BUYOUT SHIFT TO ACTIVE PORTFOLIO MANAGEMENT: HOW TO RECOVER VALUE FROM AN UNDERPERFORMING BUSINESS.

INTRODUCTION

In my earlier paper “Management Buyout Returns: The New Power Shift Between Banks and Private Equity”, the shift in power from Private Equity to the banking community resulting from the Credit Crunch was discussed in detail.  The requirement for lenders to begin to behave as investors if they are to recover value in many of their over-leveraged and under-performing companies was described.
This imperative is widely understood, but what needs to happen on a practical level if the bank is to adopt this approach and maximise its overall return from its portfolio of underperforming loans?  This second paper describes the steps necessary to examine a business with a declining performance and an over borrowed balance sheet and improve it to maximise the recovery value.

Many of the changes required focus on the behaviours and motivations of all stakeholders and the need for an acute sense of context and a clear definition of goal to be achieved.  To maximise the value in each particular situation, the bank will need to thoroughly review that business to gain an accurate sense of perspective of what can be achieved in the short to medium term.  From this strategic review a Value Creation Plan can be developed to ensure that targeted performance is maintained and ultimately shareholder value is delivered through a realisation.
POTENTIAL RETURNS

To start with let’s look again at the financial example described in the previous paper, see Figure 1.  What potential returns that can be achieved from restructuring the original deal?  The MBO business which was making £5m EBITDA per year two years ago (in the pre-credit crunch) is no longer forecasting £8m in the current year.  The best it believes it can achieve is standing still at £5m for the next  two years and grow slightly thereafter.  The bank has provided £30m of debt to this buyout on an EBITDA multiple of 6, with the PE house investing another £20m to acquire the whole business for £50m including fees.
With the decline in performance, covenants are under pressure and the company is probably in default of its loan agreement.  The bank may decide in this example, that approximately £20m of its loan is good, underpinned by £2.5m of cash flow to service its interest, but the balance of £7m (after £3m of repayments already made) is at risk.  Clearly this assessment of “good and bad” portions of any lend is somewhat subjective, especially as a premature Administration could crystallise a greater loss, or an accelerated M&A process might not maximise value in the short term.
Ultimately in return for its risk exposure of c£7m the bank and the PE house might agree upon an equity split of 50% each.  In the example below, the business is ultimately sold for £36m in 2010 on an EBITDA multiple of 6. Thus, the bank debt is recovered in full and equity proceeds of £11.5m are shared 50:50 between the two institutions.  In terms of return on risk investment, the bank will have recovered £12.75m ( 7+5.75) for its £7m ‘bad loan’, (a cash multiple of 1.8times and an 2 year IRR of 34%), plus it continues to make a senior debt margin on the ‘good loan’.
The equity house on the other hand will have recovered c25% of its original cost, which is probably a satisfactory outcome compared with the potential of losing it all in a distressed M&A process or pre-pack administration.
	FIGURE 1 Simple MBO. Four year exit horizon, bank participation in equity

	Credit crunch hits, working capital gains reversed, exit multiples reduce

	Company A
	Year
	2006
	2007
	2008
	2009
	2010

	£000's
	 
	 
	 
	 
	 
	 

	EBITDA
	 
	5000
	7000
	5000
	5000
	6000

	Working Capital Change
	 
	 
	1000
	-1000
	-500
	-500

	Capital Expenditure
	 
	 
	-500
	-500
	-500
	-500

	Taxation
	 
	 
	-1500
	-1350
	-840
	-840

	Cashflow From Operations
	 
	 
	6000
	2150
	3160
	4160

	Acquisition
	 
	-50000
	 
	 
	 
	 

	(EV = 10 times EBITDA inc fees)
	 
	 
	 
	 
	 
	 

	Disposal
	 
	 
	 
	 
	 
	 

	(EV = 6 times EBITDA inc fees)
	 
	 
	 
	 
	 
	36000

	Project Return
	 
	-50000
	6000
	2150
	3160
	40160

	IRR
	1%
	 
	 
	 
	 
	 

	Debt Finance
	 
	30000
	 
	 
	 
	 

	(borrow 6 times EBITDA)
	 
	 
	 
	 
	 
	 

	Interest
	 
	 
	-3000
	-2700
	-2700
	-2600

	(assume 10%)
	 
	 
	 
	 
	 
	 

	Repayment
	 
	 
	-3000
	0
	-1000
	-26000

	Total Debt Flows
	 
	30000
	-6000
	-2700
	-3700
	-28600

	Cashflow  After Debt Finance
	 
	-20000
	0
	-550
	-540
	-24440

	Return to Equity
	 
	-20000
	0
	-550
	-540
	11560

	IRR
	-14%
	 
	 
	 
	 
	 

	Equity Split
	 
	 
	 
	 
	 
	 

	Bank 
	50%
	0
	0
	-275
	-270
	5780

	Total Bank Return
	 
	-30000
	6000
	2425
	3430
	34380

	Total Bank IRR
	14%
	 
	 
	 
	 
	 

	PE House
	50%
	-20000
	0
	-275
	-270
	5780

	PE House IRR
	-28%
	 
	 
	 
	 
	 


The table below summarises these numbers and shows how the bank can recover value from this difficult situation.  More importantly it demonstrates how it is able to make a substantial recovery on its risk investment. 

THE BANK’S PERSPECTIVE

The example above demonstrates how the bank can ultimately benefit from an over leveraged situation, even where performance is declining or at best standing still. However, when the bank is confronted with a real equity risk exposure, it needs to recognise that its own behaviour must change.  In reality it now has an equity investment in its customer and it needs to act as if it were an investor rather than a lender to the business.  That does not mean the bank has to run the business on a day to day basis, but it can still extend great influence over the business through Active Portfolio Management.  The methodology behind Active Portfolio Management was developed by 3i to manage a relatively large number of assets with a comparatively small number of people.  Depending upon the relative risk value of each investment, the model may be applied to a greater or lesser extent but can allow an individual to manage 10 or more risk exposure investments.
Active Portfolio Management is a 3 stage process and is represented by the diagram below.  The recurring theme is the development of a Value Creation Plan “VCP”, through which shareholder value is established, delivered and then realised.  The whole process focuses on the concept of creating value for shareholders, agreeing its delivery and then ensuring that it is crystallised, through an exit process.  The key ingredients are listed in Figure 2.
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Stage 1, establishing the Path to Value means going through the basic process of understanding the business and developing a joint vision with management of where the business is going.  From there a programme of diligence will identify the risks involved and begin to restructure the original investment. This process will help to align behaviours, agree KPIs and assign roles to all stakeholders.  Ultimately the process will result in the VCP being articulated as a set of financial milestones against which the business can measure itself.
It is my firm belief that a bank finding itself in this position must treat a restructuring transaction as a new investment, effectively making a decision to re-invest its existing commitment as a combination of risk and non-risk money.  Outputs from this first stage process will not only be the restructured transaction bit it will identify what is to be achieved, the timescales involved, the roles of the key players such as the recruitment of a Chairman and the bank’s representative.
Stage 2, “Ensure Value is Delivered” is the next step after completion of the restructure.  A key focus point is the Post Completion Action Plan, which is the crucial link between the restructuring process and monitoring the investment on an ongoing basis.  The plan ensures that there is productive output from the due diligence process by providing a concise summary of key actions which must be addressed to reduce risks to the investment thesis.  Stage 2 is the main monitoring period and can be as short or as long as the VCP requires.  Typically it will be 1-2 years to allow the company’s plans to be fully implemented and performance improved.  Nevertheless it should not be seen as a passive process.  Key milestones and KPIs need to be achieved and if there is any deviation, action must be taken to ensure the company maintains its course.  Often this period can be very intensive as it is usually here that management shortcomings may materialise and action must be taken to replace senior people.
Stage 3 “Ensure Value is Realised” is vital and not be considered as an afterthought to be addressed 2 or 3 years after completion.  It is an integral part of the VCP and must be agreed on day 1. The initial restructure should be designed to drive behaviours at this exit phase.   This can be done through an open dialogue between shareholders and financial incentives put in place to encourage behaviours.  Advisers are often brought in to manage the exit process, but there is no substitute for getting to know and managing the probable buyers from the outset.  A critical part of Active Portfolio Management is to understand the sector, identify the likely buyers and build a relationship well ahead of the formal sale process. 
Using this model a bank can maximise the returns from its portfolio of new equity investments and be able to manage it in a cost effective manner, allocating 5-6 high value cases per person- or possibly as many as 20+ lower value cases where the interaction required is less intensive.
THE COMPANY’S PERSPECTIVE

The Active Portfolio Management model was developed in more benign times but stills remains extremely relevant.  However, the model needs to be adapted to take in to account the uncertainties facing companies in this economic downturn.  The investor needs to be sure not only that the company is being properly managed in these difficult times but also that it is able to achieve its plans to recover shareholder value.
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Recent research at both Harvard and London Business School has identified the business characteristics that are good pointers for success in uncertain times.  These traits are represented in Figure 3 above, and are worthy of further consideration and analysis.
In simple terms, Strategy is defined as achieving your goals by using a plan.  To achieve your plan you need a “map” of where you are now and where you want to get to!  However in today’s environment, the “Terrain” that the map is trying to represent is constantly changing, given the economic turmoil and the rate of change of technological development.  Therefore one part of strategic management of a business must now be recognising the “Uncertainty” and being able to adapt your plans, make changes and make sure that your Strategic Map represents the Terrain as accurately as it can.  This calls for Strategic Agility, which results in management behaviours which can adapt easily, spot changes quickly and which positively welcome dissent and challenge.   The key to all this is have real time accurate granular data where decisions can be made quickly based upon the most up to date relevant information.  This description of business is represented by the right hand side of the Map.
A company can use the Strategic Map to mobilise Resources such as labour and capital, which by their very nature are major commitments.  Therefore from a strategic perspective, the Map must also be accurate, consistent and unchanging.  Using this view of business, “Momentum” can be developed which in turn leads to increasing size, lower fixed costs, the development of core markets and an ability to absorb changes.  The left hand side of the Map describes this circular process.
So the key to successful Strategy is to manage these conflicting pressures of being flexible and adaptive versus the requirement to mobilise resources on consistent basis.  The agile, flexible business that adapts to it external environment must also have sufficient critical mass and momentum to withstand shocks that will inevitably come its way.  The successful business will have both traits.  You only have to think of Woolworths to realise that without an ability to change with the market, even the largest company will fail.  Equally, any Start Up business that cannot develop core markets and grow beyond its infancy is eventually in danger of being sunk by external factors.  The current banking crisis could well destroy many small businesses if they do not have enough strength to absorb such a major change in the global financial system.
McDonalds describes itself as the “world’s largest small business”.   It is big enough to absorb most shocks but equally has enough agile qualities that enable it to re-position itself to tap in to current trends.  Eg to promote healthy eating in an attempt to move away from its unhealthy fast food reputation.  Time will tell whether it has been successful!
BRINGING IT ALL TOGETHER

So where does this leave our over leveraged, under-performing business? It clearly needs to determine its Strategy, working in conjunction with its lender and investor.  The means to expressing its intended direction is through the Value Creation Plan which combines the boundaries of its own strategic processes and the banks’ own portfolio management system.
Figure 4 below depicts the linkage between the bank’s active monitoring role and the company’s own plans to create shareholder value.  Everything focuses on the Value Creation Plan which runs for the length of the recovery and realisation process.  If this model is applied consistently across a range of investments then the bank, as an investor, can manage its portfolio of investments, scaling its resources to manage the investments optimally through a standardised planning method and monitoring system.  The company on the other hand has a “new” investor that is looking to align itself with the management team to generate an equity return. Management should be incentivised to deliver the Strategy so all behaviours are aligned and the business is able to move forward to the benefit of all concerned.
 Figure 4 The Value Creation Plan Linkage
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It must be emphasised that the new found Strategy is definitely not just a watered down old business plan, where the financials have been scaled back to take account of a lower performance.  The whole point of the strategic process is to understand why the business has underperformed and to address those issues so that going forward, the business is able to build in some inherent ability to withstand shocks but also be adaptive and agile to take advantage of changing conditions.  Obtaining the very best relevant real time data will be a key part of this transformation.  As will management’s ability to question its own decisions retrospectively and accept internal challenge.  Businesses with autocratic management, unwilling to change their own behaviours may not be flexible enough to survive this review process and as a result, old style management and practices will become an early casualty of the downturn.
Management behaviour does not need to become consensual and good leadership is still required.  Businesses cannot be run by committee; but the behaviour of leaders needs to be adaptive depending upon where the business is in its own Strategy Cycle or Loop.  In essence the Strategy Loop is the “Map” referred to earlier with the two conflicting circles of decisions, depicted in Figure 3.

Figure 5 below describes the same process but in tabular form and it recommends that in an ever changing world, the process of ‘Making Sense’ of the Terrain needs traits that includes empathy and curiosity.  However, the process of making ‘Strategic Choices’ requires a more decisive approach, which should develop further in to being able to inspire in order to ‘Make Things Happen’.

In the real world, very few CEOs (and other senior managers in SME’s) are really able to adapt their behaviours to suit the strategic process.  I suspect that coming out of the recession, company growth plans will be hampered as much by management’s inability to change behaviours as they are by market conditions or availability of finance.

A key skill in Active Portfolio Management is the ability to recognise this Strategy Loop and make sure that the right kind of management is in place to run these businesses.  The Autocrat will be good at making choices but will not have the ability to listen and empathise, so he will not be able to Make Sense of the Terrain or Make Revisions to Plans.  He will think he is right regardless of anyone else’s input and could easily lead the business to decline.  Equally the weak manager will be great at gathering views, and be able to listen to other viewpoints, but will not be sufficiently decisive or be able to inspire others to Make Things Happen.
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To maximise its returns in these difficult times, the bank will need to actively recognise any dysfunctional behaviours exhibited by incumbent management and have the ability and the desire to make changes where necessary.  This approach does not always sit comfortably with institutions where the situation is purely a lending relationship, whereas these types of skills are more prevalent with institutional shareholders such as PE houses, who behave as owners of businesses.

CONCLUSION

As this recession deepens, there will be many leveraged businesses who will struggle to cope with their leveraged balance sheets and a decline in their top line performance.  Lenders to these businesses will find that as their lending is exposed they have become de facto shareholders and they have a real risk position to manage.  Many professional service firms will offer a packaged service designed to review and then sell these businesses to try and recover some value.  However with sales multiples continuing to fall in the short term, a sale may only serve to crystallise the loss the bank was hoping to avoid.
There is another way!  Active Portfolio Management of this new equity portfolio requires Private Equity skills to recognise the intrinsic risk investment and to create shareholder value for the lender. This can be done by adopting the 3i methodology of establishing the path to value and then making sure it is delivered.  This process is complicated by uncertainties surrounding the current downturn and by the difficulty of determining exactly how businesses need to change in order to survive.  The Value Creation Plan can be used to manage the expectations of both the company and the bank and will drive aligned behaviours and optimise the returns for both parties.  The key to this process is the lender’s willingness to act as an “owner” and drive change when required, especially if there are questions over management’s ability to adapt to the post credit crunch world.
By using this model outlined here, a bank can create opportunity out of the current downturn and begin to shape a strategy that recovers value from its legacy of pre credit crunch lending.
Ian Brown March 2009

Ian Brown is an independent consultant with 25 years experience working for both private equity and banks.  He has successfully managed a number of corporate turnarounds and exits. He is a Director of Interim Portfolio Management, a business that specialises in assisting stakeholders in leveraged situations.
Checklist
The table below summarises much of the paper by describing discrete sections of work to be completed within the company or by the institution.  Clearly there is overlap, but hopefully it gives a sense of structure to the whole process.
	Company
	Institution

	· Survey the situation. Where has the cash gone? Sources and Uses table, historic and projected. Assess strategic position.
	· Assess the situation in terms of risk.  Good loan/ bad loan.

	· See what real time data there is.  How does the company know it is doing well/ badly? KPIs? Instigate 13 week cash flow management. Job costing data?  Get to the margin!!
	· Develop risk matrix, probability and impact assessment.

	· Assess the management team. Look at the behaviours around the strategy loop.
	· Begin to plan revised management structure.  Who is on the bus and who isn’t!! Fill in the gaps in the structure.

	· Begin to develop a revised business plan, focussing on recovery for institution whilst incentivising management.
	· Develop revised investment structure, equity holding, revised terms on debt, fees, tax structure.

	· Develop Value Creation Plan, (including Exit Planning).

	· Complete Due Diligence exercise

	· Complete revised investment structure.  Align behaviours through incentive schemes; develop clarity of roles, especially the appointment of new chairman and senior members of management team.

	· Ensure new management team members are settled in and are able to contribute.  There should be no resistance from existing management team.
	· Implement post completion action plan

	· Ensure business plan is delivered. Review differences; ensure behaviours around the strategy loop are maintained.  Improve strategic agility through focus upon real time data; spot changes in business opportunities; increase the energy levels to that of a start up; encourage dissent and challenge.
	· Monitor to include monthly reporting; 6 month reviews; focus on Value Creation Plan. Continually assess management performance, compare with objectives.

	· Position the business for exit, maximise cash position, overachieve against plan, tidy up problem issues, engage with potential buyers.
	· Develop the strategic exit discussions, positioning of business, manage known buyers.

	· Implement formal exit process.  Advisers? Address known issues.


