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Do LBO’s Profit After R&D Cuts?

Theleveragd huyout (LBQ wave
of the 19805 engenderd over 2,000
LBOS in the United Sates involving
companis with roughly $50 hillion
in assets.

Accordirg to a dudy o companies
that underwem an LBO during the
intervd 1981-87 estimates d the
averag ceclire in researt and
development (R&Pspendiry was
betweea 29 ad 47 percert — and
yet average pofits improved.

The gudy uses cata from the
Nationd Scien@ Foundation Survey
of R&D and the Quarterly Financial
Report Both data s ae ollected
by the Bureau o the Gensus

LBO'’s increase debt financing.

The “leveragéin a ‘leveragd huy-
out’ refels b a @mpanys ®eking
external financig throudh increasing
its cebt (borrowd capital) The typi-
cal LBO ress yon 90 percen debt
financirg with anly 10 percen equity
(owndl asset} dter the buyout.
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Thereforethe LBO can be
definad & a frm in which—

¢ Thek is a sibstantihincreas
in debt.

e The firm’s forme owners have
bean bougtt out.

e The firm cease © be public,
tha is, its ecurities ae ro
longe publicly traded and
it generaly sops issuiry
public reports.

After the buyout, performance
improves.

In a cktailed gudy of 72 R&D-
performirg LBO’s, researcherfound
improved performane anorg the
LBO firms 1 yea after the kuyout,
with the ratio of ca flow to sales

increasiig from 9.26 to 11.48 per-
cent The average @ flow to sales
ratio for a mmparisa goup o 3,329
R&D performirg non-LBO’s was
101 percen over tre sre period.
(See figure 1)

R& D expenditures ae ait to meet
LB O debt payments.

But what about the elationshp
betwea LBO's and R&D expendi-
ture®

In the @ d an LBO, once a frm
increass its celt to equity ratio
beyord a @rtan point, the firm’s
ca$h — over and above qoerating
expense —mug thencefoth be wsed
to pay df the cebt. At a minimum,
this mears nmeetirg the interest

Figure 1.

72 LBO’s

LBO Performanc e Improvement*
As Measured by Cash Flow to Sales Ratios

Year before
LBO

Year after
LBO

Comparison
3,329 non-
LBO firms

9.26%

11.48%

10.1%

* Before depreciation or taxes
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paymens — with the possibility that
little @ may reman for R&D.

In analyzirg the data, researchers
found that indeed, LBGS b aut
R&D expenditures:

¢ For companis wndergoilg a
buyout the average ceclire in
R&D expenditurs wes ketween
29 and 47 gercent (btiles ©
for large firms).

For tre 72 R&D-performing
firms tha underwen leveraged
buyouts $1.36 was ert on
R&D per $100 in sales the year
before te tuyout. The year
after the kuyout the figure
droppel by $40— to $96 per
$10 in sles figure 2. (And
addition& calculations holding
constanthe gecific industy of
the LBO, showed a dop o $.63
for R&D per $100 in sales.)

Figure 2.

R&D Expenditure s as
Measured b y

R&D to Sales Ratios
72 R&D performing LBO firms

Year before
LBO 1.36%
Year after
LBO .96%

Cuts in R&D did not hurt LBO
performance.

The aits in R&D expenditurs by
LBO firms dd not hurt profits, as
shown in figure 1 While it is pos-
sible ha R&D itsef may be a bng-
lived assé tha confeis a ompetitive
advantag for saverdyeas dter it is
cut, nevertheles — dter 3 yeas —
the relationshp between LBO’s and
performane improvement for th 72
LBO’s in this gudy was still positive
albet somewha diminished.

If this resut seens surprising it is
becaus it belies the wnderlyirg —
and perhapsuncriticd — assumption
tha R&D is tourd to improwe a
companys poductivity and profits.

In fact mog studies o find a psi-
tive relationshp betweena firm’s

R&D and its groductivity.

However one a more d the
following factos mey accourn
for the improvemenaf the LBO
firms' performane in the face d
R&D cuts:

e LBO's generaly do not target
high-ted firms, tha is, firms for
which R&D is a elatively high
percem of sales Thus, for LBO
firms, R&D is an uncriticd ele-
mert in ther overal perfor-
mane apabilities.

e Marginal R&D projects may
have been cancelled.

¢ The R&D project tha were
funded met qualificatiors for
bark financirg and produced
profitable results.

Two theories vie o explain effect of
LBO deht on R&D.

This gudy ecifies the likely
circumstance — ie, the targetirg
of low-tedh firms and increase
scrutiry of R&D due b debt
financing — unde which R&D
cuts cb not hatm compary
performance.

In this regard the researh helps
resohe an isste posal by two
apparent}t conflicting hypotheses
within managemettheory:

¢ Ore hypothess siggess ha
an increas in a frm’s celt
resuls in a décreas in R&D,
ard hene lead © reducel
performance This vew rests
upan the assumptia that all
R&D is poductive.

Proponerg gve nuch weigh to
the fad tha R&D dlocatiors ae
usually confidential Justifying
them to an autsick lende — &
distinct fran dmply making an
“in-house decisin about the
value d a projed — oould easi-
ly compromig the \ery purpose
of the R&D, i.e, to gain a ®mM-
petitive alvantag over other
firms. This logic predics ha

a low-tedh firm would ke a
better ri&k for an LBO.

¢ Anothe hypothess maintains
tha an increas in a frm’s cebt
resuls in a décreas in R&D,
but not necessaryl to the cetri-

mert of the firm’s performance.

This logic ubscribe © the pos-
sibility that not all R&D may be
productive and tha the “fat’ or
“pet projects of management
are well-trimmed by the eigen-
cy of having o gply cash flow
to interes payments.
The pesen gudy demonstrate hat
eat dde in the cebae hes
accuratel capturel certan predicted
elemerg d LBO performance.
Namely—

e L|BO’s lea to auts in R&D, hut

¢ R&D cuts d not automatically
redue a frm’s performance.

In fact—

¢ R&D-performirg LBO’s
improve profits despie R&D
cuts.

The full researt repott upon which
this information is btasel contains
complee descriptiors d the data
basesthe gatisticd methods used,
and data limitations See “LBO's,
Delt and R&D Intensity;, CES
Repot No. 93-3 by William F. Long
and David J. Ravenscraft A revised
versia of this gudy, using the ame
title as the researd report appeared
in Srategc Managemeh Journal,
Vol. 14, pp. 119-13 (1993).

This Brief is ce d a eries hat
presens information of current in-
teres baseal upon researt con-
ducted a the CGente for Economic
Studies (CES) of the U.S. Census
Bureau. The CES houses highly
specializd longitudind microdata
files, undertakes researt on impor-
tant economt issuesand — with
confidentiality protectian — pro-
vides researcheacces © the files.
For further information, contact
Robet H. McGuckin, 301-457-1848.
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