13
2/19
Tu
LBOs: Debt Contracts and Agency Problems (continued)

Case:  

REVCO D.S., INC.: ASSESSING CAPITAL ADEQUACY (UVA-F-1037)
Reading:
Kaplan and Stein, The Evolution of Buyout Pricing and 
Financial Structure (or what went wrong) in the 1980s

1.   Was Revco a good LBO candidate?  What would be your profile of a good LBO candidate?

2. What is the financial structure of this acquisition transaction?  What might account for the chosen mix of debt, preferred stock, and common equity?  What might account for the many layers of capital?  What might account for the numerous exotic types of securities (e.g., units, convertibles, exchangeables)?

3. Based on the cashflow coverage ratios in the spreadsheet model, what's your estimate of   the likelihood that Revco would default on its debt sometime during the next three years as of January 1987? How did Revco's probability of default compare with Jack Eckerd's probability of default?  What might explain any differences? (Hint: Notice that if the cashflow ratio equals 1.0, the probability of surviving the year is about 50-50. This interpretation can allow you to estimate an approximate probability for each year. The most accurate way to model the default probability is to use a simulation like Crystal Ball, for which you have the necessary inputs and are free to try.) 

4.
Investors bought all of Revco's securities issued to finance the acquisition.  Is that fact not a sufficient definition of "capital adequacy"?  How would you define "capital adequacy"?

Note: there may be minor discrepancies between Exhibit 7 in the case and the spreadsheet file. For purposes of your analysis, you should assume the spreadsheet is correct.

