Education Course Notes

[Session 7 & 8]

Chapter 12 Business Reorganization
	LEARNING OBJECTIVES

1.
Recommend, with reasons, strategies for unbundling parts of a quoted company.
2.
Evaluate the likely financial and other benefits of unbundling.

3.
Advise on the financial issues relating to a management buy-out and buy-in.
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1.
Business Reorganization
1.1
Portfolio restructuring
1.1.1
Portfolio restructuring involves a number of one-off diverse transactions such as the sale of underperforming assets, spin-offs and acquisitions which have permanent effects on the financial performance of the company.
1.1.2
Thus portfolio restructuring can be seen as part of a strategy to increase the performance of the company which involves not only the buying and selling of a business but also the establishment of performance monitoring and evaluation systems.
1.2
Organizational restructuring

1.2.1
Organisational restructuring involves significant changes in the way a company is organised. As part of such a restructuring a company may redraw divisional boundaries, it may flatten the hierarchical structure, it may streamline processes, it may adopt a different system of corporate governance and it may reduce employment.

1.2.2
Organisational restructuring on its own does not seem to have a significant effect on the performance of the company. However when in conjunction with other forms of restructuring it seems to be a more potent means of increasing performance.
2.
Unbundling (分拆)
2.1
Meaning of unbundling
2.1.1
Unbundling is a portfolio restructuring strategy which involves the disposal and sale of assets, facilities, production lines, subsidiaries, divisions or product units.
2.1.2
Unbundling can be either voluntary or it can be forced on a company. A company may voluntarily decide to divest part of its business for strategic, financial or organisational reasons. An involuntary unbundling on the other hand may take place for regulatory or financial reasons. The main forms of unbundling are:
(a)
Divestments

(b)
Demergers or spin-offs
(c)
Sell-offs
(d)
Carve-outs

(e)
Management buy-outs

2.2
Divestments

2.2.1
Divestment is the partial or complete sale or disposal of physical and organisational assets, the shutdown of facilities and reduction in workforce in order to free funds for investment in other areas of strategic interest.
2.2.2
In a divestment the company ceases the operation of a particular activity in order to concentrate on other activities.
2.2.3
The rationale for divestment is normally to reduce costs or to increase return on assets. Divestments differ from the other forms of unbundling because they do not require the formation of a new company.
2.2.4
Divestments are undertaken for a variety of reasons.
(a)
They may take place as a corrective action in order to reverse unsuccessful previous acquisitions, especially when the acquisition has taken place for diversification purposes.
(b)
Divestments may also be take place as a response to a cyclical downturn in the activities of a particular unit or line of business.
(c)
However, divestments may be proactive in the sense that a company may want to exit lines of business which have become obsolete and redeploy resources to activities with a higher return on invested capital.
2.2.5
Where divestments are part of a strategic response for business realignment, the issue of which assets to divest is as important as the decision of which assets to acquire. A company has to decide what constitutes core activities and where the next growth opportunities exist.
2.2.6
The growth opportunities may be realized by concentrating on the core business, organic growth and development of the right product lines, or by acquisitions and investment in the right markets.
2.3
Demergers



(Dec 12, Dec 13)
2.3.1
A demerger is the opposite of a merger. It is the splitting up of a corporate body into two or more separate and independent bodies.
2.3.2
The aim of demerger is to create separate businesses which together have a higher value than the original company. Following a demerger:
(a)
shareholders own the same proportion of shares in the new business or businesses as they did in the previous one.

(b)
each company owns a share of the assets of the original company.

(c)
the new company or companies generally have new management who can take the individual companies in diverging directions; and each company could eventually be sold separately.

(d)
the original company may no longer exist, with all its assets distributed to the new business.
2.3.3
Advantages of demergers:
(a)
The main advantage of a demerger is its greater operational efficiency and the greater opportunity to realise value. A two-division company with one loss making division and one profit making, fast growing division may be better off splitting the two divisions. The profitable division may acquire a valuation well in excess of its contribution to the merged company.
(b)
Even if both divisions are profit-making, a demerger may still have benefits. Management can focus on creating value for both companies individually and implementing a suitable financial structure for each company. The full value of each company may then become appropriate.
(c)
Shareholders will continue to own both companies, which means that the diversification of their portfolio will remain unchanged.
2.3.4
Disadvantages of demergers

(a)
The demerger process may be expensive and may result in a decline in the value of the companies overall
(b)
Economies of scale may be lost, where the demerged parts of the business had operations and skills in common to economies of scale applied.

(c)
There may be higher overhead costs as a percentage of turnover, resulting from (b) above.
(d)
The smaller companies which result from the demerger will have lower turnover, profits and status than the group before the demerger.

(e)
The ability to raise extra finance, especially debt finance, to support new investments and expansion may be reduced.

2.4
Sell-offs


(Dec 13, Dec 15)
2.4.1
A sell-off is a form of divestment involving the sale of part of a company to a third party, usually another company. Generally, cash will be received in exchange.
2.4.2
Reasons for sell-offs:
(a)
To raise cash

(b)
To prevent a loss-making part of the business from lowering the overall performance business

(c)
To concentrate on the core areas of the business

(d)
To dispose of a desirable part of the business to protect the rest from the threat of a takeover

2.5
Carve-outs (股權切離又叫分拆上市)
2.5.1
In a carve-out, a new company is created whose shares are owned by the public with the parent company retaining a substantial fraction of the shares.
2.5.2
Parent companies undertake carve-outs in order to raise funds in the capital markets. These funds can be used for the repayment of debt or creditors or it can be retained within the firm to fund expansion.

3.
Management Buy-Outs (MBOs) and Buy-Ins


(Dec 10, Dec 11, Jun 15)
3.1
Meaning of MBOs

3.1.1
A MBO is the purchase of all or part of a business from its owners by its managers.

3.1.2
For example, the directors of a subsidiary company in a group might buy the company from the holding company, with the intention of running it as proprietors of a separate business entity.

(a)
To the managers, the buy-out would be a method of setting up in business for themselves.

(b)
To the group, the buy-out would be a method of divestment, selling off the subsidiary as a going concern.

3.2
The parties to a buy-out

3.2.1
There are usually three parties to a MBO:
(a)
A management team wanting to make a buy-out. This team ought to have the skills and ability to convince financial backers that it is worth supporting.

(b)
Directors of a group of companies, who make the divestment decision.

(c)
Financial backers of the buy-out team, who will usually want an entity stake in the bought-out business, because of the venture capital risk they are taking. Often, several financial backers provide the venture capital for a single buy-out.

3.3
Reasons for a MBO

3.3.1
A large organization’s board of directors may agree to a MBO of a subsidiary for any of a number of reasons.

(a)
The subsidiary may be peripheral to the group's mainstream activities, and no longer fit in with the group's overall strategy.

(b)
The group may wish to sell off a loss-making subsidiary, and a management team may think that it can restore the subsidiary's fortunes.

(c)
The parent company may need to raise cash quickly.

(d)
The subsidiary may be part of a group that has just been taken over and the new parent company may wish to sell off parts of the group it has just acquired.

(e)
The best offer price might come from a small management group wanting to arrange a buy-out.

(f)
When a group has taken the decision to sell a subsidiary, it will probably get better co-operation from the management and employees of the subsidiary if the sale is a management buy-out.

(g)
The sale can be arranged more quickly than a sale to an external party.

(h)
The selling organisation is more likely to be able to maintain beneficial links with a segment sold to management rather than to an external party.
3.3.2
A private company's shareholders might agree to sell out to a management team because they need cash, they want to retire, or the business is not profitable enough for them.
3.3.3
To help convince a bank or other institution that it can run the business successfully, the management team should prepare a business plan and estimates of sales, costs, profits and cash flows, in reasonable detail.
3.4
The appraisal of proposed buy-outs
3.4.1
Both the management buy-out team and the financial backers will wish to be convinced that their proposed MBO will succeed. It is important to ask the following questions:
(a)
Why do the current owners wish to sell?

If the owners are trying to rid themselves of a loss-making subsidiary, are the new management being over-confident in believing that they can turn it round into profitability?

(b)
Does the proposed management team cover all key functions?

If not, new appointments should be made as soon as possible.

(c)
Has a reliable business plan been drawn up, including cash flow projections, and examined by an investigating accountant?

(d)
Is the proposed purchase price too high?

(e)
Is the financing method viable?

(f)
What are the exit routes for the financial backers and when might they be taken?

3.5
Financial arrangements in a typical buy-out
3.5.1
Typically, the buy-out team will have a minority of the equity in the bought-out company, with the various financial backers holding a majority of the shares between them. A buy-out might have several financial backers, each providing finance in exchange for some equity.

3.5.2
Investors of venture capital usually want the managers to be financially committed. Individual managers could borrow personally from a bank.

3.5.3
The suppliers of equity finance might insist on investing part of their capital in the form of redeemable convertible preference shares. These often have voting rights should the preference dividend fall in arrears, giving increased influence over the company affairs.

3.5.4
They are issued in a redeemable form to give some hope of taking out part of the investment if it does not develop satisfactorily, and in convertible form for the opposite reason: to allow an increased stake in the equity of a successful company.

3.6
Problems with buy-outs
3.6.1
A common problem with management buy-outs is that the managers have little or no experience in financial management or financial accounting.

3.6.2
Other problems are:

(a)
Difficulties in deciding on a fair price to be paid.
(b)
Convincing employees of the need to change working practices.

(c)
Inadequate cash flow to finance the maintenance and replacement of tangible assets.

(d)
Tax and legal complications.

(e)
The loss of key employees if the company moves geographically.

(f)
Maintaining continuity of relationships with suppliers and customers.

3.7
Buy-ins



(Jun 15, Dec 15)
3.7.1
The management buy-in is a particular type of sell-off which involves selling a division or part of a company to an external management team, who will take up the running of the new business and have an equity stake in the business.

3.7.2
A management buy-in is normally undertaken when it is thought that the division or part of the company can probably be run better by a different management team compared to the current one.
3.7.3
Research suggests that buy-ins often occur when the major shareholder of a small family company wishes to retire.

3.7.4
Many features are common to management buy-outs and buy-ins, including financing.

3.7.5
Buy-ins work best for companies where the existing managers are being replaced by managers of much better quality. However, managers who come in from outside may take time to get used to the company, and may encounter opposition from employees if they seek to introduce significant changes.
Examination Style Questions
Question 1

Doric Co has two manufacturing divisions: parts and fridges. Although the parts division is profitable, the fridges division is not, and as a result its share price has declined to $0.50 per share from a high of $2.83 per share around three years ago. Assume it is now 1 January 2013.
The board of directors are considering two proposals:

(i)
To cease trading and close down the company entirely, or;

(ii)
To close the fridges division and continue the parts division through a leveraged management buyout. The new company will continue with manufacturing parts only, but will make an additional investment of $50 million in order to grow the parts division after-tax cash flows by 3.5% in perpetuity. The proceeds from the sale of the fridges division will be used to pay the outstanding liabilities. The finance raised from the management buy-out will pay for any remaining liabilities, the funds required for the additional investment, and to purchase the current equity shares at a premium of 20%. The fridges division is twice the size of the parts division in terms of its assets attributable to it.
Extracts from the most recent financial statements:

Financial Position as at 31 December 2012
	
	$m

	Non-current assets
	110

	Current assets
	220

	
	

	Share capital ($0.40 per share par value)
	40

	Reserves
	10

	Liabilities (Non-current and current)
	280


Income statement for the year ended 31 December 2012

	
	$m

	Sales revenue: Part division
	170

	Fridges division
	340

	Costs prior to depreciation, interest payments and tax: Part division
	(120)

	Fridges division
	(370)

	Depreciation, tax and interest
	(34)

	Loss
	(14)


If the entire company’s asset are sold, the estimated realizable values of assets are as follows:
	
	$m

	Non-current assets
	100

	Current assets
	110


The following additional information has been provided

Redundancy and other costs will be approximately $54 million if the whole company is closed, and pro rata for individual divisions that are closed. These costs have priority for payment before any other liabilities in case of closure. The taxation effects relating to this may be ignored.
Corporation tax on profits is 20% and it can be assumed that tax is payable in the year incurred. Annual depreciation on non-current assets is 10% and this is the amount of investment needed to maintain the current level of activity. The new company’s cost of capital is expected to be 11%.
Required:

(a)
Briefly discuss the possible benefits of Doric Co’s parts division being divested through a management buy-out.
(4 marks)

(b)
Estimate the return the liability holders and the shareholders would receive in the event that Doric Co is closed and all its assets sold.
(3 marks)

(c)
Estimate the additional amount of finance needed and the value of the new company, if only the assets of fridges division are sold and the parts division is divested through a management buy-out. Briefly discuss whether or not the management buy-out would be beneficial.
(10 marks)

(d)
Doric Co’s directors are of the opinion that they could receive a better price if the fridges division is sold as a going concern instead of its assets sold separately. They have been told that they need to consider two aspects when selling a company or part of a company: (i) seeking potential buyers and negotiating the sale price; and, (ii) due diligence.

Discuss the issues that should be taken into consideration with each aspect.


(8 marks)



(25 marks)
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