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This study argues that premiums of leverage buyouts (LBOs) calculated by
market values are exaggerated, in that target firms tend to be undervalued due to
their downward earnings management (EM). We examine this issue by measuring
the "real" buyout premiums excluding the undervaluation effect caused by EM.
The results show that institutional buyout (IBO) target firms understate their
earnings insignificantly, while management buyout (MBO) firms do so
aggressively, leading them to be seriously undervalued. Taking the undervaluation
effect into account, the average premium one month before the buyout
announcement decreases from 47.3% to 39.8% for IBOs and from 22.1% to 8.8%
for MBOs. In addition, we find a negative relation between premiums and EM for
IBO target firms, revealing that they depress earnings slightly to obtain higher
premiums. On the other hand, MBO managers aggressively deflate earnings in

order to pay lower transaction values, constituting a conflict-of-interest problem.

Key Words: Leveraged Buyouts (LBOs); Earnings Management; Premiums;

Undervaluation; Conflict of Interest.
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