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Restructuring Alternatives

A. Spin-off

B. Subsidiary IPO (Equity Carve-Out)

C. Outright Sale

D. Target or Letter Stock

E. Leveraged Re-capitalization

F. Split-up

G. Split-off

H. Exchange offer

A. Spin – Off

1. Description:

A Corporation distributes all or substantially all stock of a subsidiary to its shareholders in proportion to their shareholdings in the parent.

a. Two or more separate public corporations now exist

b. No cash generated

c. Can be tax-free

d. Transaction treated as a dividend in stock

e. Parent no longer has control over subsidiary

2. Advantages

a. May create value for the shareholders and increase the combined entities’ market value.  (e.g. subsidiary company is undervalued within parent’s market value or subsidiary company is dragging down parent’s market value).

b. Executives in subsidiary can receive public market equity incentives (i.e. options) more directly related to the performance of their businesses.

3. Disadvantages

a. No cash generated (like a sale would).

b. An outright sale of subsidiary might give shareholders a better return as the merger market usually commands a premium over the listed stock price (but a sale is subject to tax).

3.  Disadvantages

c. May be an inappropriate shareholder base to achieve maximum value for stockholders (unwanted stock quickly old combined with no previously established trading value; this problem can be cured by 20% IPO followed by spin-off).

4. Event return studies

a.  Positive abnormal return to parent on spin-off announcement

B. Subsidiary IPO

1. In a subsidiary IPO a public company sells part of a wholly owned subsidiary through the public offering of shares.  The sale can be of:

 ( primary shares  (new shares issued by the subsidiary) diluting the parent company holdings.

 ( secondary shares sold by parent company reducing the parent’s holding in the subsidiary.

2. The proceeds from a secondary sale go to the parent while proceeds from a primary issue could remain with subsidiary or be distributed to parent company.

3. In a secondary offering the proceeds are subject to tax; in a primary offering the proceeds are tax-free. 

4. Major changes:

a. Public trading in subsidiary

b. Parent receives cash (not true in spin-off

c. Parent usually maintains control over subsidiary by selling only minority interest

5. Potential advantages of a subsidiary IPO
a. Strategic

· Separate trading and disclosure of subsidiary focuses analysts’ attention on the subsidiary.  This could cause parent’s stock price to increase.

· Lays groundwork for exit from unwanted business.

· Creates ability to compensate the subsidiary’s executives with stock options of the subsidiary.

· Permits investment by those desiring a “pure play” in the subsidiary’s industry.

b. Financial

· Subsidiary is a vehicle for future equity financing.

· Subsidiary stock can be used as acquisition currency by subsidiary.

· Allows tax-free spin-off with established value, if less than 20% offered.

· Generates cash.

6. Potential disadvantages of a subsidiary IPO
a. Strategic

· Unlikely to result in significantly enhanced shareholder value if parent company’s market price accurately reflects the intrinsic value of the subsidiary.

· Dilutes parent ownership.

· May lead to conflicts of interest between parent and subsidiary management.

· Requires “arm’s length” relationships between parent and subsidiary.

b.  Financial

· Increases legal, accounting, and underwriting costs (Separate SEC filing and reporting).

· Initial discount to market  (IPO discount).

· Retained piece may not be re-priced appropriately.

· Premium historically required for buyback

· Reduced flexibility to move cash between parent and subsidiary.

C. Outright Sale
1. Motives

a. No longer a strategic fit

b. Adding value by selling into a better fit

c. Avoid large additional investment

d. Discard unwanted business from prior acquisitions

e. Financing prior acquisitions

f. Ready business for sale

g. Reversing mistakes

h. Dismantling diversification

2. Advantages

a. Might be able to realize a premium over intrinsic value through sale to a strategic acquirer (but benefit maybe offset by tax).

b. Generates cash.

c. Achieves ‘clean’ exit from business.

3.  Disadvantages

a. Complete exit – does not retain any upside in the business (as the case of a subsidiary IPO).

b. Likelihood of success uncertain.

c. Probably requires substantial time and cost to execute effectively.

d. Might cause significant disruption of operations of company to be sold.

Comparison of Sale Vs Spin-off

Vs Equity Carve – Out


Sale
Spin-off
  Equity


___
______
carve - out

Parent firm

Receive cash 
Yes
No
Yes
Parent firm

Retain control
No
No
Usually
Public market 

Value created

for subsidiary
No
Yes
Yes
D.  Target or Letter Stock

1. General Application of Letter stock
a. Definition – Company’s business operations are split into two or more equity claims, but underlying business segments remain as wholly owned segments of single parent.  Each targeted stock is regarded as common stock of consolidated company and not of the subsidiary.

b. Companies engaged in multiple business lines frequently trade at a conglomerate discount.  To eliminate the discount, companies attempt to achieve the following objectives:

(  Force the market to recognize separate market values of different business segments.

(  Ensure shares are held by their natural owners.

· Focus research coverage of individual business segments.

· Provide incentives for management of business segments.

c. The goal of issuing letter stock is to achieve as many of the above goals as possible while maintaining full control of the business.

D.  Target or Letter Stock  (continued)

1.  General Application of Letter stock
d. Advantages of targeted stock

1. Financial market values different business based on their own outlook.

2. Investors achieve quasi-pure play opportunities.

3. Targeted stock increases flexibility in raising equity capital and provides alternative types of acquisition currency.

4. Management incentive programs can be based on individual business unit performance.

5. Preserves advantages of consolidated group (tax consolidations operating synergies, debt capacity).

2. Pros and Cons of “Letter” Stock Structure Vs spin-off or Subsidiary IPO 

Pros
Cons

(  Maintain one board and one management.

· Lenders and other creditor look at credit worthiness of the whole company as opposed to stand – along units, allowing company to benefit from lower cost of funds (May eliminate problems associated with existing debt covenants which could prevent a spin-off or subsidiary IPO).

· Maintains flexibility to use funds of one business to fund other businesses in cyclical times.
· Market is unlikely to recognize full pure play values because of joint bankruptcy risk and the use of funds from one business to support the other.

· Inherent conflicts of interest for board members, who owe fiduciary duty to all shareholders.

· Does Not represent clear break.  Concerns regarding management are Not removed.

· Shareholder vote necessary.

3.  Target or Letter Stock – USX Restructuring

1.  In 1991, USX announced its plan to distribute to its shareholders shares of a new class of common stock (“steel stock”) that would reflect the performance of its steel and diversified businesses.  Shareholders would retain their existing common stock (“Energy stock”) which would then reflect the performance of the energy business.  Dividend policy will be set by the  USX board according to the relative performance of each business.  The objective of the restructuring was to simulate a spin-off of the steel and diversified businesses, thereby enhancing shareholder value by facilitating “pure play” energy and steel investment opportunities.

1. USX created a security which simulates a spin-off (while maintaining one management team and one board), an option which was Not available because of (I) questions about the viability of a stand – alone steel business; (ii) union concerns about protecting the pension and other benefits.

2. A “pure play” was not truly achieved creditors will continue to look to the assets of both businesses for repayment; shares do Not represent legal ownership of the assets in each group, just the right to respective dividend streams.

E.  Leveraged Recapitalization
1. Description
a. Large issue of debt (stimulates management to improve operations).

b. Payment of large cash dividend to non-management shareholders.

c. Management receives no cash but is compensated with a large proportion of the equity stub value.

d. May be proactive or defensive move.  (Latter used to thwart takeover – i.e. Kraft restructuring plan to discourage Philip  Morris.  A scorched earth policy.

F. Split-up
1. Description:  Two or more new companies come into being in

 place of original company.

G. Split off
1.  Description:  Some (but not all) parent company shareholders

receive subsidiary’s shares in return for which they must surrender  their parent company shares.

H. Exchange Offers
1. Description:  Company provides one or more class of securities the right to exchange part or all of the holdings for different class of securities of the company.

2. Mechanics: 
a. Terms of offer involve a premium to induce exchanged.

b. Exchange offer may be contingent upon acceptance of minimum number of securities to be exchange.
c. Positive abnormal return generated if leverage increases (e.g. debt for common stock; preferred for common stock; debt for preferred stock).
( Implies increase in future cash flows and under valuation of 

common stock.

d. Negative abnormal returns generated if leverage decreases (e.g.

 common stock for debt, preferred stock for debt).

