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An
increased use of debt financing
has been a hallmark of the financial
restructuring of corporate America that
has taken place in the mid- and late
1980s. An organization that develops
from a corporate reorganization now
commonly has 80 to 90 percent of its
financing in the form of debt, in contrast to the 30-percent debt-to-assets
ratio that prevailed in the previous two
decades. Because of the high degree of
leverage employed in these deals, they
are often referred to as leveraged
buyouts (LBOs), a form of highly
leveraged financings.
The news media, Congress, and the regulatory community have all focused
considerable attention on LBOs in recent months, largely because of the use
of this financing arrangement to fund
corporate takeovers. Media interest has
been heightened by the size and volume
of recent deals, particularly the reported
$25.3 billion that the firm of Kohlberg,
Kravis & Roberts paid for RJR Nabisco. The total volume of LBO deals for
1988 exceeded $98 billion.
Congressional attention concerns the
use of LBOs in takeover deals that involve a major restructuring of the acquired company. The result in such
deals may be layoffs and plant closings
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in communities where the acquired
firm is the major, and sometimes only,
employer. Some members of Congress
are also wary of the LBO market's
potential effect on consumer and smallbusiness credit and on the stability of
the financial system itself. Furthermore, because the tax code makes debt
financing relatively less expensive than
equity financing, Congress is concerned that tax considerations alone
may be a major motivation behind
many of the LBO deals. The LBO situation is so important that only the $100
billion thrift-industry bailout and
deposit-insurance reform take precedence over it on the 101st Congress's
agenda for regulatory reform in the
financial sector.
Bank regulators are becoming increasingly interested in bank participation in
LBO lending because of the dramatic increase in LBO credits on bank portfolios. The Comptroller of the Currency
estimates that of the $150 billion to
$180 billion in LBO debt outstanding,
$80 billion is held by U.S. banks. 1
Most of this exposure has been accumulated in recent years. In fact, estimates
of total bank lending for LBOs in 1988
may exceed $48 billion (excluding $15
billion in bank loans to RJR Nabisco).

Leveraged

buyouts (LBOs), a

popular method of corporate restructuring in the past decade, have attracted significant attention among
the news media, Congress, and bank
regulators. The huge size of recent
takeover deals and the dramatic
increase in LBO credits on bank

portfolios have raised concerns
about the risks of LBO financing.
This article examines these risks and
discusses the current response of
bank supervisory authorities to the
increased use of funding by
leveraged buyouts.
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Another concern of bank regulators is

this approach is that banks should be al-

the syndicated loans in a bank's LBO
portfolio. To the extent that the lead
banks in the LBO loan syndicate primarily perform an investment banking

lowed to choose the risk of their
portfolio without regulatory inter-

function and retain only a small percentage of the loans on their books, the
banks purchasing the loans must conduct their own independent evaluation
of the loan. Examiners will scrutinize
this part of the portfolio to determine
the adequacy of internal procedures for
evaluating and managing the risks of
the syndicated loans. In addition, examiners are concerned with banks'
potential higher risk of obtaining liens
on collateral and participating in any
debt renegotiation.
• LBO Loans and Risk-Based
Capital Standards
Bank regulators view capital as the last
line of defense between unexpected
earnings losses on a bank's portfolio
and both uninsured bank depositors
and the regulatory safety net. The traditional approach to capital regulation
has been to set a uniform capital-toassets ratio for all banks, regardless of
their risk, and to control portfolio risk
through supervision and regulation.
This approach has been criticized for
two reasons. First, regulators do not
know with much precision how much
capital an individual bank (let alone all
banks) needs to hold to protect against
insolvency. Second, the amount of capital required to protect the federal
deposit insurance funds and uninsured
depositors from loss varies from bank
to bank depending on risk. In response
to the second criticism, bank regulators
in the United States and in the other
major developed countries have recently announced new international capital
standards for banks. II These new standards require banks to hold a level of
capital that corresponds to the credit
risk in their portfolio.
The new capital standards partition a
bank's asset portfolio into four risk
categories according to perceived
default risk. The amount of capital a
bank must hold against a particular
asset (or activity) is then determined by
its risk category. The premise behind

ference, so long as increased risk to
depositors and to the federal deposit insurance funds is offset by increased
capital protection.
Critics of the new capital guidelines
claim that they do not explicitly recognize the increased risk associated with
LBO-related loans. Under the current
risk-based capital standards, loans to
highly leveraged companies are placed
into the same risk category as more
traditional commercial and industrial
loans. This means that a bank must
hold the same amount of capital to
back up an LBO-related credit as it
would a similar credit to a lessleveraged firm.
Admittedly, the standards are not
perfect because they do not take into
account all risks. However, risk distinctions beyond those contained in the
regulatory framework are difficult to
define with precision. Additionally,
regulating risk runs the danger of introducing unwanted effects on credit allocation. More important, the riskbased ratio is only a first step in
assessing capital adequacy. As is the
case with other loans, the quality of
LBO-related loans and investments
must also be taken into account.
Moreover, the final risk-based capital
guidelines are the result of negotiation
and compromise between bank
regulators in the nations adopting the
new capital standards. Given the differences in capital structure for nonfinancial firms across countries (as
noted earlier, Japanese firms tend to be
much more leveraged than U.S. firms),
it would be difficult to gain a consensus among nations to adopt capital
guidelines that differentiate among
loans according to the leverage of the
borrower. Consequently, it is unlikely
that LBO-related loans will be assigned
their own risk class under the international capital guidelines.

• Conclusion
LBO financing is a natural market for
banks to
excellent
this risk.
much as

engage in, and they are in an
position to assess and assume
With returns on LBO loans as
four percentage points higher

than those available on more traditional
commercial loans, it appears that the
higher risk may currently be offset by
higher expected returns. 12
The high debt-to-equity ratio in the
resulting firm leaves little or no margin
for error when evaluating and pricing
these loans, however. Lenders therefore need to adopt adequate controls
and procedures for evaluating, pricing,
and managing the risks of this type of
lending activity. As long as banks
adopt appropriate internal controls,
bank regulators should reasonably expect that supervision-not
regulationis the appropriate approach to LBOrelated lending.
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