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(a)  

Both forms of unbundling involve disposing the non-core parts of the company. The divestment 

through a sell-off normally involves selling part of a company as an entity or as separate assets to 

a third party for an agreed amount of funds or value. This value may comprise of cash and non-

cash based assets. The company can then utilize the funds gained in alternative, value-enhancing 

activities. 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. 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.  

(b) 

Report to the board of directors (BoD), Tema CO  

This report assesses the potential value of acquiring Wella Co for the equity holders of Tema Co, 

both with and without considering the benefits of the reduction in taxation and in employee 

costs. The possible issues raised by reduction in taxation and in employee costs are discussed in 

more detail below. The assessment also discusses the estimates made and the methods used.  

Assessment of value created  

Tema Co estimates that the premium payable to acquire Wella Co largely accounts for the 

benefits created from the acquisition and the divestment, before considering the benefits from the 

tax and employee costs’ saving. As a result, before these savings are considered, the estimated 

benefit to Tema Co’s shareholders of $1, 376 million (see appendix 3) is marginal. Given that 

there are numerous estimations made and the methods used make various assumptions, as 

discussed below, this benefit could be smaller or larger. It would appear that without considering 

the additional benefits of cost and tax reductions, the acquisition is probably too risky and would 

probably be of limited value to Tema Co’s shareholders.  

If the benefits of the taxation and employee costs saved are taken into account, the value created 

for the shareholders is $4,705 million (see appendix 4), and therefore significant. This would 

make the acquisition much more financially beneficial. It should be noted that no details are 
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provided on the additional pre-acquisition and post-acquisition costs or on any synergy benefits 

that Tema Co may derive in addition to the cost savings discussed. These should be determined 

and incorporated into the calculations.  

Basing corporate value on the price-earnings (PE) method for the sell-off, and on the free cash 

flow valuation method for the absorbed business, is theoretically sound. The PE method 

estimates the value of the company based on its earnings and on competitor performance. With 

the free cash flow method, the cost of capital takes account of the risk the investors want to be 

compensated for and the non-committed cash flows are the funds which the business can afford 

to return to the investors, as long as they are estimated accurately. 

However, in practice, the input factors used to calculate the organization’s value may not be 

accurate or it may be difficult to assess their accuracy. For example, for the free cash flow 

method, it is assumed that the sales growth rate, operating profit margin, the taxation rate and 

incremental capital investment can be determined accurately and remain constant. It is assumed 

that the cost of capital will remain unchanged and it is assumed that the asset beta, the cost of 

equity and cost of debt can be determined accurately. It is also assumed that the length of the 

period of growth is accurate and that the company operates in perpetuity thereafter. With the PE 

model, the basis for using the average competitor figures needs to be assessed, for example, have 

outliers been ignored; and the basis for the company’s higher PE ratio needs to be justified as 

well. The uncertainties surrounding these estimates would suggest that the value is indicative, 

rather than definitive, and it would be more prudent to undertake sensitivity analysis and obtain a 

range of values.  

Key factors to consider in relation to the redundancies and potential tax savings  

It is suggested that the BoD should consider the impact of the cost-savings from redundancies 

and from the tax payable in relation to corporate reputation and ethical considerations.  

At present, Tema Co enjoys a good reputation and it is suggested that this may be because it has 

managed to avoid large scale redundancies. This reputation may now be under threat and its loss 

could affect Tema Co negatively in terms of long- term loss in revenues, profits and value; and it 

may be difficult to measure the impact of this loss accurately.  

Whilst minimizing tax may be financially prudent, it may not be considered fair. For example, 

currently there is ongoing discussion and debate from a number of governments and other 

interested parties that companies should pay tax in the countries they operate and derive their 

profits, rather than where they are based. Whilst global political consensus in this area seems 

some way off, it is likely that the debate in this area will increase in the future. Companies that 

are seen to be operating unethically with regard to this, may damage their reputation and 

therefore their profits and value.  
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Nonetheless, given that Tema Co is likely to derive substantial value from the acquisition, 

because of these savings, it should not merely disregard the potential savings. Instead it should 

consider public relations exercises it could undertake to minimize the loss of reputation, and 

perhaps meet with the government to discuss ways forward in terms of tax payments.  

Conclusion  

The potential value gained from acquiring and unbundling Wella Co can be substantial if the 

potential cost savings are taken into account. However, given the assumptions that are made in 

computing the value, it is recommended that sensitivity analysis is undertaken and a range of 

values obtained. It is also recommended that Tema Co should undertake public relations 

exercises to minimize the loss of reputation, but it should probably proceed with the acquisition, 

and undertake the cost saving exercise because it is likely that this will result in substantial 

additional value.  

Report compiled by:  

Date:  

Appendix 1: Estimate of value created from the sell-off of the equipment manufacturing 

business 

Average industry PE ratio = $2·70/$0·30 = 9  

Wella Co’s equipment manufacturing business PE ratio = 9 x 1·2 = 10.8  

Value from sell-off of equipment manufacturing business  

Share of pre-tax profit = 30% x $2,600 million = $780m  

After tax profit = $780 million x (1 – 0·22) = $608.40m  

Value from sell-off = $608.40 million x 10.8 = $6,570.72m (approximately)  

Appendix 2: Estimate of the combined company cost of capital  

Wella Co, asset beta = 0·68  

Tema Co, asset beta:  

Equity beta =1·10 Proportion of market value of debt = 40%;  

Proportion of market value of equity = 60%  

Asset beta = 1·10 x 0·60/(0·60 + 0·40 x 0·78) = 0·72  

Combined company, asset beta  
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Market value of equity, Wella Co = $2.8 x 7,500 million shares = $21,000m  

Market value of equity, Tema Co = 60% x $60,000 million = $36,000m  

Asset beta = (0·68 x 21,000 + 0·72 x 36,000)/(21,000 + 36,000) = 0·71 (approximately)  

Combined company equity beta = 0·71 x (0·6 + 0·4 x 0·78)/0·6 = 1·08  

Combined company, cost of equity = 4·3% + 1·08 x 7% = 11·86%  

Combined company, cost of capital = 11·86% x 0·6 + 6·00% x 0·78 x 0·4 = 8·99, say 9%  

Appendix 3: Estimate of the value created for Tema Co’s equity holders from the 

acquisition  

Wella Co, Medical R&D value estimate: 

Sales revenue growth rate = 10%  

Operating profit margin = 16%  

Tax rate = 22%  

Additional capital investment = 45% of the change in sales revenue  

Cost of capital = 9% (Appendix 2)  

Free cash flow growth rate after four years = 3%  

Current sales revenue = 70% x $25,000m = $17,500m  

Cash flows, years 1 to 4 ($ millions)  

Year     1  2  3  4  

Sales revenue     19,250  21,175  23,292  25,622 

    –––––––  –––––––  –––––––  –––––––   

Profit before interest and tax   3,080   3,388   3,727   4,100  

Tax     678   745   820   902   

Additional capital investment  787   866   953   1,048  

    –––––––  ––––––– ––––––– –––––––  
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Free cash flows     1,615   1,777   1,954   2,150   

    –––––––  ––––––– –––––––  ––––––– 

Present value of cash flows   1,482   1,496   1,508   1,523  

(9% Discount) 

Value, years 1 to 4: $6,009m  

Value, year 5 onwards: [$2,150 x 1·03 / (0·09 – 0·03)] x 0.7084 = $26,145.86m  

Total value of Wella Co’s medical R&D business area = $32,155m  

Total value of Wella Co following unbundling of equipment manufacturing business and 

absorbing medical R&D business: $6,571m (appendix 1) + $32,155m = $38,726m 

(approximately)  

Wella Co, current market value of equity = $21,000m  

Wlla  Co, current market value of debt = $9,000m  

Premium payable = $21,000m x 35% = $7,350m  

Total value attributable to Wella Co’s investors = $37,350m  

Value attributable to Tema Co’s shareholders from the acquisition of Wella Co before taking into 

account the cash benefits of potential tax savings and redundancies = $1,376m  

Appendix 4: Estimate of the value created from savings in tax and employment costs 

following possible redundancies Cash flows, years 1 to 4 ($ millions) 

Year     1  2  3  4  

Cash flows (2% increase p.a.)  1,000   1,020   1,040   1,061  

Present value of cash flows (9%)     917      858      803      751  

Total value = $3,329m  

Value attributable to Tema Co’s shareholders from the acquisition of Wella Co after taking into 

account the cash benefits of potential tax savings and redundancies = $4,705m  

(c)  

The feasibility of disposing of assets as a defense tool against a possible acquisition depends 

upon the type of assets sold and how the funds generated from the sale are utilized.  
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If the type of assets are fundamental to the continuing business then this may be viewed as 

disposing of the corporation’s ‘crown-jewels’. Such action may be construed as being against 

protecting the rights of shareholders (similar to the conditions discussed in part (d) below). In 

order for key assets to be disposed of, the takeover regulatory framework may insist on the 

corporation obtaining permission from the shareholders first before carrying it out.  

On the other hand, the assets may be viewed as not being fundamental to the core business and 

may be disposed off to generate extra funds through a sell-off (see part (a) above). This may 

make sense if the corporation is undertaking a programme of restructuring and re-organization. 

In addition to this, the company needs to consider what it intends to do with the funds raised 

from the sale of assets. If the funds are used to grow the core business and therefore enhancing 

value, then the shareholders would see this positively and the value of the corporation will 

probably increase. Alternatively, if there are no profitable alternatives, the funds could be 

returned to the shareholders through special dividends or share buy-backs. In these 

circumstances, disposing of assets may be a feasible defense tactic. 

However, if the funds are retained but not put to value-enhancing use or returned to shareholders, 

then the share price may continue to be depressed. And the corporation may still be an attractive 

takeover target for corporations which are in need of liquid funds. In these circumstances, 

disposing of assets would not be a feasible defense tactic.  

 

(d)  

Each of the three conditions aims to ensure that shareholders are treated fairly and equitably.  

The mandatory-bid condition through sell out rights allows remaining shareholders to exit the 

company at a fair price once the bidder has accumulated a certain number of shares. The amount 

of shares accumulated before the rule applies varies between countries. The bidder must offer the 

shares at the highest share price, as a minimum, which had been paid by the bidder previously. 

The main purpose for this condition is to ensure that the acquirer does not exploit their position 

of power at the expense of minority shareholders.  

The principle of equal treatment condition stipulates that all shareholder groups must be offered 

the same terms, and that no shareholder group’s terms are more or less favorable than another 

group’s terms. The main purpose of this condition is to ensure that minority shareholders are 

offered the same level of benefits, as the previous shareholders from whom the controlling stake 

in the target company was obtained.  

The squeeze-out rights condition allows the bidder to force minority shareholders to sell their 

stake, at a fair price, once the bidder has acquired a specific percentage of the target company’s 

equity. The percentage varies between countries but typically ranges between 80% and 95%. The 



7 
 

main purpose of this condition is to enable the acquirer to gain 100% stake of the target company 

and prevent problems arising from minority shareholders at a later date.  

Note: Credit will be given for alternative, relevant approaches to the calculations, comments 

andsugeestions /recommendations 

 

2.  

(a)  

 

WACC = 0.12 * 0.50  + 0.09 * 0.10 + 0.04 * 0.40 = 0.085 or 8.5% 

 

(b)  

 

WACC = 0.13 * 0.50 * + 0.10 * 0.10 + 0.08 * 0.40 = 0.107 or 10.7% 

 

( C )  

Premier should raise funds in proportion to its target capital structure from its lowestcost sources 

first. Thus it should first use the mix of retained earnings, preference shares and lower cost debt. 

Once the retained earnings and lower cost debt are exhausted, it can use higher cost external 

equityand debt with preference capital for financing additional funds. The cost of raising funds 

will depend on the total amount of funds raised. 

(d)   

Premier Ltd can determine the total funds that can be raised before $ 20 million of internal funds 

are exhausted. The target equity is 50% , therefore the total new funds that the internal funds will 

support is.  

Internal funds = Equity weight * Total funds 

Total Funds = Internal funds / Equity weight = $ 20 million /0.5 = $ 40 million  

Thus, premier need not issue any new equity shares if its total financing is limited to $ 40 

million. 

(e)  

Similarly, the total funds that the lowest-cost debt can support 

Lowest cost debt = Debt weight * Total funds 

Total funds = Lowest cost debt/debt weight = $ 20 million /0.4 = $ 50 million  
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(f)  

This implies that if premier Ltd ‘s total financing ranges between $ 40 million to $ 50 million it 

will have to issue new equity shares but it can still use the lower cost debt with preferential 

capital. 

It should be clear that the cost of raising new funds up to $ 40 million will remain the same 

because retained earnings as well as lower cost debt support this amount. Thus, the WACC of 

raising total new funds of $ 40 million is  

WACC = 0.13 * 0.5 + 0.10* 0.10 + 0.06*0.4 = 0.099 OR 9.99% 

The Weighted Marginal Cost of Capital ( WMCC) to the firm for Rs. 4 Crore in new financing is 

also 9.9%  

WMCC is the cost of raising additional new funds while WACC is the cost of raising total new 

funds in a year. If the component cost do not change with additional new funds raised then 

WMCC = WACC. But in practice the component cost do change with the amount of funds raised 

in a year. 

The first break in the cost of raising new funds will occur for premier if it raises new funds more 

than $ 40 million. That is beyond the total funds of $ 40 million to $ 50 million, Premier will 

have to issue new shares at a higher cost (15%) in place of the lower cost retained earnings 

(13%) 

Thus, WMCC of raising additional new funds $ 10 million (more than $ 40 million) is: 

WMCC = 0.15* 0.5 + 0.10 * 0.10 + 0.06*0.4 = 0.109 or 10.9% 

(g)  

Equity capital: ( 0.5 * $. 50,000,000 )    Rs. 25,000,000 

Less: Retained earnings      Rs. 20,000,000 

New Equity Shares        Rs. 5,000,000 

(h) 

WACC = 0.13 * 0.4 + 0.15*0.10 + 0.10*0.10+0.06*0.4 = 0.101 or 10.1% 

3.  

(a)  
 

An acquisition creates synergy benefits when the value of the combined entity is more than the 

sum of the two companies’values. Synergies can be separated into three types: revenue synergies 
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which result in higher revenues for the combinedentity, higher return on equity and a longer 

period when the company is able to maintain competitive advantage; costsynergies which result 

mainly from reducing duplication of functions and related costs, and from taking advantage 

ofeconomies of scale; financial synergies which result from financing aspects such as the transfer 

of funds between groupcompanies to where it can be utilized best, or from increasing debt 

capacity. 

 

In this scenario, the following synergy benefits may arise from the two companies coming 

together. Financial synergies maybe available because Seema Co does not have the funds to 

innovate new products. On the other hand, Zara Co has cash reserves available. It may be 

possible to identify and quantify this synergy based on the projects that can be undertaken after 

the acquisition, but would have been rejected before, and their corresponding net present value. 

Furthermore, as the companyincreases in size, the debt capacity of the combined company may 

increase, giving it additional access to finance. Finally, theacquisition may result in a decrease in 

the cost of capital of the combined company. 

 

Cost synergies may arise from the larger company being able to negotiate better terms and lower 

costs from their suppliers.And there may be duplication of functional areas such as in research 

and development and head office which could bereduced and costs saved. These types of 

synergies are easier to identify and quantify but would be more short-lived. Therefore, if the 

markets are going to be positive about the acquisition, Zara Co will need to show where more 

long-term synergies arecoming from as well as these. 

 

Revenue synergies are perhaps where the greatest potential for growth comes from but are also 

more difficult to identify,quantify and enact. Good post-acquisition planning is essential for these 

synergies to be realized but they can be substantialand long-lasting. In this case, Zara Co’s 

management can help market Seema Co’s products more effectively by using theirsales and 

marketing talents resulting in higher revenues and longer competitive advantage. Research and 

development activitycan be combined to create new products using the technologies in place in 

both companies, and possibly bringing innovativeproducts to market quicker. The services of the 

scientists from Seema Co will be retained to drive innovation forward, butthese need to be 

nurtured with care since they had complete autonomy when they were the owners of Seema Co. 

 

The main challenge in ensuring long-lasting benefits is not only ensuring accurate identification 

of potential synergies butputting into place integration processes and systems to gain full benefit 

from them. This is probably the greater challenge formanagement, and, when poorly done, can 

result in failure to realize the full value of the acquisition. Zara Co needs to be 

aware of this and make adequate provisions for it. 
 
(Note: Credit will be given for alternative relevant comments and suggestions) 
 
(b)  
 

Maximum premium based on excess earnings method 

 

This method is like the EVA method which measures excess return. 

 

Average pre-tax earnings: (397 + 370 + 352)/3 = $373·0m 
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Average capital employed: [(882 + 210 – 209) + (838 + 208 – 180) + (801 + 198 – 140)]/3 = 

$869·3m 

 

Excess annual value/annual premium = 373m – (20% x $869·3m) = $199·1m 

 

After-tax annual premium = $199·1m x 0·8 = $159·3m 

 

PV of annual premium (assume perpetuity) = $159·3m/0·07 = $2,275·7m 

 

According to this method, the maximum premium payable is $2,275·7m in total. 

 

Maximum premium based on price-to-earnings (PE) ratio method 

 

Seema Co estimated PE ratio = 16·4 x 1·10 = 18·0 

 

Seema Co profit after tax: $397m x 0·8 = $317·6m 

 

Zara Co profit after tax = $1,980m x 0·8 =$1,584·0m 

 

Zara Co, current value = $9·24 x 2,400 shares = $22,176·0m 

Seema Co, current value = $317·6m x 18·0 = $5,716·8m 

 

Combined company value = ($1,584m + $317·6m + $140·0m) x 14·5 = $29,603·2m 
 

Maximum premium = $29,603·2m – ($22,176·0m + $5,716·8) = $1,710·4m 

 
(c)  
 

Seema Co, current value per share = $5,716·8m/1,200m shares = $4·76 per share 

 

Maximum premium % based on PE ratio = $1,710·4m/$5,716·8m x 100% = 29·9% 

 

Maximum premium % based on excess earnings = $2,275·7m/$5,716·8m x 100% = 39·8% 

 

Cash offer: premium (%) 

($5·72 – $4·76)/$4·76 x 100% = 20·2% 

 

Cash and share offer: premium (%) 

 

1 Zara Co share for 2 Strand Co shares 

 

Zara Co share price = $9·24 

 

Per Seema Co share = $4·62 

 

Cash payment per share= $1·33 
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Total return = $1·33 + $4·62 = $5·95 

 

Premium percentage = ($5·95 – $4·76)/$4·76 x 100% = 25·0% 

 

Cash and bond offer: premium (%) 

 

Each share has a nominal value of $0·25, therefore $5 is $5/$0·25 = 20 shares 

 

Bond value = $100/20 shares = $5 per share 

 

Cash payment = $1·25 per share 

 

Total = $6·25 per share 

 

Premium percentage = ($6·25 – $4·76)/$4·76 = 31·3% 
 

Based on the calculations, the cash together with bond offer yields the highest return; in addition 

to the value calculatedabove, the bonds can be converted to 12 Zara Co shares, giving them a 

price per share of $8·33 ($100/12). This price is below Zara Co’s current share price of $9·24, 

and therefore the conversion option is already in-the-money. It is probable thatthe share price 

will increase in the 10-year period and therefore the value of the convertible bond should 

increase. A bondalso earns a small coupon interest of $3 per $100 a year. The 31·3% return is the 

closest to the maximum premium basedon the excess earnings method and more than the 

maximum premium based on the PE ratio method. This payment option transfers more value to 

the owners of Seema Co than the value created based on the PE ratio method. 

 

However, with this option Seema Co shareholders only receive an initial cash payment of $1·25 

per share compared to $1·33per share and $5·72 per share for the other methods. This may make 

it the more attractive option for the Zara Co shareholders as well, and although their 

shareholding will be diluted most under this option, it will not happen for some time. 

 

The cash and share offer gives a return in between the pure cash and the cash and bonds offers. 

Although the return is lower, Seema Co’s shareholders become owners of Zara Co and have the 

option to sell their equity immediately. However, the shareprice may fall between now and when 

the payment for the acquisition is made. If this happens, then the return to Seema 

Co’s shareholders will be lower. 

 

The pure cash offer gives an immediate and definite return to Seema Co’s shareholders, but is 

also the lowest offer and mayalso put a significant burden on Zara Co having to fund so much 

cash, possibly through increased debt. 

 

It is likely that Seema Co’s shareholder/managers, who will continue to work within Zara Co, 

will accept the mixed cash andbond offer. They, therefore, get to maximize their current return 

and potentially gain when the bonds are converted intoshares. Different impacts on shareholders’ 

personal taxation situations due to the different payment methods might also 

influence the choice of method. 


