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Abstact: The situation in the global financial markets has become very turbulent in the recent 
decades, and as the main "culprit “ we can blame the globalization process. Multinational 
companies have managed to expand their business and invest the capital around the world 
and thus contribute to the transformation of the financial markets from the local to the global 
level. The first part of our work includes the history and definition the LBO model. Further 
on, the topic is the way of financing the first joint-stock companies, where the structure of 
debt and its importance are explained. The functioning of the LBO model, starting from the 
formation of private equity funds and up to the IPO, are analyzed, as well as its advantages 
and disadvantages. 
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1. INTRODUCTION 
 
 During the recent decades global financial markets have been accompanied by 
insecurity, uncertainty, panic and greed. Multinational companies have managed to expand 
their business and invest the capital around the world and thus contribute to the 
transformation of the financial markets from the local to the global level. 
 With the growth and development of both individual and global companies, the need 
for some financial institutions that could cope with the growth, in terms of providers of 
financial services, emerged. The investment banks were some of these institutions, which 
played a key role in the development of the world financial market. 
 Looking at the activities of the investment banks, we can see that they are highly 
profitable institutions that have experienced the heights of enormous proportions, but also 
bankrupt. These extreme situations show enough about how much of work that they are 
engaged in is risky and uncertain. 
 When deciding whether to invest in a company, investment banks can use several 
evaluation methods that can help them make a decision. One of these methods is the method 
of venture capital. This method takes into account the cash-flow and its projection into the 
future can show us whether it is worth investing in a target company, or not. Risk capital is 
created by the company by forming partnerships, raising funds from various investors. 
Their goal is to invest in young and weak companies that are becoming modern and which are 
prepared for the market launch. 
 The moment when a company becomes public or sold in any other way, a venture 
capital investment company refunds its investment and generates returns. Starting from the 
late '60s through the boom in the '80s, and up to now, there has been a common situation in 
which the risky capital investment makes up only part of the total funds for the purchase of 
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the target company. The second part of the funds would be borrowed from banks and thus 
leveraged buyout or LBO model has appeared. 
 
2. DEFINITION AND HISTORY OF LBO MODEL 
 
 The very definition of LBO is that it is a form of acquisition, which allows investors to 
take over the target company by borrowing the most of the funds, and investing a smaller 
amount from their own resources. At the same time, the collateral for the borrowed capital, in 
addition to the property of the investors, would be the property of the company that is to be 
taken over. The main purpose of this model is to enable companies to perform certain 
acquisitions by engaging a very small amount of their capital. 
 This acquisition method was first recorded in 1955, when the McLean Industries, Inc. 
purchased the Pan-Atlantic Steamship Company, and Waterman Steamship Corporation. 
McLean even borrowed $ 42 million for the purpose of this, while it obtained the additional 7 
million by issuing preference shares. Upon the completion of the acquisitions, $ 20 million in 
assets of Waterman Steamship Corporation was used to reduce McLean’s debt. 
Thus McLean set the model which later investors, Warren Buffett, Victor Posner, Nelson 
Peltz, Saul Steinberg and Gerry Schwartz developed and applied to their investments and thus 
contributed to the great popularity of the LBO in the 80s. In addition to this, the model is 
considered to be the precursor of private equity of companies. 
 This model experienced a real boom of popularity in the 1980s. The good basis for this 
was set by three Bearn Stearns’s bankers: Kohlberg, Kravis and Roberts. In the 60's and 70's 
they started a series called bootstrap investment. In fact, in those years many family 
businesses, mainly founded in the period after the Second World War, faced problems in their 
functioning. The founders did not want to indulge their companies to competitors and they 
were too small for going public. That's why the buyout by another finance company was a 
good solution for them. Starting with the acquisition of Orkin Exterminating Company in 
1964, which was then considered to be the first large LBO acquisition, in the years that 
followed, these bankers committed a series of such investments. Some of the acquired 
companies were Stern Metals, Incom, Cobblers Industries, and Boren Clay. Although the 
majority of these investments were very successful, it was not the case with the Cobblers 
where an investment of $ 27 million resulted in bankrupt. The tensions between the three 
bankers and their Bearn Stearns Bank rose in 1976, so they left the bank and the same year 
they formed Kohlberg Kravis Roberts & Co company, specialized in LBO transactions. 
 Taking into account the good fundamentals that Kohlberg, Kravis and Roberts set, 
another event contributed a lot to LBO boom in the 80s. In January 1982 the former U.S. 
Treasury Secretary William E. Simon, with a group of investors, took over the Gibson 
Greetings, a company that produced greeting cards, for $ 80 million. During the process of 
acquisition, there were rumours that the amount of the investment was only $ 1 million. 
Shortly after the taking over, Gibson Greetings came to stock through an initial public 
offering and it cashiered 290 million. The huge success of these investments attracted the 
attention of the media who spread the news around the world and the process of LBO boom 
started. It is estimated that in the period from 1979 till 1989 there were over 2,000 of these 
acquisitions in the amount of $ 250 million or more. 
 Indeed, the largest acquisition in this period and the next 17 years was the case of 
taking over RJR Nabisco company (dealing with selling tobacco and food) by Kohlberg 
Kravis Roberts & Co. in 1989 for 31.1 billion dollars. 
 Analyzing the acquisitions completed since the beginning of the 21st century, we can 
state that this period is certainly a period of "mega - buyout". Good ground for such huge 
acquisitions was made by a combination of lower interest rates, low credit standards and 
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certainly regulatory changes, primarily the Sarbanes - Oxley regulations which were passed in 
2002. In the years that followed, some of the largest acquisitions were: Toys " R " Us, The 
Hertz Corporation, Metro- Goldwyn -Mayer and SunGard in 2005,  Equity Office Properties, 
HCA Alliance Boots TXU during 2006 and 2007. In the years that followed, the global 
financial market experienced collapse and new takeovers were disabled. 
 
3. PRIVATE EQUITY 
 
 Before we discuss the acquisition method with the help of leverage in more detail, we 
should become familiar with the concept of private joint-stock company (private equity). 
 The market of private joint-stock companies began to grow in the 70s. The members 
of these companies are not only big investors such as investment banks, but also individuals, 
known as angel investors. One of the features of this capital is that they are not traded on the 
stock market, most private equity funds are focused on specific industries and have unique 
investment objectives. Its main purpose is to be used as an investment in a company. We can 
also point out that this type of capital can be invested as risk capital (venture capital) or by 
taking funds (buyout funds). 
 On the basis of this distribution we can distinguish between the two main ways of 
private joint-stock companies investing. By forming the risk capital or venture capital, 
investors aim to invest funds in a young and weak company, to develop it and eventually, 
usually through the IPO, sell it. During this process, investors invest their funds in a portfolio 
company through three stages: 
 

1. Seed capital - initial, seed capital used to cover costs of production and development; 
2. Working capital - certainly a core investment, which helps investors to develop a 

portfolio company and get it ready for the stock market; 
3. Acquisition capital - represents the capital with which the company can expand its 

business, all in order to increase profitability. 
 

Generally, a venture capital fund goes through four stages: 
 

− The first phase represents only the raising of the capital for the fund. Note that this 
part of the work may be performed by an investment bank; 

− The second phase is an investment in the shares of the private joint stock company 
which lasts from 3 to 7 years; 

− The third phase, which lasts until the closing of the fund, is the phase of the enhancing 
of the development the company's portfolio; 

− The fourth and last phase is the closure of the fund, i.e. liquidating its positions, which 
can be done through the IPO, sale of the company or bankrupt. 

 
 Another way of investing of private joint stock companies is placing capital collected 
through the LBO (leveraged buyout). The very definition of this method is given in the 
introduction, and we will get more familiar with the details of the process of such an 
investment below. 
 
4. STRUCTURE OF DEBT IN LBO TRANSACTIONS 
 
 This method of investing is very popular and is usually a win-win strategy for its 
participants (the investors who borrow the capital and the bank that sold it). Investors can use 
leverage to help increase their ROE. On the other hand, supporting such projects, banks may 
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place their funds at much higher interest rate than conventional loans to their corporate 
clients. 
The amount that banks are willing to sell depends on a few key things: 
 

1. The quality of the assets of the company to be taken over (the stability of cash flow, 
the history of the company, its fixed assets); 

2. The amount of capital that the financially sponsor (the company making the 
acquisition) will engage in the business; 

3. The general picture of the financial sponsor (background and experience); 
4. Economic environment. 

 
 After completing the analysis, the bank decides on the placement. If the targeted 
company is, for example, engaged in real-estate renting, and its jobs are secured by long-term 
lease agreements, the sale of the bank can go up to 100 % of the purchase price. On the other 
hand, if it comes to a "normal" company, with a normal business risk, the placement of the 
banks can go up to 50-60 % of the purchase price. The amount that banks are willing to sell 
also depends on the Industry-sectors in which the targeted company operates and the region 
where it is located. 
Depending on the size and cost of the acquisition, we distinguish between two types of loans 
that banks can offer: 
 

1. Senior debt - type of debt that is secured with the assets of the targeted company and 
which carries a lower interest margin; 

2. Junior debt (mezzanine) - It is not usually secured with some collateral, but carries a 
higher interest margin. 

 
 One of the characteristics of debt is that sometimes, with large transactions, one of the 
two types of loans, or at least one their part, may be replaced by releasing so called junk 
bonds or high-yield bonds. These bonds are characterized by a high degree of risk, but 
because of that they bring about very high interest rates. 
The Bank may, depending on the size of the transaction, sell parts of the debt to other banks 
and thus diversify the risk the transaction is carrying. 
 
5. FUNCTIONING OF THE MODEL 
 
In the chart below we can see how LBO works in reality. It all begins with the initial decision 
of investors and financial sponsors to buy the target company. A financial sponsor usually 
consists of several companies, representatives of private capital. They can be pension funds, 
insurance companies, and even individuals, known as business angels. They join their 
resources and form a fund in the form of limited partnerships (private equity fund). Once they 
have combined their resources and agreed on a targeted company, investors start looking for a 
bank that will provide funding in the amount of 60% - 90% of the purchase price. As 
previously discussed, depending on the size of acquisitions, the bank decides how to invest 
the funds. This can be with the help of Senior debt- which is secured with the assets of the 
targeted companies and usually carries an interest margin of 3% -5%, through Libor or 
Euribor with duration of 5 to 7 years. Another option is so called Mezzanine debt, which is 
usually not so well secured, but because of that, there is much higher interest margin, which 
goes up to 7 % -16 % and usually returns after 7 to 10 years. 



                             ECONOMICS MANAGEMENT INFORMATION TECHNOLOGY  
 

26 Vol.3/No.1/2014                                                              
 

  
Figure 1. Leveraged_Buyout_Diagram 
 

Source : http://en.wikipedia.org/wiki/File:Leveraged_Buyout_Diagram.png 
 
 After the conclusion of the agreement with the bank, the targeted company is bought. 
Soon the new owners modernize the company (possibly decreasing the current management 
of the company) and prepare it for an initial public offering (IPO). In this way, they collect 
sufficient funds to repay the debt and benefit from this work. 
 
6. TYPES OF LBO  
 
 In addition to classical acquisitions with the help of leverage, which we explained in 
the previous chapters, we distinguish between the secondary and tertiary acquisition. 
The secondary acquisition is the purchase in which the buying party and the selling party are 
both financial sponsors. In other words, it's LBO in which the acquired company has 
previously been acquired with the help of a LBO, and it is owned by the fund established by 
initial capital investors. Some of the reasons why there is a secondary LBO are: 
 

1. The inability of the IPO because of weak business of the acquired company; 
2. A faster way of selling (unlike the IPO); 
3. The very nature of the business of the company may be more interesting to financial 

sponsors, rather than to investors who invest in stocks. 
 
 This method of sale, regardless of the fact that it is often described as panicky, can be 
very profitable. Sometimes it happens that the company that has been acquired enters the 
stage where it would be very profitable to sell it quickly and this way is the fastest. Also, it is 
possible that an investor benefits enough from the acquired company, so they can sell it to 
another investor. 
 The tertiary LBO is nothing else but when the company purchased with the secondary 
LBO is sold in the same way to the third investor. 
 
 
 
 



                             ECONOMICS MANAGEMENT INFORMATION TECHNOLOGY  
 

Vol.3/No.1/2014                                                             27 
 

7. MBO - MENAGMENT BUYOUT 
 
 A special type of acquisition with the help of leverage is the MBO. In this case, the 
existing management team buys majority of the stake and becomes the majority owner of the 
company. This type of acquisition can be justified as follows: 
 

1. The old owners want to retire and leave the business to the management, a group of 
people that have known each other for years and who trust each other. 

2. The old owners do not believe in the business of their company and want to sell it to 
management who thinks that the company has a future, and thus derive a profit. 

3. The management sees potential in the company as the owners do not see it. 
 
 It often happens that the management does not have enough capital to take over the 
business, and are forced to join with the financial sponsor in order to do this together. The 
very negotiation with the sponsor is the key moment for the management, the team in which 
they can create some value for themselves. Certainly, financial sponsors take into account 
such an offer, because if the people who have run the company believe that it will work well 
in the future, it is more than enough for them to enter the business. 
 
8. ADVANTAGES AND DISADVANTAGES OF LBO FINANCIAL MODEL 
 
 The main advantage of LBO is that venture capital of the company in these 
transactions may be minimal, and most of the purchase is financed by debt. The very debt, 
usually with high interest rates, motivates the company's management to work more 
efficiently. One example of how LBO can be useful is that the interest costs are tax 
deductible, while dividends costs are not. Therefore LBO can make so called tax shelter for 
the targeted company. Also, the acquired company may have huge benefit, considering that 
after the takeover there will be many reforms that will contribute to the growth and 
development of the company. 
 
The calculation of a well conducted LBO, hypothetically might look like this: 
 
Assume the following: 
 

1. Purchase price of the targeted company is 8 times EBITDA. If the proceeds from the 
sale are 500, a margin of 20%, EBITDA amounted 100, the purchase price is 800. 

2. We will borrow 50 % of the purchase price, and the other 50 % will be financed under 
the equity (400 debt, 400 capital). 

3. In five years, the company will be sold at a price that is also 8 times EBITDA. 
4. EBITDA rises from 100 to 150. 

 
 During this period there is a possibility that the company returns 20 units of the debt 
annually, which after 5 years would be 100 units of the debt. At the end of the period the 
company is sold for 8 times 150 (EBITDA) = 1200. Three hundred of this is debt, as we have 
already returned 100 during the period. When we subtract the remaining debt from the 
purchase price (1200-300 = 900) we get 900 units of capital, and in the beginning we invested 
400, which leads us to our IRR (internal rate of return) of these investments being 900/400 = 
2,25. 
 If poorly implemented, LBO can lead the targeted company to bankruptcy. It is one of 
the main reasons, apart for the realization of the set goals in general, why the management of 
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the company should be closely connected with investors - customers of the company. The 
whole connection can be much stronger if the management team is included in the process of 
acquisition. 
 Certainly one of the main risks here is the debt with which the company has been 
purchased. Unless something unforeseen happens, it is very likely that the entire investment 
will collapse. Also, it is known that the cash-flow of these transactions plays a role of support, 
and that it depends heavily on whether the company will be able to repay the borrowed debt. 
Another risk that investors face in such transactions is market risk. If there are, for example, 
increased costs, the company will not be able to meet the required level of solvency and can 
easily fall into a lot of trouble. 
 Even after a successful LBO there is a possibility of a conflict of interest between 
management -employee -shareholders. It is known that one of the basic methods of reducing 
the cost is firing workers. If there are frequent LBO transactions, because of these measures, 
the unemployment may increase and consequently affect the whole economy. 
 
9. CONCLUSION 
 
 On the basis of these findings, we conclude that the LBO transactions have been a 
very popular way of investing in the last 30 years. The main reason for its popularity is 
actually that it allows investors to engage small portion of their capital, to borrow most of it, 
and to put the assets and future cash flow of the acquired company as collateral. Investors will 
certainly, based on their know–how, restructure the company, which should thereafter become 
far more profitable in its business. In this way investors make the odds from which they pay 
the debt back, and also prepare the company for future sale from which they will certainly 
benefit. If properly implemented, this way of acquisition is a win -win strategy, from which 
both the investors and the company itself benefit- the investors after the IPO, while the 
company itself becomes much larger and more profitable. 
 In the end we can say that without the investment banks we would not be able to 
imagine the financial market as we know it. We can blame them for the various scandals that 
have had a disastrous impact on the world, but it often turned out to be the result of poor, 
greedy management. On the other hand, we can admire them for all financial innovations 
which certainly contributed to the efficiency of the global financial market. 
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