in 1979, the Company began to concentrate its diversifi-
cation efforts toward consumer products. The Company's strategy 
led to the acquisition of Heublein, Inc. in 1982 and culminated in 
the acquisition, at a total cost of $4.9 billion, of Nabisco in 1985. In 
1984 the Company spun off to its stockholders its transportation 
business, conducted by Sea-Land Corporation, and sold its energy 
business. In 1986 the Company divested several operations not con-
sidered to be within its consumer products focus, including its quick 
service restaurant businesses, conducted principally by Kentucky 
Fried Chicken Corporation. During 1987 the Company sold its spir-
its and wines businesses, conducted principally by Heublein, Inc. 

The RJR stock price was between $47 and $55 during the 
third quarter of 1988. For simplicity assume a $50 stock price 

*For the classic and colorful story of the RJR Nabisco LBO see B. Burrough and J. 
Helyar, Barbarians at the Gate, Harper & Row, New York, 1990. Rich Owens 
helped prepare an earlier version of this case. 
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before the play begins and 224,000,000 shares outstanding. The 
market capitalization was $11.2 billion. The corporate tax rate 
was .34. A reasonable debt rate for a highly levered firm was .12. 
For 1988 RJR's cash flows from operations were $1,480 million. 
The income taxes paid were $682 million and interest paid was 
$486 million (long-term debt was $4,975 million). The net in-
come applicable to common stock was $1.378 billion and income 
to its total equity was $1.393 billion. Cash dividends on common 
stock were $475 million. 

BACKGROUND OH RJR NABISCO ____________  

On September 10, 1985 RJ Reynolds Tobacco Company had 
bought Nabisco Brands, Inc. for $4.9 billion, thereby forming RJR 
Nabisco, Inc. The corporation's two major subsidiaries included RJ 
Reynolds (Tobacco) and Nabisco Brands, Inc. During 1988, its food 
division accounted for approximately 58 percent ($9.9 billion) of 
total sales while the tobacco division accounted for the remainder 
($7.1 billion). 

BACKGROUND OF THE LEVERAGED BUYOUT 

In September 1988, Henry R. Kravis of Kohlberg Kravis Roberts & 
Co. (KKR) discussed with F. Ross Johnson, CEO of RJR Nabisco, 
the possibilities of organizing, with Johnson's cooperation, a lever-
aged buyout (LBO) of RJR Nabisco. The next month during an RJR 
Nabisco board of directors meeting, Johnson announced that he 
and a group of senior managers together with Shearson Lehman 
Hutton Inc. (Shearson) intended to take the company private using 
a leveraged buyout. The tentative price was set at $75 per share. 
Based on a $50 stock price this was a .50 premium, a reasonable 
premium. 

When RJR's board of directors announced the Management 
Group's offer, a Special Committee was formed to study the offer 
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and alternatives. Financial advisors (Dillon, Read & Co. Inc. and 
Lazard Freres & Co.) and legal advisors (Skadden, Arps, Slate, 
Meagher & Flom) were retained by the Committee. 

On October 24 KKR announced its leveraged buyout plan to ac-
quire RJR shares at a price of $90. KKR expressed its desire to keep 
negotiations friendly and called for senior members of management, 
including Johnson, to join KKR's acquisition efforts. KKR began its 
tender offer for up to 87 percent of the outstanding shares at $90 
per share. KKR also announced its intention to exchange unten-
dered shares for new securities in a second step. Confidentiality 
agreements between KKR and the Special Committee were executed 
allowing KKR access to confidential information about the com-
pany. The Committee set the ground rules whereby interested par-
ties were to submit the potential purchaser's highest offer by 5:00 
P.M., November 18, 1988. 

By the November 18 deadline, the management group offered 
to buy 175 million shares at $100 cash per share. Shares not ten-
dered or accepted would be exchanged in a "cram down merger" 
for $56 cash, preferred stock, and convertible preferred stock. 
There were an average of 233 million shares outstanding during 
1988. The Management Group hired Salomon Brothers Inc. as an 
advisor. 

KKR offered $94 cash for 177,565,220 shares. Any untendered 
shares would be exchanged for 2.1786 shares of preferred stock and 
senior convertible debentures. The total value of the package was 
estimated to be $94 per share. 

The Committee granted the bidders additional time to work 
out the details of their proposals by extending the deadline from 
November 18 to November 29, 1988. On that date the Commit-
tee accepted revised bids from management and from KKR. Man-
agement offered $112 cash and a package of securities (PIK 
preferred, convertible preferred stock) with an estimated value of 
$112. PIKs are securities which give the issuer a choice. 

KKR offered $109 cash for up to 165,509,015 shares of com-
mon stock (representing approximately 74 percent of the unre-
stricted shares of common stock prior to the tender offer). The 
security package (PIK preferred stock and convertible debentures) 
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also had an estimated value of $109. Cash of $108 was offered for 
any and all shares of preferred stock. 

On November 30 the Committee also considered the feasibility 
of a leveraged recapitalization or a possible breakup. Because such 
measures would not be expected to create more value to sharehold-
ers than $109, the ideas were abandoned. The Committee's advisors 
discounted the PIK preferred stock of the Management Group's of-
fer by approximately $2 per share and the convertible preferred 
stock by $1.50, resulting in a valuation of $108.50 for the offer of 
the Management Group. 

Likewise, KKR's PIK preferred was discounted resulting in a 
valuation of $108.50. The Committee's advisors concluded that 
both offers were "substantially equivalent." After considering all 
relevant factors, by unanimous vote of the Committee, KKR's final 
bid was accepted. 

The Management Group notified the Committee that their ef-
forts, in conjunction with Shearson and Salomon Brothers, to buy 
out the company were terminated. 

In January 1989 the Federal Trade Commission found no an-
titrust violations and approved the acquisition of the company by 
KKR. The Delaware Chancery Court denied a motion by a share-
holder group that the court enjoin the tender offer on grounds that 
the Committee and the board of directors had breached their fidu-
ciary duty by accepting KKR's marginally lower bid (relative to the 
Management Group's bid). 

KKR's tender offer expired in February after KKR acquired 
165,509,015 shares of common stock (approximately 74 percent of 
those unrestricted and outstanding shares before the tender offer) 
for $109 cash and 1,196,652 shares of preferred stock for $108 
cash. The total amount paid in cash was $18,169,700,000. 

Structure of the Deal 
Cash for 165,509,015 shares of common stock at $109 per 

share Cash for 1,196,652 shares of preferred stock at 
$108 per 

share 
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$109 x 165,509,015 shares $18,040,442,635 
$108 x 1,196,652 shares 129,238,416 

Total $18,169,681,051 

Each untendered share of common stock (shares in excess of 
165,509,015 shares) received the following: 

Estimated Value 
2.8030 shares of PIK preferred stock 

($25 per share) $ 70.08 
Amount of senior convertible debentures $ 38.92 

$109.00 

The PIK preferred stock: 

Dividends paid "in kind" for first six years 
Initial floating dividend rate 14.7% 
Dividend rate to float 550 basis points over highest of: 
1. 3-month Treasury bill rate 
2. 10-year Treasury bond rate 
3. 30-year Treasury bond rate 
Dividend rate floor 12.625%; ceiling 16.625% 
Dividend rate reset to a fixed rate to trade at par at earlier of: 
1. One year following refinancing of bridge loans or 
2. Two years after tender offer closed 
Stock redeemable at any time after merger 

The senior convertible debentures 

May be converted to common stock at the end of four years 
Payment "in kind" or cash for 10 years, then cash distributions 
thereafter 
Interest rate reset to trade at par at earlier of: 
1. One year following refinancing of bridge loans 
2. Two years after tender offer closed 
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I Initial interest rate set at approximately 14.7% 
I Maturity in 20 years 
I Optional redemption by RJR at any time after fourth year 

The total capital needed to accomplish the cash component of 
the LBO is $18.925 billion. 

Purchase of common stock $18.040 billion 
Purchase of preferred stock .129 
Fees and expense .756 

$18.925 billion 

The cash tender offer was financed by those shown in Table 
11.1. 

The cash tender offer part of the acquisition was financed with 
.92 debt and .08 equity. Of course, some of the equity may have 
been financed with debt. 

In addition, there were the PIK preferred and the senior convert-
ible debentures issued in exchange for the common stock not ex-
changed for cash. 

The bank debt was refinanced shortly after the LBO with a bank 
bridge facility ($7.5 billion), senior convertible debentures ($2.3 bil-
lion), and preferred stock ($4.1 billion). 

TABLE 11.1     The Cash Tender Offer 
 

Bank  $11.925 billion  .63
Increasing rate notes (IRN) 
Subordinated IRN  

1.250 
3.750  

.07 

.20
Partnership debt 
Equity  

.500 
1.500  

.02 

.08
 $18.925 billion 1.00
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QUESTIONS AND PROBLEMS _______________  

For the following questions assume that KKR does not bring any 
significant synergies or efficiencies. The only gains are from financial 
strategies. 

1. What is the maximum value KKR should bid assuming the $50 
stock price accurately reflects the firm's value before the LBO 
competition starts? 

2. What is the maximum amount of .12 debt (incremental) that RJR 
can support? What would be the effect of a higher interest rate? 

3. How much did KKR pay for the common stock of RJR? 

4. Did KKR overpay for RJR? Did KKR win or lose? 



  



 

Marietta Corporation 
(1994-1996) 

arietta is primarily engaged in the design, manufacture, packag-
ing, marketing, and distribution of guest amenity products to 

the travel and lodging industry in the United States and abroad, and 
provides customized "sample-size" and "unit-of-use" packaging 
products and services to companies in the toiletries, cosmetics, phar-
maceutical, and household products industries. 

Parent, a corporation controlled by Barry W. Florescue, was or-
ganized under the laws of the State of Delaware for the purpose of 
merging with Marietta (essentially acquiring Marietta). Newco, a 
wholly-owned subsidiary of Parent, was organized under the laws of 
the State of New York for the purpose of the merger. Newco would 
be the vehicle for the acquisition. 

Mr. Florescue commenced acquiring shares in February 1994. 
On October 3, 1994, Mr. Florescue filed a schedule with the SEC in-
dicating that as of such date he beneficially owned an aggregate of 
186,165 shares, representing approximately 5.2 percent of the then 
issued and outstanding shares. The report stated that Mr. Florescue 
had purchased such shares for investment purposes. 

On January 17, 1995, Dickstein Partners, Inc. (Dickstein) made 
an unsolicited conditional proposal to acquire by means of a cash 
merger all outstanding shares at a price of $11 per share (the Dick-
stein Proposal). Dickstein's Schedule 13D stated that Dickstein bene-
ficially owned an aggregate of 526,000 shares, representing 
approximately 14.6 percent of the then outstanding shares and that 
on January 19, 1995, Dickstein had filed preliminary proxy materials 
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with the SEC indicating Dickstein's intention, at the company's 
1995 annual meeting of shareholders, to propose a slate of its own 
directors. 

The Schedule 13D also stated that the nominees of Dickstein 
"would be committed to a program of offering the company for 
sale, and selling the Company, to the buyer who is willing to pay the 
highest price, so long as the price is at least $11 per share." 

Following the announcement of the Dickstein Proposal, the 
board retained the services of a financial advisor. After interview-
ing four nationally regarded investment advisors, on January 25, 
1995 the board authorized the exclusive engagement of Goldman 
Sachs. 

On March 13, 1995, the company, after consultation with its le-
gal and financial advisors, announced that the board had unani-
mously rejected the Dickstein Proposal as inadequate and not in the 
best interests of the company and its shareholders. In light of the 
fact that such unsolicited proposal was subject to financing and due 
diligence conditions, as well as the negotiation of definitive agree-
ments, the board could not conclude that the Dickstein Proposal 
was a bona fide offer. In addition, the board was not prepared to ac-
cept any offers for the purchase of the company without exploring a 
sales process that it believed would result in the shareholders' re-
ceiving the highest price for their shares. 

As part of the process to maximize shareholder value, the com-
pany received an indication from a banking institution of prelimi-
nary interest in, for a due diligence fee, exploring a debt financing 
with the company in an amount to be agreed upon. Such financing 
would be used to enable the company to declare a special dividend 
to all shareholders or finance a self-tender by the company of some 
of its outstanding shares. The board did not pursue these alterna-
tives because it believed that it would not be in the best interest of 
shareholders to declare a special dividend or conduct a self-tender 
for its shares. The board believed that the financing of such alterna-
tives would require the company to incur significant indebtedness at 
a time when it was experiencing financial and operating uncertainty. 
Further, the board was concerned that a special dividend or self-
tender would adversely affect the market liquidity of shares and could 
limit institutional research coverage of the company. In addition, the 
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board believed that it would be difficult to secure financing for such 
alternatives upon acceptable terms. The board believed that a sale of 
the company was the alternative that would maximize shareholder 
value and determined to pursue the sales process to its conclusion 
before considering a special dividend, self-tender, or any other finan-
cial alternative. 

On June 22, 1995, the board met to discuss a Second Dickstein 
Proposal. At the meeting the board determined that based upon the 
various conditions contained in each proposal, accepting either pro-
posal would create an obligation of the company to sell itself to a 
purchaser without concurrently obligating the purchaser to consum-
mate such purchase. 

With respect to the Second Dickstein Proposal, the board was 
particularly concerned that Dickstein had not provided adequate as-
surance of its ability to finance the acquisition. Moreover, the board 
believed that if the company accepted the Second Dickstein Pro-
posal, the failure by the company to achieve the specified levels of 
operating income during the company's third and fourth 1995 fiscal 
quarters would have resulted in an obligation by the company to 
pay a substantial breakup fee to Dickstein and, if the agreement 
were so terminated for this reason, it would have an adverse impact 
on the value of the shares and on the process of maximizing share-
holder value. Based upon the company's then most recent projec-
tions for the remainder of the 1995 fiscal year, the board was 
concerned about the company's ability to achieve the required levels 
of operating income. In fact, the company did not achieve such lev-
els of operating income. 

With respect to the Florescue Proposal, the board believed that 
Mr. Florescue had also not provided adequate assurance of his abil-
ity to finance the acquisition of the company and that the due dili-
gence condition in such proposal was not appropriate. 

Despite these reservations the company authorized its represen-
tatives to continue discussions with Dickstein and Mr. Florescue to 
determine if more reasonable terms could be agreed to which in the 
board's opinion would be in the best interest of all shareholders. 
The board further determined that it would recommend to share-
holders that the highest offer containing reasonable conditions be 
accepted, provided that such offer was at least $11 per share in cash 
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for all shares and that the bidder demonstrate to the board that it 
had the financial ability to complete the transaction. 

On August 3, 1995, the company announced its financial results 
for the third fiscal quarter. Net sales for the third quarter, as com-
pared to the third quarter of the company's prior fiscal year, had de-
clined 1.2 percent, and the company's net loss for the third quarter 
was $457,124 ($0.13 per share) as compared to net income of 
$785,574 ($.22 per share) in the third quarter of fiscal 1994. The 
company indicated that the third quarter of fiscal 1995 was nega-
tively affected by approximately $652,000 in legal and professional 
fees incurred primarily in connection with the matters relating to the 
Dickstein Proposal. Other significant factors contributing to the re-
sults for the third quarter were higher than anticipated materials 
costs. The company also announced increased prices effective Au-
gust 15, 1995, to offset the highest material costs and stated that it 
expected that capital expenditures made by the company during fis-
cal year 1995 would result in improved productivity and efficiency 
at its soap manufacturing facility. 

On August 14, 1995, the company distributed its proxy state-
ment to the company's shareholders. On August 15, 1995, Dick-
stein distributed a proxy statement to the company's shareholders, 
setting forth a slate of nominees for election as directors of the com-
pany, who, if elected, indicated that they were committed to seeking 
to implement the Self-Tender Proposal. 

On August 21, 1995, Mr. Florescue offered $10 per share in 
cash. Mr. Florescue stated that in light of the company's financial re-
sults for the third fiscal quarter he was unwilling to resubmit an of-
fer of $12.30 per share. On August 23, 1995, the board was advised 
on the status of negotiations and the material issues on which the 
company should continue discussions with Mr. Florescue with a 
view toward entering into the Merger Agreement. On August 24, 
1995 and August 25, 1995, representatives of the company and Mr. 
Florescue negotiated a resolution of all issues on which the parties 
were not in agreement. During such negotiations, Mr. Florescue in-
creased his offer to $10.25 per share in cash. 

On August 27, 1995, the company announced that it had signed 
the Merger Agreement. 

On August 30, 1995, Dickstein announced that, in light of the 
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Merger Agreement, it was withdrawing its slate of nominees for 
consideration by the company's shareholders. 

The decision by the board to enter into the Merger Agreement 
reflected, in part, an assessment of the risks and potential benefits of 
other strategic and financial alternatives available to the company as 
compared with the risks and benefits of a transaction that would of-
fer all shareholders of the company (other than Parent and its affili-
ates) the opportunity to receive a premium over the market price for 
their shares. In its deliberations, the board considered a number of 
factors, including (1) the board's knowledge of the business, opera-
tions, properties, assets, financial condition, operating results, and 
prospects of the company; (2) the fact that the offer made by Parent 
resulted from an extensive, publicly announced sales process for the 
company; and (3) the terms of the Merger Agreement. The board 
also believed that the sale process it conducted had allowed for the 
broadest possible exposure of the company to potential buyers. As 
previously disclosed, contact was made with more than 100 parties, 
and the company's management along with Goldman Sachs actively 
participated in facilitating the sale process. Strategic as well as finan-
cial buyers were contacted by Goldman Sachs. The board believed 
that the most accurate indication of the company's value was its 
value as a going concern and that the sales process yielded the best 
indication of the company's value as a going concern. 

The board also considered (1) the fact that the price of $10.25 
per share will be paid in cash; (2) the fact that it is a condition to 
the obligation of the company to consummate the merger that it re-
ceive an opinion from Goldman Sachs as to the fairness of $10.25 
per share in cash; and (3) possible alternatives to the merger, in-
cluding continuing to operate the company as an independent pub-
lic company, initiating a self-tender, as well as the impact, 
short-term and long-term, of such alternatives on shareholder 
value. With regard to the possible alternatives considered, the 
board believed that it would not be in the best interest of the com-
pany's shareholders to declare a special dividend or conduct a self-
tender for its shares since such alternatives would require the 
company to incur significant indebtedness that might weaken the 
company's financial position. In addition, in light of the company's 
uncertain operating and financial prospects, the board did not 
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deem it advisable to cause the company to incur significant debt. 
Further, the board was concerned that a special dividend or self-
tender would adversely affect the market liquidity of the shares and 
could limit institutional research coverage of the company. Accord-
ingly, in view of the factors the board concluded that there could be 
no assurance that the company's shareholders would be able to re-
alize any greater value for their shares in any of the other transac-
tions considered by the board. 

Goldman Sachs delivered to the board its written opinion to the 
effect that, based on various considerations and assumptions, 
$10.25 per share in cash is fair to the holders of shares (other than 
Parent and its affiliates). In its opinion, Goldman Sachs noted that 
consummation of the merger is subject to certain conditions, in-
cluding the securing by Parent of financing necessary to consum-
mate the merger. 

The following is a summary of certain of the financial analyses 
reviewed by Goldman Sachs with the board on November 27, 
1995. 

(I) Analysis of the Per Share Price. Goldman Sachs prepared a fi 
nancial analysis of the merger and calculated the aggregate consid 
eration   and   various   financial   multiples   based   upon   the   cash 
consideration of $10.25 per share, using historical results for the 
company's fiscal year 1995 and management projections for the 
company's fiscal years 1996 and 1997. 

(II) Selected Companies Analysis. Goldman Sachs reviewed and 
compared certain financial information relating to the company to 
corresponding financial information, ratios, and public market mul 
tiples for the sole publicly traded guest amenity firm identified 
(Guest Supply, Inc.) and other selected publicly traded custom pack 
aging companies. The selected companies were chosen because they 
are publicly traded companies with operations that, for purposes of 
analysis, may be considered similar to the company; however, given 
the company's  specialized  operations, no company used in the 
analysis as a comparison is identical to the company.  Goldman 
Sachs calculated and compared various financial multiples and ra 
tios. The multiples of each of the selected companies were based on 
the most recent publicly available information. With respect to the 
selected companies, Goldman Sachs considered leveraged market 
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capitalization (market value of common equity plus debt less cash) 
as a multiple of the last 12 months (LTM) sales, as a multiple of 
LTM EBITDA and as a multiple of LTM EBIT. Many of the compa-
nies analyzed have higher IBES long-term growth rates than the 
growth projected for the company by its management. IBES is a 
data service that monitors and publishes a compilation of earnings 
estimates produced by selected research analysts on companies of 
interest to investors. 

(III) Selected Transaction Analysis. Goldman Sachs analyzed 
certain information relating to selected transactions in the specialty 
packaging industry since 1986 (the Selected Transactions). Given 
the company's specialized operations, no transaction used in the 
analysis as a comparison is identical to the transaction considered. 
The analysis indicated that the price of $10.25 per share being paid 
in the merger was, as a multiple of LTM sales, at the low end of the 
range and, as a multiple of LTM EBIT and LTM EBITDA, at the 
high end of the range in comparison with the Selected Transactions. 

(IV) Discounted Cash Flow Analysis. Goldman Sachs performed 
a discounted cash flow analysis using projections provided by the 
management of the company. Free cash flow represents the amount 
of cash generated and available for principal, interest, and dividend 
payments  after  providing  for  ongoing  business  operations  and 
taxes. Goldman Sachs aggregated (x) the present value of the pro 
jected free cash flows over the five year period from 4x to 5x pro 
jected 2000 EBITDA. These terminal values as well as the projected 
cash flows for the years 1996 through 2000 were then discounted to 
the present value using discount rates from 11 percent to 15 per 
cent. Based upon the foregoing discounted cash flow analysis, the 
net present value per share ranged from $9.17 to $14.57. 

Goldman Sachs also performed a sensitivity analysis on the dis-
counted cash flow analysis. Assuming a fixed terminal value multi-
ple of 5x projected 2000 EBITDA and a 14 percent discount rate, 
projected sales growth was varied by a range of (2.0) percent to 2.0 
percent and EBIT margins were varied by a range of (3.0) percent to 
2.0 percent. Based upon the sensitivity analysis, the net present 
value per share of common stock ranged from $7.43 to $14.26, 
which compare to the $11.22 value at the illustrative terminal value 
and discount rate of 5x and 15 percent, respectively. 
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The discounted cash flow analysis is an analysis that should be 
considered with the recognition that this analysis is most applicable 
to a strategic/corporate potential acquirer and with the recognition 
that an acquirer typically would not look to pay the full discounted 
cash flow valuation of a company. Paying the full valuation would 
equate to an acquirer's transferring full value to selling stockholders 
while retaining no projected value and full risk for the acquirer's 
stockholders. 

(V) Leveraged Buyout Analysis. Goldman Sachs performed a 
leveraged buyout analysis using projections provided by the man-
agement of the company and based upon the cash consideration of 
$10.25 per share. Coverage ratios, cash available to service princi-
pal repayment and equity returns were calculated using a capital 
structure consisting of $25 million in senior debt, $3.2 million in re-
volving debt, and $8 million in debt. The coverage ratios, defined as 
EBITDA less capital expenditures divided by interest expense, were 
1.7x, 23x, and 3.1x for estimated 1996, 1998, and 2000. Cash 
available to service principal repayment was $0.0, $0.0, $1.0, and 
$7.1 for estimated 1996, 1998, 2000, and 2002. Equity returns in 
estimated 2000 were 34.6 percent and 42.5 percent given a 5x 
EBITDA exit value and a 6x EBITDA exit value, respectively. 

Prior to the foregoing presentation, in the late summer of 1995, 
Goldman Sachs updated a share repurchase analysis it had earlier 
prepared (updated for the most recent management projections). 
The analysis indicated that a repurchase of shares at a price of 
$10.25 per share in varying aggregate amounts of $5.8, $10, $16, 
and $25 million would result in pro forma projected fiscal 1996 
EBIT-Cap Ex ratios (earnings before interest and taxes, less expendi-
tures divided by net interest and other expense) of 2.4, 1.2, 0.7, and 
0.4, respectively. In all scenarios based on 1995 projected earnings, 
the repurchases would have been dilutive and in all scenarios, based 
on 1996 projected earnings, the repurchases would have been dilu-
tive and coverage ratios associated with a major share repurchase 
program (or, alternatively, payment of a significant special divi-
dend), particularly those ratios associated with the larger transac-
tions, suggest that such transactions would be difficult to finance. 
Prior to entering into the Merger Agreement, the board of Marietta 
concluded that it would be unwise to incur significant amounts of 
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indebtedness to finance a significant share repurchase or special div-
idend in light of recent operating results. 

SOURCES AND USES OF FUNDS __________  

The sources and uses of the funds constituting the financing and the 
estimated fees and expenses incurred or to be incurred by the com-
pany, Newco, and Parent in connection with the merger are approx-
imately as shown in Table 12.1. 

TABLE 12.1     Sources and Uses of Funds 

Sources of Funds 

Issuance of subordinated debt $15,000,000 
Amount available under revolving credit facility 14,000,000 
Issuance of term loan 6,000,000 
Contribution of cash and common stock 7,500,000 
Cash on hand 8,800,000 
Total sources $51,300,000 

Uses of Funds 

Purchase of company capital stock (1) $37,300,000 
Refinance company debt 1,825,000 
Post-merger working capital 7,355,000 
Advisory fees (2)      3,000,000 
Bank and subordinated debt financing fees and expenses 800,000 
Legal fees and expenses 750,000 
Accounting fees and expenses 125,000 
Commission filing fees 6,800 
Printing and mailing expenses 100,000 
Exchange agent fees and expenses 3,200 
Proxy solicitation fees and expenses 10,000 
Miscellaneous expenses 25,000 
Total uses $51,300,000 

(1) Includes payment for all outstanding shares other than those owned by the par 
ent or its affiliates plus payments in settlement of outstanding employee stock op 
tions in accordance with the Merger Agreement. 
(2) Includes the fees and estimated expenses of Goldman Sachs. 
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MARKET PRICES OF SHARES _______________  

Table 12.2 sets forth, for the periods indicated, the range of high 
and low closing prices per share. 

On August 25, 1995, the last full trading day before the pub-
lic announcement of the execution of the Merger Agreement, the 
last reported sale price per share as reported by the NASDAQ 
was $9. 

During the company's last five fiscal years, no dividends have 
been declared by the company with respect to shares (see Tables 12.3 
and 12.4). 

TABLE 12.2    Range of High and Low Closing Prices per 
Share 

High  Lo w 
 

Year Ended October I, 1994    
First Quarter  81/2  61/2  
Second Quarter  9  6  
Third Quarter  9% 71/2  
Fourth Quarter  91/2  71/2  

Year  Ended Sep tember  30 ,  1995  
Firs t  Quar ter  83/4 63/4 
Second  Quar te r  111/2 71/2 
Third  Quar ter  111/8 91/2 
Fourth  Quarter  101/2 7 

Year Ended September 28, 1996 
Firs t  Quar ter  91/4 73/4 
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TABLE 12.3    Marietta Corporation and Subsidiaries Consolidated Balance Sheets'' 

.......................................................................................................... Sept. 30,1995 

Total Current Assets $32,265,010 
Property, plant and equipment, net 23,162,584 
Restricted cash 2,700,000 
Marketable securities 2,432,050 
Excess of cover over net assets acquired, net 3,202,052 
Other assets 368,888 
Total Assets $64,130,584 

Total Current Liabilities $ 8,643,242 
Long-term debt, less current maturities 6,514,335 
Convertible subordinated note 278,040 
Deferred tax liability 2,197,228 
Total Liabilities $17,632,845 

Total Shareholders' Equity 46,497,739 

Total Liabilities and Shareholders' Equity $64,130,584 

*'Based on information from Marietta's Form 10-Q for the quarterly period ended 
December 30, 1995. 

TABLE 12.4    Marietta Corporation Consolidated Statements of Operation 
(Unaudited) 

Three Months Ended 
December 30, 1995 

Operating income $    608,908 
Other income (expense), net 106,333 
Income before income taxes 715,241 
Income tax provision 307,399 
Net income $   407,852 
Earnings per share $ 0.11 
Weighted average shares and common share equivalents        $3,621,516 



126 _____________________________________________ PRIVATE EQUITY 

QUESTIONS AND PROBLEMS _______________  

1. Using just the balance sheet, determine the value of the Marietta 
Corporation as of September 30, 1995. Assume Marietta debt 
yields .10 contractually and the current rate for equivalent risk 
debt is .06. 

2. As a stockholder, would you accept the $10.25 offer? Assume 
there are 3,621,000 shares outstanding and that the calculations 
are based on the information from the quarter ending December 
30, 1995. 

3. If you acquired Marietta, what would be your capital structure? 
What would be the value per share? 

4. What should the management and Board of Directors have done, 
given the $11 offer? 



 

The Managerial Buyout of United 
States Can Company (2000) 

.S. Can is a manufacturer of steel containers for household prod-
ucts, automotive parts, paint, industrial products, and specialty 

products in the United States and Europe, as well as plastic contain-
ers in the United States and food cans in Europe. Its main competi-
tors are Crown Cork and Seal and B Way Corporation. 

During the year ending December 31, 1999 the U.S. Can Com-
pany earned $21,156,000 for common stock or $1.65 per share (full 
diluted). 

On July 2, 2000 an LBO group headed by Berkshire Partners 
(a private equity firm) offered to buy U.S. Can's common stock 
for $276.9 million. The acquiring corporation (Pac Packaging 
Acquisition Corporation) was formed by Paul Jones, Chairman 
and CEO and John Workman, CFO of U.S. Can and Berkshire 
Partners. 

The holders of shares of U.S. Can common stock will receive 
$20 per share in cash (except the rollover stockholders). For 1999 
the stock's high price was $25.625 and the low was $13.750. For the 
first half of 2000 the low was $12.50 and the high was $21.25. On 
March 21, 2000 (the last trading day before U.S. Can announced to 
the public the initial recapitalization proposal) the low was $14.562 
and the high was $15.000. The $20 offer price on March 21 was a 
.333 premium to that day's high. 

U.S. Can had never paid a cash dividend and had no intention of 
paying one. 

The rollover stockholders included certain members of U.S. 
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Can's senior management and other insider shareholders. Ordinary 
shareholders could not roll over. 

The EBITDA for the year ending June 30, 2000 was $106.4 mil-
lion. The ratio of common stock purchase price to EBITDA was 2.6. 

 
Adding $322.1 million of total debt to the numerator we have 

 
The above debt excludes the $44,500,000 of fees and expenses 

associated with the LBO. 
Affiliates of Berkshire Partners will own approximately 73 per-

cent of U.S. Can's common stock and 84.31 percent of the preferred 
stock after the recapitalization. Paul Jones (CEO) will own 3.5 per-
cent of the outstanding shares and John Workman 1.75 percent. 
Management will own 9 percent of common stock equity and 3 per-
cent of total equity. Before the LBO they owned .54 percent of the 
total equity. 

U.S. Can will pay cash bonuses of $697,500 to Mr. Jones and 
$309,000 to Mr. Workman (and $676,200 to other members of 
management) to help them finance the purchases of common stock. 

The merger agreement restricted U.S. Can's ability to initiate, 
solicit, or encourage any competing merger or acquisition inquiries. 
An investment bank did try to generate competitive offers (it was 
unsuccessful). 

The investors receiving $20 cash per share have a taxable trans-
action if their tax basis is less than $20. Following the recapitaliza-
tion there will be no trading market for U.S. Can's shares. 

Mr. Jones' investment will increase from $646,000 to 
$1,866,667 after the recapitalization and Mr. Workman's from 
$190,000 to $933,333. 

Jones and Workman first met with bankers to discuss an LBO, 
or equivalent transaction, on February 2, 2000. The recapitalization 
was announced to the public after trading on March 21, 2000. 
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Salomon Smith Barney (hired by U.S. Can) used a discounted 
cash flow analysis to obtain a value between $18 and $22 per share. 
They also obtained an EBITDA multiple ranging from 5.6 to 6.2 de-
pending on the amount of debt assumption. 

Rexam acquired American National Can in April 2000 at 5.68 
times EBITDA and 8.72 times EBIT. 

For a list of comparable firms Lazard (hired by U.S. Can's board 
of directors) found that the high multiples for the last 12 months 
were 6.6 times EBITDA, 11.3 times EBIT, and 9 times earnings. Us-
ing a discounted cash flow analysis Lazard found an equity value of 
$15.93 to $28.38 for U.S. Can stock. Lazard used a discount rate of 
11 percent to 13 percent and terminal EBITDA multiples of 4.5 to 
6.0. Lazard also computed the median premium paid for recent ac-
quisitions of comparable firms to be .296 based on the price one day 
prior to announcement of the transaction. 

Lazard also did an LBO analysis assuming IRRs of 20 percent to 
30 percent and terminal EBITDA multiples of between 4.5 and 6.0. 
They found an LBO purchaser might be willing to pay between $18 
and $22 per share and still earn acceptable returns. 

U.S. Can's management made the projections shown in Table 
13.1. 

The reasons offered for the recapitalization in the proxy state-
ment are: 

Despite U.S. Can having shown strong earnings growth and 
substantially reducing debt in 1998 and 1999, by early 2000 
U.S. Can's stock price had generally declined to below the levels 
at which it was trading at the beginning of 1998. Each of the 
affiliates of U.S. Can that is participating in the recapitalization 
believes that this trend has prevented stockholders 

TABLE 13.1     U.S. Can's Management Projections 

Year Ended December 31 (in millions) 

2000 2001 2002 2003 2004 

Net Income 23.3 29.6 36.0 40.5 43.1 
EBITDA 111.0 123.2 134.0 140.5 142.7 
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from realizing appropriate value for their interests in U.S. Can 
despite the company's good performance and has reduced the 
company's ability to provide effective stock-based incentives to 
employees. As a private company, U.S. Can will have the flexi-
bility to focus on continuing improvements to its business 
without the constraints and distractions caused by the public 
market's present disfavor, despite strong underlying perfor-
mance, for many "old economy" stocks such as U.S. Can. 
Each of the participating U.S. Can affiliates believes that the 
recapitalization represents an opportunity for you, as well as 
some of the rollover stockholders, to receive a substantial cash 
premium for your U.S. Can shares while also allowing the 
rollover stockholders to maintain at least a portion of their in-
vestment in U.S. Can. (Schedule 14-a, p. 30) 

Omitted from the paragraph quoted is the desire for the senior 
management to have the opportunity to become richer. 

The estimated fees and expenses to be incurred by U.S. Can in 
connection with the recapitalization are approximately as follows. 

Advisory fees and expenses (1) $ 7,550,000 
Financing fees and expenses (2) 32,700,000 
Legal fees and expenses (3) 4,000,000 
Securities and Exchange Commission filing fees 55,267 
Proxy solicitations, printing, and mailing costs 200,000 

Total $44,505,267 

1. Includes the fees and expenses of Lazard, Salomon, Berkshire 
Partners, and other accounting and consulting fees and expenses. 

2. Includes the fees and expenses of Bank of America, N.A. Banc of 
America Bridge LLC, Citibank, N.A., Banc of American Securi 
ties LLC, Salomon Smith Barney Inc., and bond tender expenses. 

3. Includes the estimated fees and expenses of the respective legal 
counsel for U.S. Can, the special committee, and Pac. 

Table 13.2 sets forth the estimated sources and uses of funds in 
connection with the transactions of July 2, 2000. 
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TABLE 13.2    Estimated Sources and Uses of Funds, July 2, 
2000 

(Dollars in 
Sources of Funds millions) 

New senior secured credit facility 
Revolving credit facility $ 16.3 
Term loans 260.0 

Notes offered hereby 175.0 
Preferred stock 106.7 
Common stock 53.7 
Available cash 2.0 
Assumed debt 36.4 

Total sources $649.7 

Uses of Funds 

Purchase capital stock $276.0 
Refinance existing debt 310.3 
Payment of fees and expenses 26.1 
Assumed debt 36.4 
Total uses $649.7 

Table 13.3 sets forth as of July 2, 2000 the actual capitalization 
and the pro forma capitalization as adjusted to give effect to the 
transactions as if they had occurred on that date. 

U.S. Can repurchased 32,195 shares during the first four months 
of 2000 at an average price of less than $18. F.A. Soler, a board 
member, bought 20,000 shares in the first four months of 2000 at 
an average price of $13.31. J.M. Kirk, a member of management, 
bought 5,000 shares at an average price of $13.75 (this seemed to 
be his initial investment in the company). G.V.N. Derbyshire, a 
member of management, bought 10,000 shares in the first four 
months of 2000 at an average price of $13.55. 

Before the LBO there were 13,442,000 shares outstanding. The 
market capitalization is shown in Table 13.4. 

A Partial LBO 

Instead of an LBO we consider the consequences of a partial LBO 
strategy for U.S. Can. 
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TABLE 13.3    Capitalization and Pro Forma Capitalization 

As of July 2, 2000 

 

  

TABLE 13.4    Market Capitalization 

Price of $15 Price of $20   

  

Management's 
ownership 

Total 

13,442,000 
x     $15 
201,600,000 

.0054 

$1,090,000 

13,442,000 
x    $2 0  
268,840,000 

.0054 

$1,450,000 
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The pro-forma debt was $487.7 million and the actual debt was 
$322.1 million. Assume the $165.6 million of additional debt is 
used to buy 11,040,000 shares. 

 
There are initially 13,442,000 shares outstanding. After the 

share repurchase there will be 2,402,000 shares outstanding. 

13,442,000 - 11,040,000 = 2,402,000 shares 

Management owns 72,590 shares. This was  

After the debt issuance and share repurchase management owns 

 
The First Year 

Assume the cash flow from operations is $106 million, that mainte-
nance cap-ex is $17 million, and that $89 million is available for 
share repurchase. The initial market capitalization is 13,442,000 
($15) = $201,600,000. 

If the market cap at the end of year 1 is $201,600,000 -
165,000,000 + 58,000,000 = $94,000,000, this assumes the value 
added from debt issuance is tB = .35(165.6) = $58 million. 

With $89,000,000 of free cash being generated there is nearly 
enough to buy the $94,000,000 of outstanding common stock. 

At the end of one year management would own nearly 100 per-
cent of the stock (assuming they do not sell). 

Using No Debt 
Assume the market capitalization stays constant at $201,600,000. 

13,442,000($15) = $201,600,000 

Also, assume that management is given 10 percent of the repur-
chased shares each year. Table 13.5 shows that there are 1,300,000 
shares outstanding after four years. 
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TABLE 13.5    Shares Outstanding after Four Years 
 

End of  Shares  Price per  Shares Purchased  New Number  
Year  Outstanding  Share  with $89,000,000  of Shares  
1  13,442,000  $15.00  5,933,000  7,509,000  
2  7,509,000  26.85  3,315,000 4,194,000
3  4,194,000  48.07  1,851,000 2,343,000
4  2,343,000  86.04  1,034,000  1,300,000  

After four years management owns: 

Initial ownership 72,590 shares 
Year 1 award 593,000 
Year 2 award 331,500 
Year 3 award 185,100 
Year 4 award 103,400 

Total 1,285,890 shares 

There are 1,300,000 shares outstanding so management owns 
.99 of the shares: 

 
The process could have been accelerated by the use of debt to fi-

nance more share repurchasing. 
The partial LBO model works well with U.S. Can. 

QUESTIONS AND PROBLEMS _______________  

1. What is happening to U.S. Can? 

2. Who and what are the rollover stockholders? 

3. What are the tax consequences of the transaction to the selling 
stockholders? 
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4. There is a one-time cash bonus of $1,182,700 for management. 
What do you think? 

5. What percentage of equity will management own? What per 
centage of common equity? 

6. If the total equity is $160 million after the recap, what is the 
value of management's investment? What was the value before 
the recap if management owned .54% of the equity? 

7. How much were the total fees associated with the recapitaliza 
tion? 

8. What was the stock price on the last trading day before the re 
cap announcement? What premium is being paid? 

9. See the buying history. What do you think? 
 

10. Assuming a market value of $15 per share and 13,442,000 
shares what was the common stock's total value? With the 
earnings of $21,156,000 for 1999, what was P/E? What was 
the EPS? 

11. The EBITDA for June 30, 2000 is $106.4 million. The ratio of 
market cap to EBITDA is what? 



  



 

Phillips Petroleum, Mesa, and 
Icahn (1984-1985) 

his is a case of a failed acquisition and a successful restructuring. 
We can call this a partial LBO. The amount invested in the firm's 

common stock by the nonmanagement investors is greatly reduced 
by the restructuring. 

Late in 1984 T. Boone Pickens through his firm Mesa Partners 
started to accumulate the common stock of Phillips Petroleum 
Corporation when the stock price was $40. By December 1984 
Pickens and his partners had accumulated 8.9 million shares of 
Phillips stock. Mesa Partners then offered to buy as many as 23 
million Phillips shares at a price of $60 per share. The Phillips 
stock price went up to $55 per share. There were then 154.6 mil-
lion shares outstanding. 

In January 1985 Phillips made an offer to Pickens and to the rest 
of its stockholders that caused Pickens to withdraw his offer. Phillips 
offered its common stockholders the following package: 

■ It would buy Mesa's 8.9 million shares of Phillips stock at $53 
per share (Mesa did not have to accept). ■ The remaining 
shareholders would receive: .62 of a common stock share $22.80 of 
debentures ■ Stockholders would receive a dividend of $4.32 of 
preferred 

stock (145,000,000 shares). 
■ The common stock dividend of $2.40 per share would be 

maintained. 
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II The firm would tender 20,000,000 shares at $50 per share (the 
tender would be after the new shares were issued). 

11 The company's ESOP (Employee Stock Ownership Plan) would 
buy 24 million shares over the course of a year. 

The $22.80 of debt consisted of the items listed in Table 14.1. 
This package of cash and securities was rejected by the 

shareholders. 
The offer was fought vigorously by Carl C. Icahn. The company 

valued the offer at $53 a share, but Icahn said that the recapitaliza-
tion was worth only $42 a share. He offered an alternative plan 
where he would acquire the company's shares at $55 a share (the 
stockholders would receive an approximately equal amount of cash 
and securities). 

Phillips attempted to stop the Icahn bid by legal means as well as 
by using a poison pill. The poison pill consisted of a right entitling 
each common stock to be swapped for $62 face amount of a 15 per-
cent note. The right expired if the company's recapitalization plan 
was approved by the shareholders. The potential increase in debt 
was meant to discourage Icahn. By the end of February, Icahn had 
raised the price he was willing to pay to $60 per share for 70 million 
shares. The remainder of the shares (84.6 million shares) would be 
purchased at $50 a share using debt securities. After this offer the 
Phillips stock sold at about $48 per share. Phillips management was 
stating that the value per share was $62. On March 4, 1985, Phillips 
offered a new proposal that it said was worth in excess of $60. 

11 The company would buy Mesa's shares at $53 per share (Mesa 
did not have to accept). Mesa and Icahn each received 
$25,000,000 to cover their expenses. 

TABLE 14.1    $22.80 of Debt 
Amount Interest 

$11.00 of floating rate (initially .10) senior notes $1.10 
5.50 of .13 senior notes .715 
6.30 of .1375 subordinated debentures .866 

$22.80 $2.681 



Phillips Petroleum, Mesa, and Icahn (1984-1985) 139   

■ The shareholders who tendered would receive $4,500,000,000 
of debentures in exchange for 72,580,000 shares. The debenture 
package was valued at $62 per share. 

■ Stockholders would receive a dividend of $300,000,000 pre-
ferred stock (based on 73.1 million shares still outstanding after 
the purchase of 72.6 million shares; this would be worth $4.10 
a share). 

■ The common stock dividend of $2.40 would be increased to 
$3.00. 

For each common stock share tendered, the debenture offer con-
sisted of: 

$29 floating rate (currently paying .1125) 
18 paying .13875 15 paying .1475 

$62 

Interest 
$3.2625 
2.4975 
2.2125 

$7.9725 

Table 14.2 shows the two offers made by Phillips (assume there are 
initially 154.6 million shares outstanding). 

TABLE 14.2    Summary of Phillips' Two Offers 
  

First Offer 

Second Offer 
(72,600,000 

Shares Exchanged)   

  

Common Stocks 

Debt 
Interest on debt 
Dividend per share 
Preferred stock 

145,700,000($3.32) 
73,100,000($4.10) 

Stock repurchase 
(after restructuring): 
20,000,000 shares 
@ $50 per share 

.62 of share for each 
old share 

$22.80 per old share 
$2.68 per old share 
$2.40 per new share 

$484,000,000 

$1,000,000,000 

No shares offered 

$62 per share exchanged 
$7.9725 per share exchanged 
$3.00 

$300,000,000 
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ESOP buys 24,000,000 shares with the first offer. 
The shares outstanding upon completion of the offers are shown 

in Table 14.3. 
The second offer was accepted by the firm's shareholders and 

was executed by the firm. Note that the number of outstanding 
shares was reduced from 154.6 million to 73.1 million. 

TABLE 14.3    Shares Outstanding and Stock Transactions 
 

 First Offer  Second Offer  

Initial shares Pickens' 
shares retired  

154.6 -
8.9  

154.6 -
8.9  

Each share receives .62  
145.7 
x.62

145.7 -
72.6

 90.3 73.1
Stock repurchase  -20.0   
Shares outstanding after repurchase  70.3 73.1
The financial facts for the two offers were:    

First Offer Second Offer 
 

Common stock shares    
(after repurchase)  70,300,000  73,100,000
Preferred stock  $   484,000,000 $   300,000,000
Debt   

145,700,000($22.80)  $3,322,000,000  
72,600,000($62)   $4,500,000,000

Stock repurchase  $1,000,000,000  
(Financed with debt?)   
Interest   

145,700,000($2.681)  $   391,000,000  
1,000,000,000(.14)  140,000,000
72,600,000($7.9725)   $   579,000,000

 $   531,000,000 $   579,000,000
Common dividends   
70,300,000(2.40)  169,000,000   
73,100,000(3.00)   219,000,000

PS dividends (@ .10)  48,000,000  30,000,000
Total dividends  $   217,000,000 $   249,000,000

Stock repurchase  $1,000,000,000  
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In a transaction such as this, management's percentage of own-
ership increases if: 

■ Their stock options are rewritten for the same or a larger num-
ber of shares. 
■ The ESOP has shares that are not exchanged for cash but are 
exchanged for new shares of common stock. 
■ Management has shares that are not exchanged for cash, but 
are exchanged for new shares of common stock. 

QUESTIONS AND PROBLEMS _______________  

1. Which of the facts given in the case are relevant in determining 
your preference of offers? How is value created? 

2. Assuming an initial $40 stock price, what was the value of the 
stock equity before the restructuring? 

3. Estimate the stock price per share after the second offer is accepted, 
and after the buyout of Mesa and after the three-for-one split. 

4. The answers to (2) and (3) implicitly make what assumptions? 

5. How much value per share does a shareholder receive from the 
second offer? 

6. Carl Icahn demanded: 
■ More preferred stock 
■ Larger common stock dividend 
■ A three for one stock split 

Of what economic significance are these changes? 

7. If the first offer was worth $51.83 per share and the second offer 
was worth $52.39, what is the total value difference in the two 
offers? 

8. Icahn and Pickens each received $25,000,000 to cover expenses. 
Is this ethical? Strategically sound? 

9. Who won? Who lost? 



  



 

Owens-Corning Fiberglas 
Corporation (1986) 

n the summer of 1986 Bill Boeschenstein and the other top execu-
tives of OCF could finally heave a sigh of relief. OCF's net income 

for 1985 was $131.2 million on stock equity of $944.7 million. The 
ROE of 14 percent was the best the firm had done since 1979. The 
years 1980 to 1983 had been difficult years and only since 1984 had 
the company made a return to acceptable profit performance. Best 
yet, the forecast was that 1986's operating results would be better 
than those of 1985. Finally, the firm's top management could plan 
on spending to diversify out of the building-construction industry 
and to modernize the production facilities. For 1987 the capital bud-
get could be as high as $300 million. The long-term debt was a mod-
est 36 percent of the total capital. 

On August 12, 1986 the entire set of long range plans was 
placed in jeopardy. Wickes Acquisition I Inc. made a tender offer of 
$74 per share for any and all of OCF's common stock. The firm was 
a wholly owned subsidiary of Wickes Companies, Inc. The offer was 
to expire on September 9, 1986. The deal manager for the offer was 
Drexel Burnham Lambert. Drexel had the ability to raise debt capital 
(high yield, better known as junk bonds). 

The financial history of Wickes is interesting and relevant. On 
January 25, 1984 Wickes had $1.3 billion of liabilities subject to re-
organization proceedings and a stockholder deficit of $208 million. 
After reorganization Wickes eliminated the $1.3 billion of liabilities 
and had $992 of stockholders' equity as of April 24, 1986. 

For the fiscal year ending January 26, 1985 Wickes had a net 
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income of $297 million. Of this amount $281 million was the re-
sult of settlement of liabilities under the plan of reorganization 
and $16 million was the result of utilization of operating loss tax 
carryforwards. Wickes did make $28 million of income from con-
tinuing operations in the fiscal year ending January 25, 1986. 

In 1986 Wickes issued (with the help of Drexel) $1.4 billion of 
117/8 percent senior subordinated debentures. The balance of funds 
needed to acquire OCF were to be obtained from private placements 
of debt and equity (again, Drexel) or from commercial banks. The 
company's statement was: 

In connection with the Offer, Wickes currently expects to pri-
vately place Senior Promissory Notes ("Senior Notes"), Increas-
ing Rate Senior Notes ("Increasing Rate Notes"), Senior 
Convertible Debentures ("Convertible Debentures") and Cumu-
lative Convertible Exchangeable Preferred Stock ("Exchange-
able Preferred Stock") through Drexel Burnham. Drexel 
Burnham has informed Wickes that, based on current condi-
tions, it is highly confident that it can obtain commitments for 
the private placement of up to $1.1 billion of such debt and eq-
uity securities of Wickes in connection with the Offer. 

Wickes would obtain the capital based on OCF's debt capacity. In 
his letter to OCF's shareholders Boeschenstein had stated 
(March 7, 1986): 

Looking ahead, we will continue to pursue our strategies for 
growth and enhanced profitability. Our plans and programs are 
designed to assure Owens-Coming's ability to compete success-
fully in all of its major markets, under varying economic condi-
tions. We have made investments—in physical assets, 
technology and, most importantly, in people—to take advantage 
of our unique strengths and lay the foundation for future oppor-
tunities. We believe this is the best course for capitalizing on 
Owens-Coming's potential. 

During the first half of 1986 the price of the OCF common 
stock ranged from $36 to $57. The projected incremental federal 
tax rate was .34. 
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OCF's management was shocked that a firm that had just come 
out of bankruptcy and that in its best most recent year had made 
one-fifth of OCF's operating income was trying to take over OCF 
OCF intended to fight the offer. 

OCF responded to the Wickes raid by offering its investors the 
following package: 

■ $52 of cash 
■ $35 of debentures with a market value of approximately $18 
■ 1 share of new common stock 

The debentures mature in 20 years and accrue .15 interest start-
ing December 1991 payable semi-annually starting June 1992. The 
.15 interest will be computed on the $35 face amount. 

On August 29, 1986, after the announcement of OCF's pro-
posed recapitalization, Wickes withdrew its offer of $74 per share in 
cash, for all the shares. 

Goldman Sachs & Co., who acted as financial advisors to 
OCF in connection with the recapitalization, expressed an opin-
ion in a "comfort letter" stating that "the aggregate consideration 
of $52 in cash, $35 stated face amount of debentures, and one 
new share to be received by the public stockholders, for each 
share of common stock held by them pursuant to the recapitaliza-
tion is fair to the 'Public Stockholders.' " Note that Goldman did 
not value either the debentures or the new stock. Also, Goldman 
did not address the one way for the recapitalization to be unfair. 
It would be unfair to public shareholders if management received 
an excessively large number of options at a very favorable exer-
cise price and received more than an appropriate percentage of 
the new shares. 

There are initially 29,695,000 common shares outstanding. If 
all shares are exchanged, OCF will have to issue approximately 
$2,079 million of debt. 

52(29,695,000) $1,544,000,000 
18(29,695,000) 535,000,000 

$2,079,000,000 
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Assuming a stock price of $50 before the start of the restructur-
ing, the initial value of the unleveraged part of OCF is 

Vu = 29,695,000($50) = $1,485,000,000 

Let tc = .34 be the corporate tax rate and B = $2,079,000,000 
the amount of new debt. With the issuance of the new debt the new 
value of OCF is 

VL = Vu + tcB 
= 1,485,000,000 + .34(2,079,000,000) 
= 1,485,000,000 + 707,000,000 = $2,192,000,000 

This calculation assumes the entire debt proceeds are given to 
the shareholders. 

We want to determine the value of the stock equity. Assuming a 
distribution of $2,079,000,000 to stockholders and new debt of 
$2,079,000,000, we have 

Stock = VL- Debt = 2,192,000,000 - 2,079,000,000 = $113,000,000 

If all shares were exchanged, the new number of shares is 
29,695,000. The new value per share is $3.81: 

Value per share =  

This is only an estimate (an approximation) since the numerator 
can be increased by including gains in efficiency, thus further in-
creasing the value per share. Also, not all shares will be exchanged 
for the package. Some shares controlled by management will be ex-
changed for new shares of common stock. 

With the projected stock price of $3.81 (rounded to $4), and the 
value of a debenture rounded to $18, the total value received by a 
stockholder in exchange for one share of old stock is 
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C a s h  $ 5 2  
D e b e n t u r e s  1 8  
Common stock 
 4 

Value of package         $74 

If the initial stock price were $57 rather than $50, the value of 
Vu would be $1,693,000,000 and the value with the issuance of 
$2,079,000,000 of debt is 

VL = 1,693,000,000 + 707,000,000 = $2,400,000,000 

and   the   value   of  the   stock   equity   after   the   distribution   of 
$2,079,000,000 to stockholders and the debt issuance is 

VL - debt = 2,400,000,000 - 2,079,000,000 = $321,000,000 The 

new value per share is 

Value per share =  

Now, rounding the $10.81 to $11.00 the shareholders receive in 
exchange for one share: 

Value received = 52 + 18 + 11 = $81 

The $57 initial stock price is probably too high an estimate of 
value. 

THE VALUE OF EXECUTIVE STOCK OPTIONS 

Assume a corporate financial restructuring includes the substitution 
of debt for equity. This increase in leverage increases the risk to 
common stock (the variance of return on equity and the variance of 
earnings per share and the stock's beta) and thus, all things equal, 
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the increase in leverage increases the value of outstanding stock op-
tions. The value of outstanding executive stock options is increased 
as the result of the substitution of debt for common stock if the debt 
proceeds are used to reduce the number of outstanding shares. We 
make the simplifying assumption that the Black-Scholes (1973) op-
tion pricing formula applies (if the options are issued by a firm pay-
ing a cash dividend, the formula does not apply exactly). While each 
financial restructuring is different, thus the option wealth effect is 
different, the substitution of debt for equity is a common element of 
restructurings. Also the form of the restructuring (cash dividends 
compared to share repurchase) can affect the value of an executive 
stock option even if the exercise price is kept equal to the stock 
price. The share repurchase alternative results in a higher stock price 
than with a cash dividend (of equal amount in total), thus increases 
the value of a stock option with a given exercise price. 

The value of the option is increased by the increase in the stan-
dard deviation resulting from debt issuance, but the option value 
also depends on the share price after restructuring, which in turn 
depends on whether the debt amount is distributed in the form of 
a dividend or in the form of a share repurchase. The larger the 
share price, if the exercise price is kept constant, the larger the new 
option value. 

Each outstanding option was adjusted by OCF to enable the 
holder to purchase 5.6 new common shares and the "exercise price 
will be adjusted accordingly." The adjustment to the exercise price 
was not revealed to the public. 

Management (150 employees) were given the right to purchase 
850,000 new common stock at fair market value. They were also 
awarded 1,400,000 new common shares (vested over five to seven 
years or less) and options to purchase 1,400,000 new common 
stock (exercise price equal to market price at date of grant). These 
options vest in five years or less. 

As a result of all the above, management will control approxi-
mately 24.5 percent of the new common stock outstanding after the 
recapitalization. This is a larger percentage of ownership than many 
managements own after an LBO. Thus, we can call this transaction 
a partial LBO or a form of managerial buyout (MBO). 

W.W.   Boeschenstein   before   recapitalization   had   access   
to 
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122,684 shares (owned, options, and employee stock plan ac-
counts). After the recapitalization he had access to 428,435 shares. 
Of course, the new shares had significantly less value per share than 
the old shares. 

To be fair to the ESOP and comparable plans the company 
promised that the number of shares given will be equal to or exceed 
in value the value of a debenture plus $52 cash. Thus if the stock 
price is $15 after the Recapitalization, and the value of the deben-
ture is $17, the ESOP would receive 4.6 new shares. 

 

It would also have the one old share, so it would have 5.6 
shares. 

As a result of the recapitalization long-term debt increased from 
$543 million (at the end of 1985) to $1,645 million (at the end of 
1986). Current liabilities went from $548 million to $1,310 million. 
On the other hand, stock equity went from $945 million to a deficit 
of $1,025 million. 

The OCF's net income was $131 million for 1985 and $16 mil-
lion for 1986 (there were $200 million of restructuring costs and a 
$50 million increase in borrowing costs). 

The stock of OCF prospered from 1986 to the late 1990s (with 
some ups and downs). For example, in 1992, it realized a low of 
$22 and a high of $40. Unfortunately, in the year 2000 asbestos lia-
bilities grew exponentially and the company entered bankruptcy. 

CONCLUSIONS__________________________  

Corporate restructurings where there are managerial stock options 
outstanding typically lead to a change in the value of the managerial 
stock options. Among the important decision variables are: 

II Whether the cash from the debt issuance is distributed to the 
shareholders in the form of a dividend or a share repurchase 
(the expected stock price is affected) 
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The amount of debt issued in substitution for common stock 
The exercise price 
The maturity date of the options 
 The number of options granted 

Since the value of the managerial stock options is greatly af-
fected by the above decision variables, it is very important that the 
shareholders understand the option value implications of the re-
structuring. Any restructuring prospectus should contain this infor-
mation. 

In a restructuring situation, the total value of the new options 
can be equated to the total value of the initial options by changing 
the number of new options and the exercise prices. 

The fact that a corporate restructuring with debt substituted 
for stock leads to a change in the value of managerial stock op-
tions has been information that has not been presented to share-
holders voting on various plans. The different values of the 
managerial stock options for the different alternatives should be 
available to shareholders. Any restructuring prospectus should 
contain the information. 

When debt is issued and the relationship VL = Vu + tcB is ap-
plied, it must be remembered that it is implicitly assumed that all the 
debt issued is being substituted for common stock. The value of the 
new stock is: S = VL - debt issued. 

While it would be surprising if the stock price after the restruc-
turing exactly equaled the value computed applying the formulas of 
this chapter (because of other changes that are taking place), the cal-
culations help us estimate the magnitude of the new stock price. 

The preceding formulas cannot be used as presented if the debt's 
proceeds are retained by the corporation. 

QUESTIONS AND PROBLEMS _______________  

1. Should Mr. Boeschenstein accept the Wickes offer? 

2. What is the value of the $35 debenture (assume a .15 discount 
rate)? 
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3. Assume the initial stock price is $50 and there are 29,695,000 
shares outstanding initially. There are 347,000 shares in the 
ESOP that will not be exchanged (they will receive a number of 
new shares). There will be 29,348,000 shares exchanged and re 
ceiving $52 cash, a debenture (see 2), and a new share of stock. 
To finance the restructuring, $2,037,000,000 of debt will be is 
sued. Assume 30,000,000 shares will be outstanding after the ex 
change. What will be the new stock value after the exchange? 

4. What is the value of the distribution to a shareholder if the in 
vestment banker's plan is accepted? Use the information from 
questions (2) and (3). 

5. If the investment banker's plan is accepted what real things 
should OCF management then do? 

6. How can management turn this negative event (a raid by Wickes) 
into a positive event? 

7. If the firm guarantees that the ESOP will receive as much value as 
the shareholders receive who exchange, what will be the new 
stock price if the new stock equity value is $141,000,000 after 
the exchange? 



  



 



  



 

CHAPTER 1    The Many Virtues of Private Equity 

1. Simplicity (information) 
Alignment of management and ownership 
Eliminates dividend policy conflicts 
Allows more debt 
Eliminates the quarterly target for income compulsion 

2. This is a matter of taste. Probably potential improvements in 
managerial incentives but tax savings are also important. See an 
swer to question 1. 

3. The interest expense is $5.60. 

The taxable income is 90 - 5.60 = 84.40. The tax is .35(84.40) = 
29.54. 

The income net of tax is 90 - 29.54 = $60.46. The allocation is: 

Taxes $29.54 
Management (.02) 2.00 
.20(60.46) 12.09 
Interest (.14) 5.60 
Preferred (.12) 3.60 
Convertible (.06) 1.20 
Subtotal $54.03 
Return to equity 35.97 

Total $90.00 

155 
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4. Taxable income = 45 - 5.60 = 39.40 Tax = 

.35(39.40) = 13.79 Income net of tax = 45 

-13.79 = $31.21 The allocation is: 

Tax $13.79 
Management 

100(.02) 2.00 
.20(31.21) 6.24 
Interest (.14) 5.60 
Preferred (.12) 3.60 
Convertible (.06) 1.20 
Subtotal $32.43 
Return to equity 12.57 

Total $45.00 

A 50 percent reduction in before tax income reduces the equity 
return from $35.97 to $12.57. 
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CHAPTER 2    Valuing the Target Firm 

1. The present value calculation requires a forecast of the future. 
The market capitalization requires only the market price of a 
share and the number of shares outstanding. Is the market price 
reliable? 

2. The firm is writing-off to expense a large amount of intangibles 
or tangible long-lived assets. 
The firm has extra cash or the equivalent. 
The firm has abnormal liabilities. 
The firm has a special tax status (e.g., it is a partnership). 
The earnings are abnormally high or low. 

3. A low retention rate (b) and a large growth rate (g) implies the 
firm has good reinvestment opportunities (r). 

It is reasonable to expect a high P/E ratio. 

4. EBITDA times a multiplier is likely to give the total firm value. 
To obtain the equity value one must subtract the value of the out 
standing debt. 

5. Since 

b = .6 and g = .10 
g = rb 

.10 = .6r r 
= .1667 
.4E = 50 £ 
= $125 

 
PVGO = $1,458 
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Also 
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CHAPTER 3    Structuring and Selling the Deal 

1.    Corporations get a 70 percent (or more) dividend received de-
duction that is not available for individuals. 

2a. Max new debt =  

2b. Net = 10,000,000 - 7,000,000 = $3,000,000 

2c. $7,000,000(1 + IRR)4 = $12,243,000 IRR 
= .150 

2d. The debt pays 6,000,000(1.8)4 = 8,162,900 

1,000,000 = (12,243,000 - 8,162,900)(1 + IRR)4 1,000,000(1 + 
IRR)4 = 12,243,000 - 8,162,900 = 4,080,100 IRR = .421 

2e. Time      Debt Interest (. 08) Tax Savings End of Period 
0 6,000,000         480,000 168,000 1 
1 6,480,000         518,400 181,440 2 
2 6,998,400         559,872 195,955 3 
3 7,558,272         604,662 211,632 4 
Future value = 211,632 + 195,955(1.052) + 181,440(1.052)2 + 

168,000(1.052)3 
= 211,632 + 206,145 + 200,800 + 195,594 = 814,171 Add 
$814,171 to $4,080,000 = $4,894,271 

2f.  1,000,000(1 + IRR)4 = 4,894,271 
IRR = .487 

3.   1,000,000(1.30)4 = $2,856,100 
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CHAPTER 4    A Changed Dividend Policy 

la. After tax dividend = (1 - .396)$100 = $60.40 
60.40(1.07248)20 = $244.81 

1b. 100(1.12)20 = $964.63 
x.8 

After tax = $771.70 (compare with $244.81) 

2.   60.40(1 + IRR)20 = 771.70 
IRR = .1358 

3a.  

3b. PV = (7,205.24 - 1,441.05)(1.07248)-20 + 833.33(1.07248)-20 = 
1,422.18 + 205.60 = $1,627.78 (compare with $833.33) 



Solutions ________________________________________________________ 161 

CHAPTER 5    A Changed Capital Structure 

1. 0 1 IRR 
-800        +1,000 .25 
+700 -756 .08 

Equity         -100 +244 1.44 or 144% 

2a. VL = Vu + tB 

= 1,000 + .35(800) = 1,000 + 280 = $1,280 S = 
VL-B = 1,280 -800 = $480 Wealth = 480 + 800 
= $1,280 

2b. Interest = (.10)800 = 80       Tax saving = .35(80) = $28 

 

3a. (1-35)1,000 = $650 

3b. Stock return = (1,000 - 720)(1 - .35) $182 
Debt return = .65(720) 468 

Total return $650 

3c. The returns are equal. 

3d. Stock return = (2,000 - 720)(.65) 832 
Debt return = .65(720) 468 

Total return $1,300 
2,000(.65) = $1,300 all stock 

4.   Stock return = (2,000 - 900)(.65) 715 
Debt return = .65(900) 585 

Total return $1,300 
2,000(.65) = $1,300 all stock 
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Net = 60.40[(1.10)20 - .20[(1.10)20 - 1)]] = 
60.40[6.7275 - .20(5.7275)] = 
60.40(5.582) = $337 

The taxes imposed on the two strategies are different. 
We can expect there to be a wide range of estimates of the ex-

pected value of the costs of financial distress and the expected 
value of tax savings from debt interest as well as the other fac-
tors associated with the debt issuance, thus a large difference of 
opinion as to how much debt a firm should issue in substitution 
for equity. 

The returns do not depend on the interest rates, given the in-
vestment strategies. 
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7b. Taxable income = 12,000 - 10,000 - 450 = $1,550 
Tax = .35(1,550) = $542.50 Net = 12,000 - 542.50 
= $11,457.50 

Interest 
Debt 
Net 

$   450.00 
9,000.00 

$2,007.50 
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CHAPTER 6 Merchant Banking 
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CHAPTER 8    The Many Virtues of Going Public 

1.   Advantages of a publicly traded stock: 

Liquidity 
Well defined price 
Impersonal market 
Simplification of control issues 
Diversification for owners 
Capital raising facilitated 
Can attract management with options 
 Merger premium 

2b. 604(1 + IRR)10 = 2,634.4 

IRR = .159
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CHAPTER 9    A Partial LBO: Almost Private Equity 

la. 

1b. Shares        V = $400,000,000    Shares Purchased        Percentage 
Year       Outstanding      Price per Share      with $90,000,000     of Ownership 

 

1  20,000,000  20.00  4,500,000  25%  
2  15,500,000  25.81  3,488,000 32%
3  12,012,000  33.30  2,703,000 42%
4  9,309,000  42.97  2,095,000 54%
5  7,214,000    69%  
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CHAPTER 10    Metromedia (1984) 

1. Serial zero-coupon ($960 nominal) $   380 
15-year debentures 225 
12-year exchangeable 335 
18-year floating rate 400 

Total $1,358 
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4. ■ tB 
■ Sale of pieces at good prices ■ 
Focus 

5. Add an equity kicker. 

6. 20.38(29,584,000) =      $602,922,000 
_______ x.26 

$156,800,000 

7. VL = 1,228,000,000 

B = 1,358,000,000 

S = Negative. The equity value is the value of an option. 

Different results are obtained if $40.16 is used as the stock price 
to obtain Vu. 

Vu = 40.16(29,584,000)   $1,188,093,000 
tB + 625,000,000 

VL $1,813,093,000 
B -1,358,000,000 

S $ 455,093,000 
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CHAPTER 11     LBO of RJR Nabisco (1988) 

A higher interest rate would reduce the debt capacity. 

3. 233 million shares outstanding 
x$109 price 

$25,397 million or $25.397 billion. Purchase price. 
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4. Compare $25.397 billion with any of the above calculations. P/E 

=     This is large. 

KKR overpaid; KKR won the bid but paid too much. 
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CHAPTER 12    Marietta Corporation (1994-1996) 

Valuation of Marietta 
(September 30, 1995) 

1. Using the balance sheet: 

Current assets $32,300,000 
Restricted cash 2,700,000 
Marketable securities 2,400,000 
Total cash equivalents $37,400,000 
Current liabilities 8,600,000 

Net cash equivalents $28,800,000 

How much could be captured? 

There was $6,500,000 of long-term debt. 

Debt and Value 

Net long-term debt (book) $6,514,000 

Assume cost was .06 over 12 years. 

 
PV using .10 = 777,000 B(12,.10) = 

777,000(6.8137) = 
$5,300,000 

Reduction in liability = $1,200,000 
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2. Estimating the value 

Quarter Ending December 30, 1995 

Net income $     400,000 
Taxes 300,000 
Depreciation* 800,000 
Goldman* 300,000 
EBITDA for quarter                    $  1,800,000 
Annualized _______x 4 
EBITDA                                      $ 7,200,000 
Multiplier _______x 4 

$28,800,000 
Balance sheet values 28,800,000 
Value of firm $57,600,000 

 
Is the quarter's performance average for the year? 

Using Net Income $     400,000 
________ x 4  

Annual Income $  1,600,000 
_______x l0 

Total stock value $16,000,000 or $2.76 per share 

(add the balance sheet value) 
LBO Value 

Using 1995's lowest price: 
Vu = 3,621,000($8.00) $29,000,000 

Add $40,000,000 of debt 
x______ 35 $14,000,000 

     VL       $43,000,000** 

*Estimated 
**Before balance sheet values of $28,800,000 
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Can change the amount of debt and initial stock price 

 
Using a price of $8. 

Vu = 3,621,000($8.00) $28,968,000 
tB 14,000,000 
Cash, and so on 28,800,000 

$71,768,000 

 
3. Is $40,000,000 of .10 debt feasible? 

$4,000,000 of interest with $7,200,000 of EBITDA is feasible. 
Some of the debt could be zero coupon. 

NOTE: $10.25(3,621,000) = $37,115,000 

4. A share repurchase program that used excess liquid assets and 
debt capacity would have interesting effects on the stock price. 



174 _________________________________________________SOLUTIONS 

CHAPTER 13    The Managerial Buyout of United States Can Company 
(2000) 

1. This is an MBO (or LBO). A merger with Pac. A $20 per share 
tender offer 

2. Who? Management, directors, and their affiliates 

What? Keep or increase their shares in U.S. Can 

3. A capital gain 

4. The bonus goes to management. I would not like to invest in a 
firm with management fleeing. The bonus is not tax efficient. Is 
it a bribe? An incentive? 

5. 9% of common and 3% of total equity 

6. .03($160) = $4.8 million 

Value before recap = $1.45 million (.54% of equity) with a $20 
price per share and $1.09 million with a $15 price per share 

7. Total fees were $44.5 million. 

8. The low was $14.562 and the high was $15.00 

Premium =  

9. Suspect 
Buying by U.S. Can in 2000 
Buying by Derbyshire in 2000 
Buying by Kirk in 2000 
Buying by Soler in 2000 



Solutions 175 
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CHAPTER 14    Phillips Petroleum, Mesa, and Icahn (1984-1985) 

1. The different amounts of debt are relevant. Value is added here 
by increasing the amount of debt. 
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5. Second offer 

 

6. Evaluation of Icahn's Changes 

Preferred Stock 

Without preferred stock: Common stockholders receive: Y 
With preferred stock paying Dp : Common stockholders owning 

the preferred stock receive: 

(Y-Dp) + Dp = Y 

Increased Dividend 

Let S = basic value of common stock exclusive of dividend 
RE = value of retention 
With dividend: Value = S + (l-tp)D 
Without dividend: Value = S + RE where RE is value of retained 

earnings 
Which is better? 
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Stock split 

A 3-for-l stock split increases the number of shares threefold, 
and reduces the price per share by two-thirds; the overall value of 
the stock is unchanged. 

None of the changes add value. 

Preferred Stock Given to Common Stockholders 

With common stock earning X and no preferred stock the in-
vestor earns an ROI of 

X 
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7. Second offer                                    $ 52.39 
First offer ________51.83 
Difference .56 
Number of shares 145,700,000 
Change in value $     81,900,000 

Debt: Second offer $4,500,000,000 
Debt: First offer 4,322,000,000 
Increase in debt 178,000,000 

_________ x .46 
Change in value (tB) $      81,900,000 
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CHAPTER 15    Owens-Corning Finerglas Corporation (1986) 

1. Wickes offered $74 per share for all shares. How would Wickes 
finance the purchase? Using OCF's debt capacity. A fair offer but 
insulting to management. 

2. Value of $35 debenture 

Will mature on December 1, 2006 and pay $35. 
Time till maturity—20 years No interest paid 
until June 1, 1992 (51/2 years) 15% per annum, 
paid semiannually. Callable 

 

Using .15 as the discount rate: 

PV at Dec. 1991 = $35 

PV of Dec. 1986 = 35(1.15)-5 = 35(.4972) = $17.40 
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$52.00 
17.40 
4.70 

Cash 
Debenture 
Stock 
Value  $74.10 



 

*The severance pay will also require debt. 
**'Can be increased by operating efficiencies. 
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Stockholders who exchange receive value of: 

Cash $52.00 
Debentures 17.40 
Stock 3.94 
Total $73.34 

The ESOP receives the same value. 

On August 5, 1986, the day OCF was advised of Wickes' inter-
est, the closing sales price for the common shares was $74. 
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