Chapter 16: Alternative Exit and Restructuring Strategies

Chapter Summary and Learning Objectives

The intent of this chapter is to discuss why parent corporations may choose to exit certain businesses, how this may be achieved, and how such actions affect shareholder value.
Chapter 15 Learning Objectives: To provide students with an understanding of 

1.   Motives for exiting businesses;

2. Divestitures;
3. Spin-offs;
4. Split-ups;
5. Equity carve-outs; 

6. Tracking, target, or letter stocks;
7. Split-offs;

8. Voluntary liquidations or bust-ups;

Learning Objective 1: Motives for exiting businesses

· Changing corporate strategy or focus

· Underperforming businesses

· Regulatory concerns

· Lack of fit with core business

· Tax considerations

· Desire to raise funds

· A business is worth more to others

· Risk reduction

Learning Objective 2: Divestitures

· Divestitures:  Sale of a portion of the firm to an outside party generally resulting in a cash infusion to the parent. 

· Deciding when to sell: The parent  

--Estimates after-tax cash flows of the division viewed on a standalone basis, carefully  

   considering dependencies with other operating divisions; 

--Determines the division’s discount rate given the characteristics of its industry;  

--Calculates the PV of the division to provide an estimate of the market value of the division 
   as if it was an independent operating unit;
--Calculates the value of the division as part of the parent by deducting the market value of 
   the division’s liabilities; and
--Decides to sell or retain the division by comparing the market value of the division minus 
   its operating liabilities with the after-tax proceeds of the sale of the division.  

· Tax and accounting considerations
--Divesting firm required to recognize gain or loss for financial reporting purposes equal to 

   difference between proceeds from sale and the asset’s book value

--For tax purposes, the gain or loss is the difference between the proceeds and the parent’s tax 

   basis.
Learning Objective 3: Spin-Offs

· Spin-offs: New legal entity created and new shares are issued, but they are distributed to stockholders on a pro-rata basis such that the stockholder base in the new company is the same as the old company.  

--Subsidiary becomes a publicly traded company.

--No cash infusion to the parent.

· Accounting and tax considerations

--If properly structured, generally not taxable

--For financial reporting purposes, parent firm should account for spin-off with no gain or 
   loss to the firm

Learning Objective 4: Split-ups

· Split-ups involve creating a new class of stock for each operating unit, spinning the stock to the parent’s shareholders, and dissolving the remaining corporate shell

Learning Objective 5: Equity carve-outs

· Basic forms: Initial public offering and subsidiary equity carve-out

· Initial public offering

--Provides cash infusion to parent, which may be retained by parent or returned to 

   shareholders

· Subsidiary equity carve-out

--Issues a portion of an existing subsidiary or newly formed subsidiary to the public

--Raises cash which can be retained by parent, returned to shareholders, or reinvested in the 

   subsidiary

--Enables valuation of the subsidiary, provides stock for motivating subsidiary managers, and 

   currency for subsidiary acquisitions

--Shareholder base of the subsidiary may be different than that of the parent as a result of the 

   public sale of equity.

· Staged transactions: 

--Equity is sold to the public in stages, either from a subsidiary or from the parent to establish 

   a market price for the stock. 

--Once market established for stock, the remainder of the stock is sold to the public.

--Alternatively, the parent may choose to spin-off its remaining shares in the subsidiary to the 

   parent’s shareholders as a dividend.

Learning Objective 6: Tracking, targeted, or letter 

· Targeted stock: A firm’s operations are split into multiple issues of common stock; however, businesses remain wholly owned subsidiaries of the parent. (e.g., GM/EDS)

· Each targeted stock is regarded as common stock of the consolidated company and not of the subsidiary.

· Advantages include:

--Investors are provided with a “pure play.”

--Provides alternative types of acquisition currency,

--Stock-based management incentive programs can be constructed for each operation.

· Primary disadvantage is the conflict among business units on cost allocations and internal transfer pricing.

Learning Objective 7: Split-offs

· A variation of a spin-off in which some parent firm shareholders receive shares in a subsidiary in return for relinquishing their parent firm shares.

· Split-offs increase parent earnings per share by reducing the number of shares outstanding and reduce price pressure on stock of “split-off” unit as those parent shareholders willing to surrender their parent stock for this stock are less likely to sell it.
Learning Objective 8: Voluntary liquidations or bust-ups

· Management believes that the sale of the business in pieces will result in a greater return to shareholders than the continuation of the combined entity.

· Such a strategy may be initiated whenever management is confronted by a proxy contest for control or a tender offer to buy the firm and then to liquidate it.

Chapter 15 Study Test

True/False Questions:

1.
A divestiture always results in a cash infusion to the parent.  True or False 
2. If the after-tax value of a business is greater than the after-tax value of the business as a continuing operation to the parent, it is always appropriate to divest the business.  True or False    
3. Timing has a major influence on the decision to sell a business.  True or False  
4.
A spin-off is a transaction in which a portion of a firm is sold to the public.  True or False  
5.
Subsidiary equity carve-outs are sometimes used to value the subsidiary.  True of False  
6.
An equity carveout is sometimes a prelude to a divestiture of the operating unit.  True or False 
7.
Tracking stocks are separate classes of common stock of the parent corporation.  True or False   
8.
Tracking stocks may create internal operating conflicts among the parent’s business units   True or False   
9.
Parent firms with a high tax basis in a business may choose to spin-off the unit as a tax-free distribution to shareholders rather than sell the business and incur a substantial tax liability. True or False
10.
Divestitures and carveouts often provide cash to the parent, while spin-offs do not.  True or False  
11.
Parent firms that engage in divestitures are often highly diversified in largely unrelated 

industries and have a desire to achieve greater focus to raise cash.  True or False  
12.
The parent firm generally retains control of the business involved in an equity carve-out.  True or False

13.
 Split-ups and spin-offs generally are taxable to shareholders. True or False  
14.
Divestitures, spin-offs, equity carve-outs, split-ups, split-offs, and bust-ups are commonly used strategies to exit businesses and to redeploy corporate assets by returning cash or non-cash assets through a special dividend to shareholders.  True or False 
15.
In a public solicitation, a firm can announce publicly that it is putting itself, a subsidiary, or a product line up for sale.  Either potential buyers contact the seller or the seller actively solicits bids from potential buyers or both.  True or False 
Multiple Choice Questions:

16. Which of the following is generally not considered a strategy for exiting a business?  
a. A spin-off

b. A divestiture

c. An acquisition

d. An equity carveout

17. Which of the following are common reasons for exiting a business?  
a. Regulatory concerns

b. Changing corporate strategy or focus

c. Lack of fit

d. All of the above

18.
A spin-off may create shareholder wealth for all of the following reasons except for   

a. Spin-offs are generally not taxable if properly structured

b. The spin-off’s management and board is independent of the former parent

c. The cost of capital of the spin-off is generally higher than when it was part of the parent

d. The spin-off may be subsequently acquired by another firm

19.
Which one of the following is generally not a reason for issuing tracking stocks?  

a. To give investors a “pure play” in a specific business owned by the parent

b. To enhance the likelihood that the business will be acquired

c. To create an incentive for management receiving the stock

d. To raise capital for the parent or for the business for which the tracking stock is created

20.
Which of the following is not true of a spin-off?  

a. Creates cash infusion for parent

b. Change in equity ownership of the spin-off

c. New shares issued to the public

d. All of the above

Answers to Test Questions

	True/False
	1.   False

2    False

3.   True

4.   False

5.   True

6.   True

7.   True

8.   True

9.   False

10. True

11. True

12. True

13. False
14. True

15. True

	Multiple Choice
	16.  C
17.  D
18.  C
19.  B
20.  D
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