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Welcome

Dear Reader,

Whether you are contemplating your first divestiture, consider yourself a seasoned veteran of carve-outs, or are a
functional leader working through complex separation challenges, this compendium was designed with you in mind. It is
full of leading practices and insights that Deloitte has gained from leading hundreds of complex, global divestitures across
numerous industries. It is our hope that you can benefit from our experience and insight.

Divestitures represent an opportunity to focus your attention on core assets, improve the overall value of your portfolio
(“shrink to grow"), and to be more flexible and nimble in your core markets. They have the ability to potentially affect
how your business operates — as well as the ability to slow you down considerably if not well planned and executed. In
summary, there is nothing simple about divestures.

If you are looking ahead to a strategic review of your portfolio or trying to work through existing divestiture challenges,
this compendium can accelerate your thinking and course of action. And if you are looking for a sound advisor with real-
world experience, we are ready to share our stories from the frontline.

Anna Lea Doyle Andy Wilson Ellen Clark

Divestiture Practice Leader Divestiture Practice Leader Divestiture Practice Leader
M&A Consulting Services ME&A Transaction Services Corporate Finance

Deloitte Consulting LLP Deloitte & Touche LLP Deloitte Corporate Finance LLC
Tel +1 214 840 1780 Tel +1 312 486 3587 Tel +1 313 396 2682

Email: aldoyle@deloitte.com Email: andwilson@deloitte.com Email: elclark@deloitte.com
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Introduction

Successful companies should consider not only about
which businesses to grow, but also about which businesses
to prune. Divesting non-core assets increases strategic and
financial flexibility, allows sellers to focus their attention

on the core business, and can maximize overall portfolio
value. Successful divestitures require considerable planning,
careful execution, and can consume considerable financial
and organizational resources as companies navigate the
risks to seller, buyer, and the carve-out entity.

Based on our experience from hundreds of complex,
global divestitures, we have gained unique insights across
the entire divestiture lifecycle. This collection of carve-out
articles provides sellers and buyers with a deep-dive into
the challenges they are likely to face during a divestiture
and the leading practices to address those challenges. The
articles explore unique divestiture challenges and offer
practical recommendations for how to approach these
situations and maximize shareholder value.

This divestiture collection is divided into four chapters:
Divestiture Strategy, Transaction Execution and Due
Diligence, Separation Planning and Value Realization,
and Perspectives on Functional Separation Planning. The
following are some highlights from each of the chapters:

The Deloitte Divestiture Survey presents an assessment of
the market for divestitures today and in the future based
on a survey of more than 100 executives.

Portfolio Realignment: A Business Imperative provides a
holistic approach and process for building an “advantaged
portfolio”, an optimal grouping of assets tailored to a
company's goals.

Sellers, Conditions are Ripe: Time to Take a Bite at

the Apple features insights on the current M&A and

tax environments and discusses some of the strategic
opportunities that are available to companies seeking to
increase liquidity.

The Hidden Tax Value in Divestitures: Why Looking
Beyond the Deal Can Pay Off Big explores the strategic

tax considerations in a carve-out and dives into some of
the significant opportunities to improve the ongoing tax
efficiency of each separated business after the transaction
closes — thereby increasing the transaction’s long-term
value.

Sell Side Due Diligence outlines an approach for efficiently
producing a set of carve out financial statements by
understanding the fundamental purpose of the financials,
being able to effectively define the business being sold,
and considering leading practices for addressing common
accounting challenges

Seven Secrets of Highly Effective Divestitures delves into
the key question in any divestiture — how to achieve
success. This article outlines seven leading practices for
maximizing transaction value.

Building a Strong Transition Service Agreement explores
leading practice approach, prioritization and scoping steps
for building detailed IT transition service agreements.

Every function has a different set of challenges that

must be considered during a divestiture. This section
provides leaders with deep insight and leading practice
considerations in the areas of IT, Human Capital, Finance,
Tax, Treasury, Real Estate, and Shared Services.

This compendium can be read cover-to-cover as a practical
guide to maximizing shareholder value through careful
divestiture execution or individually by going directly to
the chapter or article that pertains to your current interest
or situation. We hope that you will find this compendium
and its breadth and depth of information to be a helpful
resource.
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Divestiture Survey
Report 2013
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your strategy



It's hard to imagine a year beginning with more
economic uncertainty than 2013. Many are
wondering, how will the last-ditch efforts to head
off the fiscal cliff play out? Will the slow economic
recovery continue or could we be hit with
another recession? How will European economic
challenges influence the capital markets?

In the first nine months of 2012, U.S. divestiture
volume was down 14 percent, by far the lowest
level over the past six years. At the same time,
the average deal size has increased by 16 percent

(from $129 to $149 million)', making the
magnitude of each transaction that much more
impactful for both buyers and sellers. Will this
continue in 2013 or can we expect a return to the
strong deal-making volume of 2011?

1 Source: Thomson One Financial

Will your divestiture
strategy hold up

in 20137

As you plan your annual corporate development
goals, many questions about your divestiture
strategy may emerge. Is now a good time to
divest? How do | receive a desirable value for
my business? How do | motivate employees
around the transaction? What are the preferred
uses of TSAs?

To understand how companies are addressing
these and other issues, Deloitte surveyed
approximately 150 professionals who have been
involved in divestitures or carve-outs. Survey
respondents were from companies that varied

in size from less than $500 million to multibillion
dollar global enterprises. Perspectives span across
the public and private sectors, domestic and
international operations, and a broad range of
industries. Read on to learn what we found in
our survey results and insights from Deloitte’s
experience in the marketplace.
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14  Perspectives on driving divestiture and carve out value



The bottom line
Executive summary

As the U.S. economy strengthens, divestitures are
becoming more a matter of strategy than survival.

During the challenging economic conditions of the last
few years, many divestitures were driven by the need

to reinforce balance sheets, raise capital, and improve
financial positions. While the ups and downs of the
economy and market conditions will likely still play a

big role in 2013 decision making, divesting is becoming
an important tool for implementing corporate strategic
goals and making a statement in the marketplace.

With this heightened strategy comes a wave of tactical
considerations to contemplate as you consider the
important question: to divest or not to divest? And if yes,
how to divest and to whom? Using divestitures to advance
corporate strategy demands careful financial analysis to
prepare a deal for market, a clear communication strategy
for disseminating divestiture plans to stakeholder groups,
and a recognition of the need to be sensitive to employee
morale during the process.

Deloitte surveyed nearly 150 executives regularly involved
in divestitures to assess the past experience of their
companies, their outlook for the future, and the challenges
they face.? While some findings were consistent with

the results of Deloitte’s 2010 survey, we did notice the
emergence of some new, noteworthy themes.

Focus more on strategic, rather than financial,
considerations

Many companies are increasingly realizing that divestitures
need to become part of their core strategy rather than
simply a way to improve finances. Eighty-one percent of
executives surveyed indicated that pruning their business
of non-core assets was one of the two most important
reasons for divesting, up from 68 percent in the 2010
survey. In contrast, only 37 percent of executives surveyed
selected financing needs as one of the two most important
reasons to divest, down from 46 percent in 2010. As the
economic recovery strengthens corporate balance sheets,
the need to raise capital or unload poor performing assets
appears to have become less important in driving deals.

2 In this report, a divestiture or carve-out is defined as the sale of a
subsidiary or a portion of a company’s business, whether a plant or
other facility, product line, business unit, or division.

Lead the way
Carve-out trends and leading practices
Companies are increasingly looking at divestitures

_ in terms of strategic goals such as getting rid

of non-core assets, rather than simply financial

*.. survival. But many companies are failing to

undertake the strategic preparations needed to
get the price they want.

Sellers looking for a fast close and multiple bidders -

may want to consider a new tool: seller diligence.

preference for domestic buyers continues,

t larger companies are often more inclined to”
look across borders. Companies with a global
perspective can increase bidders and value.

Many companies that bled talent in the recession

are now rebuilding corporate development teams
so they can make divestiture a core part of their
strategy — from annually evaluating business units
to preparing them for increased buyer value.

TSAs may not always be the cheapest, more
effective option, and if they are used, it's
important to define costs and an exit plan.

e
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Be a prepared seller

Careful preparation, including approaching the sale

from the buyer's perspective, is important to increasing
transaction value and reducing time-to-close. According
to the survey, in choosing a buyer, highest price is ranked
as one of the top two factors by 76 percent of executives,
followed by speed and certainty to close by 54 percent.
Yet many companies are not doing everything they can

to prepare for the sale — only 55 percent of survey
respondents say that performing detailed pre-sale due
diligence is a key task in bringing a deal to market, and less
than half say their companies evaluate individual business
units at least annually to determine whether they should
be divested.

Don’t neglect people issues

Keeping employees motivated and providing clear line-
of-sight into the divestiture strategy is critical to retaining
and mobilizing talent around executing the transaction.
Companies should prepare employees for change and

help them manage through it. More than 90 percent of
executives surveyed indicated managing employee morale
is very or somewhat challenging when attempting a
divestiture. Yet, only 46 percent of the companies surveyed
establish a retention/incentive plan for management of the
business for sale in their planning.

Consider cross-border deals

U.S. companies have historically preferred selling to
domestic buyers, but a global perspective can result in
more bidders and higher value. Fifty-nine percent of
executives surveyed say their companies prefer domestic
corporate buyers, down from 70 percent in the 2010
survey. While the overall trend is moving toward a global
view of potential buyers, many companies are still limiting
their target buyers to select geographies and potentially
leaving money on the table.

Perspectives on driving divestiture and carve out value

Learn to manage TSAs/stranded costs

Transaction Service Agreements (TSAs) are viewed as a
necessary evil by many companies, but they can be used

as a strategy to close deals. Plan for them by developing
accurate costs, defined service levels, and detailed exit
plans. More than 50 percent of companies surveyed would
prefer to avoid TSAs, but 80 percent of companies surveyed
do provide TSAs if necessary to close the deal. Given these
figures, it is in the seller’s interest to be prepared to provide
services and reduce the need during integration planning.
In the survey, after TSAs, stranded costs were named as
the biggest challenge once the deal closes. Addressing
stranded costs requires a detailed program that considers
the required cost/expense footprint for the

entire organization.

Emerging trends
In addition to the survey findings, this report
reflects the experience of Deloitte LLP's
practitioners in divestiture services. Here are

2 highlights of what we are hearing from the field:

... = Demanding, impatient buyers are forcing tough
deal negotiations.

- Good deals are pricing very well, with private
equity bidding aggressively. But bad deals are
struggling to close.

Sellers are starting to focus more on preparation
than in the past. -

Sellers arealso working to close the gap
between go-to-market and closing, which
means less time for diligence.

The mid-market is where the action is.

Cross-border buying is driving a lot of

deals. But cultural challenges should not be
underestimated — they take time, patience and
perspective.

Corporate development teams are re-tooling
and re-staffing after being cut during the

recession. Companies are looking for creative *j:-.
ways to handle the ebb and flow of deal activity
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Economic uncertainty makes
divestiture planning a challenge

The uncertainty over how the federal government might
act to prevent the economy from falling off the so-called
“fiscal cliff" made business planning for 2013 especially
challenging. In late 2012, there was growing evidence the
recovery was picking up steam in the U.S., with stronger
than expected GDP growth and the unemployment rate
dropping below eight percent. Yet, despite recent clarity
on the fiscal cliff, the business community may continue to
be cautious in decision making.

Both global and U.S. divestiture volumes were down
significantly in 2012. Global volume was down

14.6 percent for the first nine months of 2012 compared
with that period for 2011, the lowest volume in the past
six years. In contrast, the first nine months of 2011 were
the strongest three quarters in volume since 2005.

3 Source: Thomson One Financial

Global divestiture volume declined because of a dramatic
drop in U.S. divestitures. U.S. volume was down

14.3 percent for the nine months ending September 2012
from that period a year earlier. That's the lowest level over
the past six years and down 33 percent from 2006. If U.S.
deals are removed, global divestiture volume in the first
nine months of 2012 was actually higher than it was in
2006 and 2007. The decline in divestitures in 2012 may
be partially explained by strengthening balance sheets,
which reduced the need to raise money, especially
compared to 2011 when companies were still climbing
out of the recession.?

Mixed outlook for 2013

When surveyed in October—-November 2012, most
respondents indicated economic conditions would
influence their company's decision to attempt divestitures
in 2013, but few thought they would become more
difficult to complete. (Figure 1) The survey results

also indicate that executives, in general, expect 2013
divestiture activity to mirror what we have seen in 2012.
These findings are both consistent with an outlook for
near-term economic uncertainty and suggest the likelihood
of continued strategic and opportunistic divestiture activity.

Figure 1: Expected influence of economic
conditions on divestitures in 2013

High Influence

\J

30%
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Figure 1a: Expectations of divestiture activity in 2013

Total 28% 47%
Less than $1B 25% 51%
S1B+ 29% 44%

[ Increase I Remain about the same

25%

24%

27%

B Decrease

“The M&A market continues to be a

buyer’s market. Buyers are driving tough
negotiations, especially around
divestitures, and while financing

conditions have improved, economic

uncertainty continues to drive the need for

speedy deal execution. Both buyers and

sellers need to be prepared and rigorous in
their M&A process to sign and close before
market conditions swing due to

geopolitical or global economic shocks.”

Andy Wilson
Partner, M&A Services, Deloitte & Touche LLP
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Only 29 percent of executives surveyed believe divestitures
in their industry would become more difficult to complete
in 2013. These results appear to suggest that most
surveyed executives are expecting the economic recovery
to continue with no major setbacks. As the economy
recovers, financing often becomes more available and
companies are usually more willing to assume risk and
invest their cash reserves, leading to a more active deal
environment.

When asked about divestiture over the next 24

months, 72 percent of executives surveyed expect that
their companies will attempt divestitures during this
period. Surveyed executives at large companies were
much more likely to anticipate their companies would
attempt divestitures over the next 24 months than their
counterparts at smaller companies.* Eighty-two percent
of respondents from large companies anticipate that they
will attempt at least one divestiture, including 29 percent
who expected three or more deals. In contrast, 56 percent
of executives at smaller companies expect to attempt
divestitures during that time period, with 13 percent
expecting three deals or more.

Although surveyed executives at smaller companies
expected they would attempt fewer deals, these
divestitures would represent a larger portion of their
revenues. Among surveyed smaller companies that
expect to divest business units over the next 24 months,
74 percent of these executives say these deals will
represent 5 percent or more of their companies’ revenues,
compared to only 39 percent for the deals planned by
large companies.

4 In this report, “large companies” refers to companies with annual
revenues of $1 billion or more; “smaller companies” refers to
companies with annual revenues of less than $1 billion.



Strategic factors important
in driving divestitures

The deep recession of 2008-2009 and the subsequent slow
recovery forced many companies to divest business units

in order to raise cash or improve their financial position.
Many of these divestitures were driven more by a corporate
survival imperative and less by a long-term strategy for
growth. As the economy has stabilized over the past

year, strategic considerations have become a much more
important driver for divestiture activity. The strengthening
of corporate balance sheets, coupled with historically high
levels of cash, is not just often increasing the appetite for
acquisitions, but also leading companies to develop a more
focused, longer-term strategy for divesting.

In the 2012 survey, 81 percent of respondents indicated
that one of their two most important reasons for divesting
is that the business was considered a non-core asset, up
from 68 percent in the 2010 survey. (Figure 2) Further,

62 percent of executives surveyed indicated the decision
that a business unit was a non-core asset was the single
most important reason for divesting. In contrast, only

37 percent of surveyed executives chose financing needs
as one of their top two reasons in 2012, down from

46 percent in 2010.

Figure 2: Most important reasons for divesting a business

Strategic considerations are important at large companies
as well. Seventy-three percent of surveyed executives at
large firms indicated a unit being a non-core asset as

the most important reason for divestitures, compared

to 48 percent among executives at smaller companies.
According to the survey, following the recession, smaller
companies are more likely to have already contracted

to their core businesses, or they never left it, while large
companies are consistently refining their product portfolio.
Among executives at large companies, only 13 percent of
respondents indicated financing was the most important

driver, along with 20 percent of those at smaller companies.

Underscoring the importance of market conditions in the
decision to divest, among surveyed companies, market
change continues to be a strong secondary reason for
divesting, ranked as the second most important reason

by roughly one-third of executives in 2012. (Figure 2)
According to the survey, market change, especially in
healthcare, energy, and technology sectors, may provide
the opportunity or drive the business’ need to divest, often
in relation to an unsolicited offer from a buyer.

> =81%

Divestiture Survey

Market change > =40%
Fiancing needs —— Deals where the seller has prepared
from a buyer’s perspective are pricing
Lack of internal talent to > 39 Vel‘y Well, but lf the ﬁt iSl’l’t flght,
grow the business .
there can be a struggle to close.
Received unsolicited I1 § - _10% Ellen Clark
offer by interested party ’ Managing Director, Deloitte Corporate Finance LLC
71 Ranked #1 Ranked #2

Note: Some percentages do not add up to total due to rounding.
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Non-core assets drive break-ups

When surveyed executives were asked specifically about
the most important reasons their companies pursued
divestitures over the last 24 months, their responses were
similar, with roughly three-quarters saying the business unit
was determined to be a non-core asset. Market change
was selected by 37 percent of surveyed executives and
financing needs by 32 percent.®

Interestingly, the only significant difference between

the responses to these two questions appears to be

that 21 percent of executives surveyed chose received

an unsolicited offer by an interested party as a primary
reason they pursued a recent divestiture, even though just
10 percent selected that as an important reason to divest
in general. This may suggest that some companies allow

others to drive their divestiture decisions more than they
care to admit. If companies frequently initiate divestitures in
response to unsolicited offers, it can be an indication they
are not doing a good job of regularly evaluating candidates
for divestiture.

Among surveyed companies that divested non-core assets,
the most common reasons were concerns over growth and
product fit. Thirty-seven percent of executives surveyed
selected limited growth potential as the primary reason,
while 30 percent selected non-synergistic products. Other
top reasons given for divesting non-core assets were poor
operating performance (22 percent) and weak market
position (11 percent). While non-core assets are traditionally
defined as those that are not central to the company’s
strategy, companies can conclude that assets are non-core
for a wide variety of reasons.

5 Percentages total to more than 100 since respondents could make multiple selections.

Perspectives on driving divestiture and carve out value
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Raising the bar
Recerving more value
from your carve-out

Although strategic, rather than financial, factors are
considered the most important drivers in the survey,
companies remain intent on achieving the expected value,
and an impressive 85 percent of sellers reported being
satisfied with the value of their most recent divestiture.
Sixty-eight percent of surveyed executives reported
receiving the value they expected, while 17 percent walked
away with a price that exceeded expectations. (Figure 3)

According to the survey, all-cash sales are by far the

more common terms when divesting. Ninety percent of
respondents indicated they typically accept an all-cash sale
of the full business unit divested. Other terms commonly
accepted are a seller note (25 percent) and continuing
equity interest (22 percent).®

The most common reason selected in the survey for
receiving a higher value than expected was multiple
competing bidders (44 percent). Other factors selected by
surveyed executives at companies that received a higher
value than anticipated in their last divestiture were strength
and preparation of management team (40 percent),
greater synergies than expected (36 percent), no significant
diligence ‘surprises/issues’ (32 percent), and availability of
financial information and analysis (32 percent).”

In Deloitte's experience, sellers are now focusing more on
preparation than they have in the past. However, sellers
also want faster deal closure. Shortening the gap between
putting an asset on the market and closing the deal often
means less time for diligence. To adjust for this change in
deal mechanics, sellers should develop a detailed separation
plan: mobilizing resources around the deal execution and
transition and to prepare themselves to support the buyer’s
diligence needs and mitigate the operational challenges
that the buyer will likely face in closing the deal.

When it came to surveyed companies who had received

a lower value than expected, only one-third blamed their
management team. Instead, surveyed executives were more
likely to cite factors outside the control of those handling
divestitures — 64 percent indicated the most important
reason for a lower value was deteriorating market
conditions and one-half chose deteriorating operating
performance ®

Figure 3: Value of most recent divestiture compared to expectations

Higher than expected 2
Lower than expected >

“Companies can assess their business
needs over a longer term, with short-term
survival less of an issue than in 2010.
Portfolio assessment and divestitures that
might have been necessary to keep the
lights on in recent years can now be more
strategic and focused.”

Andy Wilson
Partner, M&A Services, Deloitte & Touche LLP

6 Percentages total more than 100 since respondents could make
multiple selections.

7 This question was answered by 25 respondents at companies that
received a greater value than expected in their last divestiture.

8 This question was answered by 22 respondents at companies that
received a lower value than expected in their last divestiture.
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Increasing the number of bidders for increased value
Forty-five percent of surveyed executives at the companies
that received less value than expected for their last deal
indicated a limited number of bidders was an important
factor. The fact that the number of surveyed bidders was

Seller diligence reports — an emerging trend :

chosen by nearly one-half of both those receiving more Whatis it?

value and less value than expected reinforces Deloitte’s . .+ Independently prepared, broad due diligence
experience that sellers who want to increase sales price : report used to facilitate a sale

should avoid single-bidder, exclusive deals. While these g « Allows prospective purchasers to receive

deals can be attractive for reasons other than price, multiple | . identical independent information and analysis

bidders can increase the seller’s leverage for improved
terms overall. Additionally, a well-run auction, with proper
levels of preparation by the seller, can actually be more
timely than a single-bidder, exclusive deal, due to the ~
competitive nature of the process. J. - Cleared with management for factual accuracy

« Paid for by the seller

» Supports auction/managed sale process with
- deep access to data - )

Sellers looking for a quick deal with multiple bidders might QSRR NTe2
want to consider commissioning a seller diligence report, .
an emerging trend for U.S. transactions. In Deloitte's
experience, it can be an effective tool for facilitating a
highly competitive auction process. In Europe and the UK,
it is known as vendor due diligence. » Reduces disruption — target is subject to only
one detailed due diligence process controlled

- Facilitates and accelerates the sales process

- Reduces opportunities for buyers to re-trade on —_
price :

A separation can offer significant opportunities to increase R by seller
the tax efficiency of the separated business, potentially .
increasing the transaction’s long-term value. Yet, many
companies overlook these tax-saving opportunities until
after the deal is done, when it is usually too late. Tax
savings can benefit both the separated business and the
parent company. As the parent company changes its
operations and structure to fit its new size and scope,
there may be opportunities to restructure operations in a
more tax-efficient manner that can significantly impact its
performance going forward.
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Finding the “right fit,”
at home and abroad

According to the survey, price once again leads the reasons for choosing a buyer by a wide margin, with 46 percent of
responding executives calling it the most important factor and roughly three-quarters placing it in the top two. (Figure 4)
Fifty-four percent of surveyed executives ranked speed and certainty to close as one of their top two factors, but just

19 percent indicated it was the most important. The third most selected reason for choosing a buyer was good fit for
management/employees, with 28 percent of respondents ranking it as the number one or two reason.

Figure 4: Most important factors when choosing a buyer

Highest price 46% >-76%

Speed and certainly to close 19% > =54%

Good fit for management/

13% > -28%
employees

Ability to have an ongoing

. o 7% > =15%
customer/supplier relationship

Not a competitor 8% > =14%

Ease of transition 7% > =12%

[0 Ranked #1 Ranked #2
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In the survey, respondents indicated that domestic
corporate buyers were more often preferred, but
somewhat less than in the 2010 survey. Fifty-nine percent
of surveyed executives indicated their companies prefer or
somewhat prefer domestic corporate buyers compared to
70 percent in 2010. (Figure 5) According to the survey, the
other types of buyers that respondents favored were cross-
border corporate (32 percent) and domestic private equity
(31 percent). However, surveyed executives were less likely
to prefer private equity buyers than they were in 2010.
Only 31 percent of surveyed executives indicated their

Figure 5: Preference for types of buyers

Domestic corporate

Cross-border corporate

Domestic private equity

1%

Cross-border private equity 9%

1%

Sovereign wealth fund 7%

Prefer

Note: Some percentages do not add up to total due to rounding.

Foreign strategic buyers also declined significantly as

a percentage of the overall market for U.S. divestitures

in the first nine months of 2012. They accounted for

11.8 percent of the buyer base compared to 14.5 to

19.4 percent from 2006 to 2011. But cross-border private
equity buyers have become more prominent, acquiring
3.7 percent of the deals in the first nine months of 2012,
up from no more than 1.1 percent from 2006 to 2010.

9 Source: Thomson One Financial
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companies prefer or somewhat prefer domestic private
equity buyers, compared to 42 percent in the 2010 survey.

The declining preference for domestic corporate buyers
among the companies surveyed is reflected in the actual
deals in the marketplace. Domestic corporate buyers have
represented roughly 70 percent of the buyers for U.S.
divestitures from 2006 to 2010, but dropped to 57 percent
in the first nine months of 2012. In contrast, domestic
private equity bought 27.5 percent of the deals during

that same period, showing significant growth. In Deloitte's
experience, private equity has been bidding aggressively on
good deals.

59%

Somewhat prefer

Based on these trends in the marketplace, companies
might want to reduce their overwhelming preference for
domestic corporate buyers when it comes to marketing
deals. Eighty-four percent of surveyed executives indicated
their companies marketed divestitures over the last

24 months to domestic corporate buyers, followed by
domestic private equity (49 percent) and cross-border
corporate buyers (45 percent). Companies that market
more broadly beyond domestic corporate buyers will likely
have the ability to expand the number of bidders and
potentially the value they achieve.’
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2012 showed big changes in who is buying U.S. assets, with a significant
decline in domestic corporate buyers. Companies that look across borders
and to private equity for potential buyers can increase their number of bids,
which in turn, may increase their chances of getting the price they want.

Potential obstacles

Cross-border buying is driving more and more deals. But don't underestimate the challenges.

Considerations

Target
identification

in cross-border deals

Difficult to define target
Multinationals may struggle to get initial interest from targets

Initial discussions may be one-sided with unreliable information
provided

Negotiation
process

Traditional “Western” M&A process model often requires
modification

Hesitancy of target to fully “open up” often necessitates long-term

commitment
Significant amounts of patience and energy required
Decisions are often revisited, extending negotiations

Difficulty in enforcing and honoring terms

Price
expectations

Higher price expectations/premiums due to local growth and equity

market
Aggressive growth model

Seller's price not always supported with valid valuation
methodology/financial data

Peer comparisons can occur even when under confidentiality
agreement

Information
expectations

Data often unavailable or unreliable (multiple sets of books)
Reluctance to provide actual financial statements

Timeliness of information

Due diligence
process

Unwillingness/slowness to disclose information
Target's lack of experience handling due diligence

Target can be overwhelmed by team and complex information
requests

Middle market heats up

It appears that when a large company looks across a
border for an acquisition, its goal is a big entity, and so
the company is usually more likely to acquire a unit of a
large company. But when it comes to cross-border private
equity, even the larger private equity firms aren’t often
willing to take on a major commitment in another country,
so they may look more to mid-market companies. Many
private equity funds increased their focus on mid-market
transactions following the financial crisis, and the middle
market is expected to continue to play an important role
in private equity deal activity going forward. In October
2012, year-to-date middle market multiples were at their
highest levels since 2005, and quality assets continue to
trade at a premium.

Looking at the private equity market overall, the current
high levels of uninvested capital held by private equity
firms may significantly increase the demand for quality
assets. In addition, companies continue to hold historically
high cash balances. If the economy continues to improve
and the capital markets stabilize, investors will likely press
firms to put their excess capital to work. This potential
increase in private equity and corporate activity may have a
significantly positive impact on transaction multiples.

10 Source: Thomson One Financial
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Points to maximizing value:

Shorten the waiting game

* Presale preparation: |dentify risks and potential issues that could derail the process or affect value

retention; line up advisors early and clarify their roles.

* Closing: Execute smoothly and relentlessly — establish a clear timeline for the sales process and post

transaction services.

Getting a good deal for a carve-out should start with
looking at the asset from a buyer's perspective. Sellers
should study financial and operating data well before

they reach out to potential buyers so they can develop

a strategy for addressing issues buyers believe will cause
difficulty and diminish value once the business is separated
and sold. But less than half of survey respondents

(43 percent) indicated their companies evaluate individual
business units at least annually to determine whether

they should be divested. Forty-five percent only consider
divestiture when there are performance or strategic issues.
This lack of routine evaluation may cause companies to
miss opportunities, or rush distressed units onto market
without adequately preparing for a sale.

Perspectives on driving divestiture and carve out value

Surveyed executives were more likely to list financial tasks
as being important to bringing a deal to market. The top
tasks named in the survey were prepare carve-out financial
statements (74 percent), perform a detailed business
valuation (74 percent), analyze potential deal structures
and related costs/benefits (70 percent), and perform a
detailed financial projection (65 percent). (Figure 6) These
are of critical importance for deal execution — getting
from first bid to signing to closing — and often have a
long lead time, with support needed from internal parties
as well as from external advisors. But a variety of more
intangible tasks — such as developing a strategic focus

for the business, development and succession planning in
the carve-out, and separation planning for achievement —
can ultimately drive value for both the buyer and seller six
months, one, and five years later.
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Figure 6: Key tasks in bringing a deal to market

Prepare carve-out financial statements 74%

Perform a detailed business valuation 74%

Analyze potential deal structures and related costs/benefits 70%

Perform a detailed financial projection 65%

v

Assign a dedicated team of internal resources to prepare the business for sale 61%

v

Prepare a carve out/transition plan 59%

\J

\J

Perform detailed pre-sale due diligence 55%

Identify and quantify potential buyer synergies 53%

\J

Involve management of the business in the sale process 51%

\/

Establish a retention/incentive plan for management of business for sale 46%

v

Analyze stranded costs and develop plans to minimize 41%

Prepare a vendor due diligence report to share with potential buyers



Engage employees to boost morale

Major challenges when attempting divestitures have to do
with employees and communicating with them. Sensitivities
with employee morale of the for-sale business was selected
as a challenge by 93 percent of executives surveyed, with
46 percent indicating it was very challenging. (Figure 7)
Nearly as challenging was lack of communication with

the organization on future plans for the business for sale,
selected by 82 percent of surveyed executives.

These two issues are closely related — morale is often
likely to suffer when rumors abound and employees
speculate about their future. Effectively transitioning an
organization requires a strategy to proactively engage
employees and reduce their uncertainty. Preparing
managers and executives to communicate with their
people and lead them through change is important to
the process. Employees need to understand the decisions
that may impact them before any public announcements
are made. Functions such as human resources, internal
communications, and finance are critical in influencing
employee morale.

But many companies fail to address employee engagement
and morale when planning a divestiture. When asked
about important tasks to perform in bringing a deal to
market, only 46 percent of executives surveyed chose
establish a retention/incentive plan for management of
business for sale. (Figure 6) Short-term incentives based
on performance milestones or a time horizon are effective
for retaining specific employees and maintaining their
focus. A divestiture often leads to ambiguity in roles and
accountability, with conflicting priorities between the new
and old companies, resulting in escalating levels of anxiety
for employees. In Deloitte's experience, companies that
implement an effective employee engagement strategy
mitigate these challenges and bring their deal to market in
a timely manner and more efficiently.

According to the survey, after employee morale, the
factor most often selected as very challenging when
attempting divestitures was a lack of internal resources,
chosen by 32 percent of executives, with an additional

41 percent saying it was somewhat challenging. (Figure 7)
Deloitte views the lack of qualified internal talent as a
growing obstacle to effective divestitures. In the economic

Figure 7: Challenges when attempting divestitures
Percentage responding very or somewhat challenging

Sensitivities with employee morale of the for-sale business 46% 48% > -93%

Lack of communication with the organization on future
plans for the business for sale

22% 59% > =82%

Complexity of executing carve-outs 26% 53% > =78%
Confidentiality requirements of the transaction restrict
yreq _ , , 28% 48% > —76%
resources that can be involved in the business
Concerns with customer and supplier relationships 18% 58% > =76%
Diverse views on divestitures within the business 20% 55% > =76%
Lack of internal resources 32% 41% > -73%

Inability to generate required carve-out financial information 15% 47% > —61%

[T Very challenging [l Somewhat challenging

Note: Some percentages do not add up to total due to rounding.
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downturn, many companies dismantled their corporate
development teams due to a lack of deals and a drive to
reduce expenses, and no longer have the talent needed

to pull them off. However, many development teams

are now retooling and re-staffing as companies look for
new ways to handle the ebb and flow of deal activity. If a
company doesn’t have the know-how to plan and execute
divestitures, it can be a critical obstacle to effectively
closing deals.

Since nearly three-quarters of executives surveyed
selected a lack of internal resources as a challenge, it's
not surprising that nearly all reported using external
service providers to assist in completing divestitures.
Ninety percent of the companies surveyed use external
service providers, such as consultants, legal advisors,
and banking advisors in divestitures at least sometimes,
with 62 percent saying they use them always or

often. Executives surveyed were more likely to say an
important factor in their decision on whether to use an
external service provider was the complexity of the deal
(81 percent.) A little more than half of executives surveyed

each chose the deal size, availability of resources, and lack

of internal expertise/capabilities."

Divestiture Survey

When it came to the time required to complete
divestitures, roughly three-quarters of surveyed executives
indicated their last divestiture required 12 months or less
from the time the decision was made to sell the business
until execution of the purchase agreement, including

25 percent who indicated it took six months or less.
However, 51 percent indicated their last divestiture took
more time than expected, while just 6 percent indicated it
took less time.

Negotiating the deal was blamed as the biggest hold-up
for executing divestitures. Roughly half of executives
surveyed indicated both the negotiation of transaction
agreements and the negotiation of price were primary
reasons their company's last divestiture didn't close as
quickly as planned. (Figure 8) Other common reasons
chosen were buyer diligence, preparation of the business
for sale, regulatory approval, and separation of the
divested business."

Figure 8: Primary reasons divestiture required more time than expected
Base = executives at companies where most recent divestiture required more time to complete than expected

Negotiation of price

v

Buyer diligence 39%

Preparation of the business for sale 36% >

Regulatory approval

Separation of the divested business

Preparation of “Remain Co” to be independent of divested business 7% >

Arranging financing

11 Percentages total more than 100 since respondents could make multiple selections.
12 Percentages total more than 100 since respondents could make multiple selections.
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Transition Services

Agreements (TSAs)

Transition service agreements (TSAs) are typically the
default option when complex, hurried transactions require
the parent company to provide transitional services to the
divested unit after a deal closes." Eighty-seven percent

of executives surveyed indicated their companies provide
TSAs, but the largest percentage (39 percent) indicated
they like to avoid TSAs, but will provide if necessary.
(Figure 9) Twenty-six percent indicated their organizations
like TSAs to facilitate divestiture and manage costs, while
22 percent indicated they are a common practice in order
to sign-up buyer.

Companies can benefit by using TSAs as a deal-making
strategy. Based on Deloitte’s experience, transition services
are a necessary, if undesired, part of many divestitures.
Even in situations where the deal team does not want

to use TSAs, planning for them avoids the possibility of
unfavorable last-minute service negotiations. Companies
can be better prepared for Day 1 and reduce risk if they
plan for the contingency of using TSAs and then later, if
feasible, remove or reduce the scope of services.

Figure 9: Organization’s practice for providing TSAs

Like to avoid TSAs, but will provide if necessary

Like TSAs to facilitate divestiture and manage costs

Common practice in order to sign-up buyer

Never provide TSAs

For surveyed companies that do provide TSAs, the
services offered most frequently are finance/accounting
(72 percent) and IT (71 percent).' Twenty-eight percent
of executives surveyed indicated their company typically
provides services in purchasing and 23 percent provide
other types of services. In addition to being offered more
frequently, these services agreements for these services
tend to have the longest required durations and the most
cross-functional dependencies. Companies will likely want
to consider this as they develop service delivery and exit
plans to help avoid business disruption when the transition
agreement ends.

Companies should consider drafting TSAs with the end

in mind, having a clear idea of how they will exit the
agreement. Roughly 80 percent of surveyed companies
typically provide TSAs or Reverse TSAs for one year or
less. Forty-one percent indicated the typical duration is six
months or less while 39 percent indicated the agreements
last 7-12 months.

39% >

22% >

-

13 Source: “CFO insights: Divestitures and Carve-outs: Becoming a Prepared Seller,” Deloitte, 2010
14 Percentages total to more than 100 since respondents could make multiple selections
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When it came to costs, 69 percent of executives surveyed
indicated that they had found that cost estimates for TSA
services were fairly accurate compared to expectations.
Among the remaining executives, 23 percent reported
costs were under-estimated, and 8 percent indicated they
were over-estimated.

This finding indicates roughly a quarter of companies
may routinely fail to charge a sufficient fee when they
offer TSAs. When developing a proposed TSA service
price, it is important for companies to do their internal
homework. What are the one-time costs? What are the
monthly recurring costs? In setting the service price,
companies should consider different pricing options
including cost-plus (cost plus a percentage surcharge),
cost escalation (percentage increase each month over the
duration of the TSA), and minimum fee (to protect against
investments such as the cancellation of services soon after
legal close of transaction).

In Deloitte's experience, there are often cheaper and more
efficient options to TSAs since neither party is typically in
the service-providing business. However, TSAs can also
benefit the seller by giving it more time to restructure its
systems and mitigate stranded costs.' Organizations that
provide TSAs should not rely on them as a way to avoid
tough decisions. Parent companies should develop accurate
costs, defined service levels, and detailed exit plans.'®

Divestiture Survey

The impact of inflation is often overlooked in service
agreements. The option to increase or pass-through cost
increases is an important negotiation point for sellers,
particularly for multi-year agreements. For buyers, cost
surprises tend to materialize in the form of TSA exit

and replacement costs. If the seller is benefiting from
economies of scale that the buyer cannot replicate, a
pragmatic sourcing process can help reduce unexpected
budget overruns.

TSAs and stranded costs were named in the survey

as the biggest challenges after a deal closes. Twenty-
eight percent of executives surveyed indicated TSAs were
the biggest continuing challenge after their companies'
most recent divestiture, while 23 percent indicated
stranded costs. But neither issue appears to receive the
attention it deserves at many companies. Only 55 percent
of executives surveyed listed prepare a carve-out/
transition plan as an important task to perform in bringing
a deal to market, and only 41 percent selected analyze
stranded costs and develop plans to minimize. Other
common challenges after a transaction ends are retained
contingencies/exposure (19 percent) and shared customer
issues (12 percent).

When developing a stranded cost program, companies
should not limit their view to exiting TSAs since they will
risk "moving the sand around." Addressing stranded costs
requires a detailed program that focuses on the required
cost/expense footprint for the entire organization.

15 Source: “Corporate Development 2012: Leveraging the Power of Relationships in M&A,” Deloitte, 2012
16 “CFO insights: Divestitures and Carve-outs: Becoming a Prepared Seller, " Deloitte, 2010
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It at first you don't succeed. ..
consider putting your business
back on the market

“Pulling a business from the market so
you can refocus the strategy, refine its
market message before re-launching a sales
process, can be more effective than trying
to close a deal that is going bad.”

Andy Wilson
Partner, M&A Services
Deloitte & Touche LLP

Nearly one-third of executives surveyed indicated their
companies had one or more planned divestitures that
didn’t succeed over the last 24 months. The most common
reasons for not completing divestitures, chosen by half or
more of surveyed executives, were unable to get acceptable
value and unable to get acceptable deal terms. (Figure 10)
Roughly one-quarter blamed both change in the external
market and the buyer's inability to secure financing.

Whatever the reasons a divestiture was derailed, many
companies don't wait long to begin searching for a new
deal. Among surveyed companies that had planned
divestitures over the last 24 months that didn’t succeed,
64 percent reported they had put the business back on the
market or were planning to. In Deloitte's experience, the
sooner a company can bring a deal back to the table, the
more its chances are improved. That way, they don't lose
momentum, and much of the diligence work and financial
preparation remain relevant.

Completing a divestiture effectively requires a proactive
strategy of approaching the deal from a buyer's
perspective. It's critical to recognize that the true value
of a business is the current and potential income it will
generate for the new owner. Carefully preparing the
business for achievement after it is divested is another
way to increase value. Identifying gaps for a buyer builds
credibility and helps to eliminate uncertainties.'”

17 "Corporate Development 2012: Leveraging the Power of Relationships in M&A,” Deloitte, 2012

Figure 10: Reasons for not completing divestitures

Base = Executives at companies where some divestitures over last 24 months did not end in a closed transaction

Unable to get acceptable value

Unable to get acceptable deal terms

Change in the external market

24%

Buyer unable to secure financing

21%

Change in corporate management/strategy

13%
Unexpected diligence issues

Change in operating performance

8%

Carve-out complexity

\J

63% >

v ‘

50%

Note: Percentages total to more than 100 since respondents could make multiple selections

32 Perspectives on driving divestiture and carve out value



Divestiture Survey

Afterword

The art of divesting: Enhance value and save time
Make divestiture part of your core business strategy, regularly evaluating all assets as potential candidates.

Increase the number of bidders and strengthen your management team’s understanding of the business
being sold to increase the odds of getting the value you want.

Look across borders for potential buyers with ready cash and a need for growth.

Prepare for diligence and deal execution to streamline and accelerate the process.

Position the business from a buyer’s perspective, anticipating their priorities and considering potential
stumbling blocks. :
6. Be prepared with detailed, consistent, accurate data (historical and forecast) and regularly update it.
7. Set and execute against a timeline. ‘
8. Initiate tax planning up front. :
9. Don'trely on TSAs as a default option — look for improved, cheaper solutions.

10. If you need to put an asset back on the market after a failed deal, move in a timely manner.

The federal budget negotiations, coupled with a fragile
recovery, create significant uncertainty over the outlook
for divestitures in 2013. Despite the lack of clarity, pent-up
demand remains with both corporate and private equity
buyers looking to spend cash and position themselves

for growth.

Companies should consider making divestitures part of
their core business strategy by regularly evaluating their
portfolios to identify potential candidates for divestiture,
rebuilding their corporate development teams, assessing
sale readiness from a buyer’s perspective, and carefully
evaluating the effectiveness of TSAs. Thorough preparation
and solid execution are important to increasing deal value
and closing deals in a timely manner and efficiently.




Profile of respondents

Deloitte conducted a survey of 148 executives who have
been involved in divestitures or carve-outs to gain insights
on their experiences. The survey was conducted online
from October to November 2012. Deloitte conducted a
prior divestiture survey in 2010.

Roughly 60 percent of respondents worked at companies
that had completed at least one divestiture within the last
24 months. Thirty-six percent of their companies completed
one or two deals and 23 percent completed three or more.
Sixty-six percent of the large companies (annual revenues
of $1B or more) participating in the survey had completed
divestitures compared to 51 percent of smaller companies
(annual revenues of less than $1 billion).

Forty-two percent of the respondents worked for
companies with less than $1 billion in annual revenues,
with 23 percent at companies with revenues of $1 billion
to $5 billion and 35 percent at companies with revenues of
$5 billion or more.
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The companies surveyed represented a variety of industries
including 33 percent from manufacturing, 16 percent
from financial services, and 12 percent each from the
technology/media/telecommunications and energy/
resources sectors. Seventy-eight percent of the companies
are headquartered in the United States, and 60 percent are
publicly-held.

Regarding the role of the respondents, 42 percent work
in strategy or business development, 41 percent work in
finance, and the remainder had other responsibilities.




Deloitte, together with the Deloitte Touche Tohmatsu
Limited (DTTL) member firms around the world, is a
leading, global divestiture advisor. We have developed

a divestiture methodology that leverages cumulative
experience from thousands of transactions, and is tailored
to the specific needs of each client. Deloitte has advised
many of the world's leading companies through large,
complex divestitures by helping them become a prepared
seller, reducing risk, accelerating separation timing, and
protecting the value of both the divested entity and the
parent company. Whether they are sellers, buyers, or part
of a business unit changing hands, Deloitte’s approach can
help business leaders confront the challenges across the
divestiture lifecycle.

Our Divestiture Services practice is made up of more than
6,100 financial advisory, consulting, tax and accounting
professionals within Deloitte and the DTTL member firms
around the world. We provide corporate buyers and sellers
as well as private equity investors with a broad continuum
of advisory services supporting divestiture strategy, pre-sale
due diligence, transaction execution and separation
planning and value realization across many industries and
business functions.

Divestiture Survey
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Meet our authors

Ellen Clark is @ managing director and
member of the Deloitte Corporate Finance
LLC's Manufacturing group where she focuses
on Automotive OEMs, Suppliers and Service
Providers. Ellen has more than 19 years in
investment banking and has served as lead
advisor for the sale or acquisition mandates
of numerous public and private companies
in industries that include automotive, metal,
industrial, specialty chemical and marketing
services. She has completed more than 75
transactions, including public and private
debt and equity placements and merger
and acquisition transactions for public and
private clients.
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tax, and finance services relating to divestitures,
carve-outs, joint-venture combinations and sales
of businesses. Over the last 20 years, he has
worked with many of Deloitte & Touche LLP's
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clients, leading buy- and sell-side due diligence
services for domestic and international M&A
transactions. In connection with this work, Andy
has significant experience in helping companies
increase the value of dispositions through
effective sell-side due diligence. Previously the
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Andy’s experience covers a broad range of
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broad network of global resources. Andy has
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in various industries. These transactions include
corporate sale mandates, corporate carve-outs
and divestitures, buy-side transactions,
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business advisory.
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finance and investment banking services
including, mergers & acquisitions, business
valuation, bond trading/portfolio management
and general business advisory services. He utilizes
DCF’s industry specialists combined with the
Deloitte and Touche LLP’s Global Industry team
to bring a targeted global solution to his clients.
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Services LLP and a managing director with
Deloitte Corporate Finance LLC. In each of his
roles, he is focused on the marketplace. He
utilizes the strength of a leading global financial
services firm, with over 165,000 professionals,
to solve client specific issues.

Jeff Weirens leads Deloitte Consulting’s Global
Merger Integration and Divestiture practice.

He serves as a trusted advisor to senior client
executive teams and Boards of Directors on
improving shareholder returns through effective
execution of acquisition, divestiture and
restructuring strategies.

With over 20 years of experience, Jeff works
closely with both strategic and private equity
clients across the entire M&A lifecycle. He
specializes in establishing merger integration and
divestiture governance, organization, operating
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transition service agreements and resulting cost
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Sellers, conditions
are ripe.

Time to take a bite
at the apple




Why are conditions so ripe?

A confluence of market events that include tax law
changes, pent up supply of corporate cash, uninvested
private equity capital, renewed strength in the leverage
markets, pending exits by private equity, and increasing
transaction multiples generates a set of circumstances that
could lead to a robust second half of 2012. Many sellers
may be compelled to take a step into the M&A markets
(i.e., their first bite at the apple) because of the favorable
market conditions while others could look to explore
recapitalizations and take some money off of the table,
while helping themselves to a second

"bite at the apple” upon a subsequent sale. In either case,
conditions look to be ripe for both.

The current tax environment

Late last year, Congress approved and President Obama
signed legislation that extended the more favorable
Bush-era tax rates for individuals — which were about to
expire — through 2012. The legislation also put into place
a temporary estate tax regime for the same period. With
the prospect of both of these tax laws scheduled to expire
at the end of the year, individuals once again face the

same uncertainty over future
tax rates that existed through
2009 and 2010.

If Congress fails to adopt a
more permanent tax structure
before the end of 2012, the
income tax and estate and
gift tax rates would revert
to pre-2001 law as shown
in Exhibit 1. Such an event
would usher in across-the-
board tax increases for all
taxpayers. Although there is
nearly unanimous support
for preventing tax increases

Perspectives on driving divestiture and carve out value

on low- and middle-income taxpayers, the debate over
taxation of higher-income individuals continues.

Lawmakers continue to struggle with reaching an
agreement in a timely manner during the 112th Congress,
and that pattern is expected to continue as they focus

on the expiring tax cuts as well as a host of other tax

and budgetary issues. As a result, the tax landscape for
2013 may not become certain until days before the end
of 2012. In the lame duck period that will occur after the
November 2012 election, but before a new Congress and
the next presidential administration take office, the path
of least resistance for the current Congress and the White
House could be a second temporary extension of tax cuts.
A one or two-year extension would create the space for

a tax reform debate that could resolve the issues on a
permanent basis. However, the political environment next
fall and the outcome of the November elections could alter
this path.

Deduction Phase Out Limitations

Exhibit 1
Tax Rates Czugaglr/lztl).;a;v 2013 Change
Ordinary Income
$379,150— 35.00% 39.60% 4.60%
$212,300-379,150 33.00% 36.00% 3.00%
$139,350-212,300 28.00% 31.00% 3.00%
$69,000-139,350 25.00% 28.00% 3.00%
$17,000-69,000 15.00% 15.00% 0.00%
$0-17,000 10.00% 15.00% 5.00%
Qualified Dividends 15.00% O(L‘:Ji:?; ;_”gooor/:)e Up 0 24.60%
Long-Term Capital Gains 15.00% 20.00% 5.00%
Personal Exemption and Itemized

Gone Restored




The price of indecision

This pattern of legislating does not afford individuals or
companies the luxury of waiting to plan tax decisions until
Congress reaches an accord. Companies (and individuals
for that matter) would do well to consider tax planning
decisions far before the end of 2012 based on whether
one expects the current rates to continue or change
beginning in 2013.

The prospect that Congress could act on broad tax reform
in 2013 or 2014 raises new tax planning concerns. For
more than a decade, high-income taxpayers have planned
with an assumption that eventually taxes and tax rates
would increase. Many reasonably may continue to hold
that view, particularly with respect to rates on capital gains
and qualified dividend income.

In the face of such uncertainty, it is tempting to do nothing
on the grounds that it is too hard to know what to do. Of
course, in tax planning, a decision to do nothing is still a
decision and could be a bad one. It is believed significant
tax changes will occur, although those changes may not
occur before 2013 or 2014 and may phase in over time.
Until change comes, taxpayers may find that disciplined
planning under the present law could produce potential
benefits.

Exhibit 2
Global M&A Deal Value Begins on a Slow Note in
2012, but Positive Indicators Remain
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Exhibit 3
U.S. Cash Holdings for Members of S&P 500 Index
$ in billions
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over the past five years.

As shown in Exhibit 2, despite a rebound in M&A activity
in 2010 off the lows of 2009, M&A has since pulled

back in 2011 and into the latest twelve month period
("LTM") ended Q1 2012. While economic fundamentals
have improved, market uncertainty from the second half
of 2011 appears to have affected transaction activity

for 2012. Evidence of this decline is seen in both lower
total transaction value (down 20.6% in LTM Q1 2012
compared to LTM Q1 2011) and in the reduced number of
announced deals (down 8.9% in LTM Q1 2012 compared
to LTM Q1 2011).

However, while there remains uncertainty in the market
around the expiration of the Bush tax cuts discussed
previously and general concerns with ballooning U.S.
government debt, there are signs that point in favor of
increased investment activity for the balance of the year.

The accumulation of cash and uninvested capital

The U.S. economic recession had several foreseen and
unforeseen impacts on both corporations and private
equity firms during the past few years. One of the most
intriguing results has been the buildup of liquidity, which
has helped to set the table for the anticipated growth in
ME&A activity.

Corporate cash

It has been well documented that, over the past few

years, many companies have focused on deleveraging

their balance sheets and enhancing their liquidity positions
given the volatility in operations and uncertainty in

the capital markets. This concerted effort to shore-up
corporate balance sheets during the recession has
positioned companies with reduced debt levels and strong
cash balances, which could be used to pursue M&A activity
as a vehicle for growth.

As illustrated in Exhibit 3, at the end of December 2007,
cash holdings for members of the S&P 500 Index were just
under $1.0 trillion. This represented a relatively consistent
level of cash from the previous few years. However, at the
end of March 2012, this same group’s cash holdings had

Divestiture Strategy
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grown over 73 percent to $1.7 trillion, a near-record high.
These historically high corporate cash balances, coupled
with the slowly improving economy and the stabilization
of the capital markets, will likely result in greater pressure
from stakeholders to reduce cash balances and put this
excess capital to work.

Prior to the most recent economic downturn, companies
maintaining large cash balances often became a target
of heightened takeover speculation or may have faced
shareholder pressure to reduce cash holdings and/

or return excess cash in the form of dividends. As the
markets continue to stabilize and the economy improves,
it is reasonable to expect these same pressures to mount,
possibly resulting in a gradual decline of cash balances
to lower historic levels. While companies have various
options for utilizing excess cash balances, it is likely that
acquisitions may be a significant component of the cash
utilization.

While there are many different possible uses for this cash,
including dividends and share repurchases, slow GDP and
organic revenue growth could lead some companies to
begin an acquisitive growth strategy. Further, companies
with high cash balances have less need to rely on

debt financing to fund acquisitions. At the same time,
low borrowing costs of debt financing make funding
acquisitions with debt very attractive.

During the economic expansion between 2005 and 2007,
private equity played a significant role in the expanding
M&A market. With access to relatively inexpensive debt
capital and the ability to apply higher than normal leverage
to acquisitions, private equity funds were able to offer
competitive valuations and complete more deals.

However, the credit crisis in the fall of 2008 and the
subsequent economic downturn decimated the number of
private equity-led M&A transactions. In observing only the
sub-$500 million deals, private equity activity plunged 56
percent from its high point in 2007 to its low point in 2009
(with 398 deals with disclosed multiples observed in 2007
down to 176 deals observed in 2009). With the uncertain
economic environment and the limitation on financing and
liquidity, many funds largely pulled back on their investing
and focused their attention on their existing portfolio and
on raising additional funds. Relative to historical levels, the
number of deals remains high (see Exhibit 4). However, the
average transaction value per deal is smaller.
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Uninvested private equity capital has traditionally grown
at a stable rate. For example, between 2001 and 2007,
uninvested capital grew at approximately 6.6 percent
annually, with private equity firms holding approximately
$207 billion in uninvested capital at the end of 2007.
Between 2007 and 2010, however, the levels of
uninvested capital grew by over 33 percent annually,
reaching $490 billion at the end of 2010.

At the end of the first quarter of 2012, private equity funds
had $425 billion of uninvested capital and, in addition,
409 new funds were in the process of raising additional
capital.

These unprecedented levels of uninvested capital held by
private equity firms are expected to increase the pressure
and motivation for these funds to be put to work. While
the ability of private equity funds to apply higher leverage
multiples is still not at pre-recessionary levels, they have
recently found a more welcoming financing market, which
may enhance the competition for deals.

We expect that the build-up of uninvested capital, in
concert with the improving financing market, may drive
a significant pick up in the demand for quality assets.
This anticipated potential increase in activity from private
equity, coupled with a similar increase among corporate
acquirers, may have a significantly positive impact on
transaction multiples.

70% of existing private
equity-backed portfolio
companies were
purchased prior to 20009.

Source — Pitchbook



Private equity exit activity

Indicators exist that indicate that M&A deal volume could
become more robust. According to Pitchbook, there are
approximately 4,200 private equity-backed companies that
sponsors are looking to exit in the intermediate future.
Private equity sponsors may seek to take advantage of the
potential trend of increasing enterprise value multiples to
opportunistically exit their existing investments.

Volume has returned to pre-recessionary levels as seen

in Exhibit 5. Private equity firms exited from $6.3 billion

of investments in 1Q 2012, compared to just $4.4 billion
in 4Q 2011. Private equity exits could remain strong in
2012 as, according to Pitchbook's Private Equity Trends
1Q 2012, the median time from buyout to investment exit
for private equity firms was 4.8 years in 2011 and 70% of
existing private equity-backed portfolio companies were
purchased prior to 2009.

Exhibit 5
U.S. Mid-Market Private Equity Exits Deal Value & Volume
(Less than $ 500MM)
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Private equity add-on activity

While the volume and transaction size of private equity
deals has certainly curtailed since 2007, as shown in
Exhibit 6, for the first time in the past decade, more than
half (54%) of private equity buying activity was related to
add-on investments in the first quarter of 2012. This is one

Exhibit 6
Private Equity Add-on Activity
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reason why the average transaction size has fallen in the
past three quarters.

A closer look at transaction multiples . . .

With the economic downturn came depressed earnings
multiples within M&A transactions. Exhibit 7 looks at
disclosed deals valued under $500 million across industries
and the corresponding Earnings Before Interest, Taxes,
Depreciation and Amortization (EBITDA) multiples.

Since 2003, the average observed earnings multiple was
7.1 times EBITDA. During this same period, the lowest
average earnings multiple for a given year occurred in
2009 with an average multiple of 5.2 times EBITDA, about
two turns below the average. 2010 brought a healthy
rebound in valuations and a significant strengthening of
earnings multiples to 7.3 times EBITDA, just above the
average. This rebound is especially impressive given the
low financing levels that were still being experienced
during most of 2010 and are likely due, in some part, to
improved corporate earnings during this period. Earnings
multiples have continued their upward trajectory increasing
to 7.6 times EBITDA in 2011 and to 8.5 times EBITDA as of
the first quarter 2012.

Exhibit 7
U.S. Median Enterprise Value to EBITDA Multiple
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...and leverage multiples

After the credit crisis, leverage levels for middle market
debt issuers (defined here as those companies having less
than $50.0 million in EBITDA) plunged from a high of 5.6
times Debt/EBITDA in 2007 to a low of 3.3 times Debt/
EBITDA in 2009.

Despite the increase in transaction multiples to 8.5
times EBITDA observed in the first quarter of 2012,
as demonstrated in Exhibit 9, leverage levels have not
followed suit over the same period and, in fact, have

Exhibit 8
U.S. Mid-Market LBO Debt Multiples

declined slightly since 2011, which might suggest some
hesitancy on behalf of lenders to more fully deploy capital.

However, while leverage has not returned to 2007 buyout
levels, banks and other capital providers have returned to
the credit markets in full force offering favorable terms and
pricing. Total leverage has increased to just over 4.0 times
EBITDA for 2010, 2011 and through the first quarter of
2012.
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Could the second bite taste

Divestiture Strategy

better than the first?

What is a recapitalization?

In its simplest form, a recapitalization is a change in a
company’s capital structure. To change its capital structure,
a leveraged company may opt to reduce its debt levels and
issue stock to repay debt, while other companies that are
over-equitized may buy back stock by issuing debt.

Equity recapitalization

Investors like private equity groups allow owners to
create liquidity for themselves by buying up controlling or
non-controlling equity stakes of a business and replacing
debt with equity or replacing existing equity investors.

Advantages

An advantage of an equity recapitalization is that it may
allow owners to take some money off the table but

not completely exit the business. What's more is the
opportunity for owners to take a second bite at the apple
when private equity groups may look to exit the position
after three to seven years and owners sell their remaining
stake along with them. Given the experience that many
private equity groups can bring in improving operational
efficiencies and generating synergies, the second bite at
the apple may potentially be more valuable than the first.

Disadvantages

Downsides of equity recapitalization may include some
disruptions to the operations, a larger commitment

of management time in the short-term to execute a
transaction, an enhanced shareholder base that would
reduce current owner control, and the requirement of the
company to meet some of the restrictive requirements of a
financial buyer, which may include board representation.

Leveraged recapitalization

In a leveraged recapitalization, a company takes on
additional debt leverage with the intention of paying out
a dividend or buying back shares. This strategy provides
cash to shareholders and enables them to continue to
participate in the future growth of the company, while
bearing the risks of a leveraged balance sheet.

Advantages

This strategy provides liquidity to shareholders without
forfeiting operational control of the company. A leveraged
recap typically takes less time to execute than an outright
sale, and it can provide the mechanism for realigning
ownership and/or replacing disinterested shareholders.

Disadvantages

Potential downsides of a leveraged recapitalization are the
financial strains of a leveraged capital structure, potentially
restrictive debt covenants, and the potential for reduced
flexibility to invest in future opportunities without further
equity support.

“Owners who are desiring
liquidity should consider
executing a transaction prior
to year end, before the
expiration of current tax
law, which could result in
material tax savings.”

What is a dividend recapitalization?

A dividend recap is a leveraged recapitalization strategy
that replaces a portion of a company’s invested equity
capital with debt financing. The proceeds of such financing
are then distributed to the owners of the business in the
form of a dividend. In doing so, owners are able to take
some money off the table while still maintaining ownership
in the business. That said, dividend recaps may only be
applicable for companies that have a performance profile
that would be attractive to the financing markets.
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As demonstrated in Exhibit 1, if federal tax law reverts to
pre-2001 law, as is currently scheduled, then the tax on
dividend income would increase from the current 15%
level to upwards of 39.6% (depending on income levels),
an increase of up to 164%! Furthermore, taxes on capital
gains are also expected to increase, which means owners
who are desiring liquidity should consider executing a
transaction prior to year end, before the expiration of
current tax law, which could result in material tax savings.

Given all of the factors discussed above, it may be
reasonable to expect that we are on the brink of a
strong M&A market, which is likely to increasingly favor
sellers for the balance of the year. The well-capitalized
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position of most of the buyer universe, combined with
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increasing deal volumes, assuming the economic
environment continues to improve.
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take advantage of these factors and to potentially benefit
from the potential environment of premium pricing in the
M&A market and the current favorable tax environment.
These factors represent a significant change from the
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Sell-side considerations for
middle-market companies

Starting and growing a business is tough; exiting it can

be even tougher. An owner of a private, mid-market
company who is contemplating its sale should execute

the process with forethought and precision; the owner
should sell for the right reason, have an understanding

of value, and be prepared to address a host of financial,
operational, technology, and human resource issues during
the transaction. The process can be daunting, especially
because achieving goals in running a company — whether
it is a longtime family business or an up-and-coming
entrepreneurial firm — doesn’t necessarily translate into
achieving those goals when selling it.

When is it time to sell?

Owners of mid-market companies face numerous issues
and challenges leading up to and during the sale process.
One big question: When is the preferred time to pursue

a transaction? Oftentimes, the decision involves three
considerations: company-specific variables, existing market
conditions, and synergy opportunities with potentially
interested parties.

Owners of mid-market companies face numerous
issues and challenges leading up to and during the
sale process. One big question: When is the
preferred time to pursue a transaction?
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Company-specific variables

Many owners of entrepreneurial firms typically are good
at starting businesses but may not be as adept at handling
the myriad challenges typically encountered throughout

a “normal” company lifecycle; at a certain point in the
company'’s growth, an owner may realize: “I'm great at
marketing but need additional human and financial capital
to take this business to the next level.” Another trigger
might arise from a life event or from a desire to pursue
other interests. Alternatively, a second-generation owner
may feel that their passion for the business is waning or
that their children aren't interested in or capable of taking
over the business.

Existing market conditions

Many people think their baby is the most beautiful in the
world; however, pride of ownership can make it difficult
for owners to determine the appropriate price for their
company. An entrepreneur who has devoted years to
building a business or an owner who considers a family
company to be their legacy may find it difficult to take

an objective view of the company, resulting in an inflated
perception of value, and become frustrated in their
attempts to consummate a transaction. Conversely, if an
owner is looking for a quick exit and suggests a willingness
to accept a price that is below the market’s perception

of value, the owner not only risks forfeiting the financial
rewards to which they are entitled (especially if estate and
gift taxes are part of the sales equation) but also invites
potential buyers to negotiate the price down even further.

It also can be challenging for owners to identify the
“windows of opportunity” in which to sell the business

at the desired price. Important questions to ask include:

Is the overall market for selling companies favorable? Will
my company’s recent performance garner an attractive
price? Am | emotionally ready and financially prepared to
exit my company? While conditions rarely align perfectly,
the answers to these questions should be acceptable or
the owner/entrepreneur may be better served to delay the
possible transaction.
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Fortunately for sellers, recent mid-market deal activity has
been quite favorable (Figure 1). U.S. corporations today
have more cash on hand than any time in history; concerted
efforts to shore-up balance sheets during the recession has
positioned companies with reduced debt levels and strong
cash balances, which could be used to pursue Merger &
Acquisition (M&A) activity as a vehicle for growth'.

Figure1: U.S. mid-market deal value & volume?
(Less than S500 MM enterprise value)
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Additionally, private equity (PE) firms have considerable
available cash to invest in private businesses. At the
end of second quarter 2012, PE funds had $423 billion
worth of capital that they need to put to use, potentially
via mid-market M&A. Another positive that may boost
short-term, mid-market divestiture activity: Capital gains
rates will likely remain at 15 percent until the end of
20124, along with more favorable Bush-era tax rates
for individuals and a temporary estate tax regime'. The
prospect that Congress may fail to extend these cuts or
adopt a more permanent tax structure, as well as the
potential for Congress to act on broad tax reform in 2013
or 2014, raises new tax planning concerns and could spur
numerous transactions in late-2012 and early 2013, as
owners who are desiring liquidity seek to attain material
tax savings.
T "Sellers, conditions are ripe: Time to take a bite at the apple” Deloitte
Corporate Finance LLC, June 2012
2 "Middle Market M&A News, September 2012,”
Deloitte Corporate Finance LLC
3 Ibid
4 http://www.forbes.com/sites/beltway/2012/01/24/
capital-gains-taxes-are-going-up/



While ample capital is available and tax conditions are
favorable, many of today’s buyers are more disciplined
than they were five years ago and will be fairly rigorous
with respect to acquisition prices. They may be willing

to pay for quality assets, but a company seeking to be
purchased needs to demonstrate that it has, among other
characteristics, a defensible position, a proprietary product,
and positive client relationships, in order to attract the
most favorable valuation. Not all cash flow is created
equal; current owners should demonstrate that when
their company is in the hands of someone else, the new
owners should be able to not only maintain but, in fact,
significantly expand upon its historical achievement.

Synergy opportunities

Standalone mid-market companies may offer considerable
synergy opportunities for potential purchasers; among
them, access to new products, technologies, customer
segments or geographic markets, accelerated time to
market, and increased management depth and experience.
It is important that the seller promote any potential
synergies early in the sales cycle to increase market interest
and improve valuation. Also, when a mid-market business
is an important contributor (vendor, service provider) to a
larger company, it may be easier for the mid-market owner
to leverage that relationship and be acquired by the larger
company. However, it is likely that the owner will need
external assistance to determine if the entity is worth more
as part of a bigger company or as a standalone, and when
the time is right to approach potential buyers.

Once a business owner has decided to sell, navigating the
transaction process can bring numerous other challenges.
Among them: identifying and vetting interested buyers.
There may be a lot of pretty candidates, but only a few
really good matches. For example, is a strategic competitor
or a PE firm a more practical option? What about a foreign
versus domestic buyer? Also, how can the seller confirm
bidders’ credit-worthiness, their access to capital, and
governance practices?

The next hurdle is the sale itself. If a business owner wishes
to manage price, can a high price be achieved through

a one-to-one negotiation? Or, must the owner pursue a
broad auction process and risk possible confidentiality leaks
and/or the reputational risk of having a wide sale process
that ultimately may not be consummated? Either option
can become a complex, nerve-wracking game between
seller and bidder that weighs the optimism of the owner
against marketplace realities: Buyers want to get a deal
done at the lowest-possible price, while sellers are looking
to leverage their after-tax proceeds from the transaction.
The current financial and economic environment adds
another wrinkle and can create additional pricing pressure®.

Even when a deal has been reached, the transaction is far
from complete: the current and new owners have much

to accomplish in the period between signing and closing,
including developing an employee retention program,
reconciling disparate compensation strategies, and creating
and implementing an effective employee communications
plan. For some, the process can seem never-ending.

to secure the buy-in of the extended executive team.

Human resource issues can loom large in a company sale

Situation: a large Asian manufacturer is currently entering the U.S. market via the purchase of its third-largest U.S.
competitor. As the manufacturer is entering a new geographic market, one factor to the achievement of goals in
the acquisition is the retention of the management team.

Issue: The company is currently owned by a PE firm, and the management equity incentive plan will pay out multi-
million dollar amounts on the change in control, providing executives with significant "walk-away" money.

Result: A detailed retention plan was developed with three facets. First, it was determined that the roles,
responsibilities, and titles that the executives would have after the acquisition were critical to their continued
satisfaction. A detailed organization structure, reporting responsibilities, and governance structure was developed
to address this. Also, the senior U.S. executives were named to various Board positions in the global parent
company, giving comfort to the management team. Second, a long-term incentive plan was redesigned, allowing
executives to reinvest a portion of their existing equity. The rollover was matched by the company, providing
enhanced opportunity for future wealth accumulation. Third, the business rationale and leadership team vision of
the new organization was developed in detail and communicated by the leadership jointly with the target, helping

> "ME&A Seller Services: Preparation drives value,” Deloitte Corporate Finance LLC, 2012
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Investment
bankers

Establish a range of
values and advise

on the spectrum of
possible outcomes;
identify challenges
early in the sales
cycle; develop the
selling story and
marketing strategy;’
“shop” the company
to numerous
potential buyers (so
the seller has multiple
parties with which

to negotiate); assist
owners with valuation
and negotiation
strategy.
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Because mid-market company owners often lack experience in M&A — and the financial implications of selling their
business can be considerable, especially when the proceeds are needed to provide future financial security for an owner
and their family® — owners should consider enlisting a team of independent, experienced advisors to provide support
before, during, and after the sale. These individuals and their typical roles to assist the seller are as follows:

Assist with
negotiation of
transaction terms;
draft legal documents
to effectuate the
transaction; focus

on those aspects

that might create
exposure for the seller
post-transaction;
understand and

assist with regulatory
approvals.

Q

M&A accounting/
forensics professionals

Conduct pre-sale financial

due diligence with a focus on
earnings quality, normalized
working capital, and financial
commitments (net debt). Such
seller due diligence can help

to reduce surprises during

the transaction as well as the
possibility of price chipping in
the latter stages of the process.
These professionals also review
the consistency and accuracy
of the data room documents.
Upon assessing the value
drivers, their focus often shifts
to provide comments on the
transaction agreements; prepare
funds flow statements, conduct
closing date balance sheet or
working capital analyses; and
assist in identifying purchase
price adjustments.

Tax professionals

Provide advice

on the structure

of the sale (e.g.,
receive a lump sum,
stretch out the

sale payments over
several years, remain
on the company
payroll for a while
as a consultant or
advisor®); determine
the preferred
domicile and type
of legal/tax entity;
obtain desired

tax treatment of
transaction (taxable
or tax-free, where
available).

Develop the
organization’s talent
strategy so that it

is most favorable

to the seller’s
employees, including
organizational design
and integration under
the new leadership;
terms and conditions
for retention of senior
executives; separation
agreements;

rewards strategy

and compensation
packages;

and employee
communications plan.

Help seller assess
whether the level
of anticipated
proceeds can
achieve the
owner’s hoped-for
post-sale lifestyle
and aspirations,
given his or her
appetite for
investment risk.

It is important that external advisors work collaboratively,
both with the owner/other company contacts and with
each other — if they are from different firms, the advisors
may have competing agendas and be more complex

to manage. There should be no duplication of services
but each major area should be addressed; a single issue
could have tax, accounting, and HR impacts and thereby
affect the valuation and negotiation of the transaction
documents. As a result, these issues should be examined
through different lenses.

The goal when selling a business is often to capture

the highest value possible. While a number of factors
drive deal valuation — company prospects, competitive
landscape, economic conditions, deal structure and tax
considerations, among them — well-prepared sellers are
generally better positioned to meet the challenges posed
by potential buyers during the process. Among leading
practices that can help a seller prepare for and execute a
transaction that achieves their goals for deal value are the
following:

5 Andrew Menachem, Andrew. “What to know when you are selling your business,” The Miami Herald, July 13, 2012. (c) Copyright 2012, The Miami
Herald. All Rights Reserved. http://www.miamiherald.com/2012/07/13/2894767/what-to-know-when-youre-selling.html. Accessed July 24, 2012

Selling-Your-Business.htm. Accessed July 24, 2012

“Using Investment Bankers to Sell a Business,” Gaebler.com Resources for Entrepreneurs, http://www.gaebler.com/Role-of-Investment-Banker-

8 Andrew Menachem, Andrew. “What to know when you are selling your business,” The Miami Herald, July 13, 2012. (c) Copyright 2012, The Miami
Herald. All Rights Reserved. http://www.miamiherald.com/2012/07/13/2894767/what-to-know-when-youre-selling.html. Accessed July 24, 2012
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Accurately value the company « Due diligence/seller diligence: Identify financial and
Remember that the true worth of a business is the current regulatory matters; examine compensation-related

and potential income it will generate for the new owner®. agreements; assess the quality of the information that
To manage the risk of overvaluation, company owners will be made available to potential bidders; preparation
should work with an investment banker/financial advisor of a Seller Diligence Report (see sidebar article), when
with experience valuing businesses in their sector; provide applicable.

the broker with all the necessary financial information to
facilitate the valuation process; and listen to the broker
(who is more objective about the company’s worth).

Deal structure: Assess alternatives and structure the
deal to meet seller's financial objectives; estimate gains;
analyze the allocation and preservation of tax attributes;
identify potential perceived risks of prior tax positions.

Enlist seller services support

In collaboration with the legal and financial advisors
described above, M&A seller services professionals can
provide a broad spectrum of customized services and
solutions to help mid-market company owners complete
a divestiture across the sale lifecycle (Figure 2). Typical
services include:

Transaction execution: Identify deal issues and develop
negotiating positions; assess proposed purchase

price adjustments and earn-outs; comment on
representations and warranties to be included in the
purchase agreement; develop a workable purchase
price mechanism to reduce the potential for disputes
over judgmental accounting areas and resolve tax and
accounting issues.

Deal planning and preparation: Define what will and will
not be included in the transaction; identify potential tax,
accounting, labor, operational and system issues before
going to market; determine whether the transaction
structure is in line with company strategy; quantify

the strategic value of risks and opportunities; address
issues associated with the Confidential Information
Memorandum, including the appropriateness and
comparability of financial information presented.

Transaction closing and post-closing support: Apply
accounting principles and prepare historical financial
statements; after deal has closed, help calculate the
gain on the sale and assist in determining purchase
price adjustments; assist in drafting transition service
agreements and preparing the divested business for
day-one readiness, including cutover of IT systems and
the establishment of HR and financial functions.

Figure 2: Seller services across the sale lifecycle
Employing a structured approach to sales/divestitures can unlock and drive value at each step of the process

Phase | Phase Il Phase 11l Phase IV
4-5 weeks 10-12 weeks 3-4 weeks 6-8 weeks
« Buyer selection and due diligence « Closing the transaction

Assist in evaluating letters of interestand  + Manage final due diligence process

 Preparing the business for the sale
and pre-sale due diligence

Discuss goals and objectives of

Finalize list of potential buyers/investors

management and analysis of buyers/investors and qualifying buyers/investors « Assist in negotiation of definitive
+ Develop understanding of the analysis O_f .buyerfspecific. synergies’ + Arrange value with management for purchase and sale and other ancillary
company’s business model, competitive opportunities labor considerations qualified parties agreements
position and corporate functions’ + Direct calling on potential buyers at + Facilitate flow of information to « Assist in structuring and closing the
allocations Cosuite level prospective buyers/investors transaction
+ Identify potential obstacles to sale and + Distribute information memoranda to « Assist the company in soliciting and + Continue to assist in preparing
deal with them directly and upfront approved parties evaluating bids information to be utilized in labor
+ Analyze strategic rationale for various + Develop management presentation « Evaluate price, structure, non-cash negotiations
buyer/investor groups « Field injuries from interested parties to consideration, potential synergies and « Ensure timely follow through and
« Develop understanding of union minimize disruption to the company conditions set by buyers/investors settlement of any post-closing
agreements - Evaluate buyers/investors’ financial obligations
« Assist management in developing capability to close transaction
and diligence finances (historical and « Assist where applicable in drafting
projected) labor business case and related
+ Compile and review data room documentation and begin negotiations
information

Prepare detailed valuation analysis to
assist buyer/investor evaluations

Create executive summary and
prepare the confidential information
memorandum

° Bannister, Adam. “Business valuation: the danger of overvaluation,” http://www.businessesforsale.com/
sell-a-business/articles/Selling-a-business-the-danger-of-overvaluation. Accessed July 24, 2012
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Tailor the story

While the strategic advantages and core competencies of
the business do not change depending on the potentially
interested buyer, how that third-party might utilize the
seller’s specific attributes and thereby manage value within
the acquiring company can change from buyer to buyer
and can evolve over time. To this end, having intimate
familiarity with the strategic visions of potential buyers

and knowing how to position the selling company such
that the opportunity hits home with the C-suite of possible
buyers can be a main determinant in achieving the seller’s
objectives. A financial advisor with deep sector experience
and a track record of achievement may generate the type
of buzz within an organization that yields the highest price.

Conclusion

A confluence of market events that include tax law
changes, a pent-up supply of corporate cash and
uninvested private equity capital, and favorable financing
conditions are providing a window of opportunity for
mid-market company owners who are seeking to sell their
business. Yet optimism should be tempered by realism
when determining company value, and owners should
consider turning to financial, legal, and M&A seller services
professionals for solutions to help them navigate the
transaction, manage sales price, and enjoy the fruits of
their labors.

Contacts
Kevin McFarlane Dan Rudin
Managing Director Principal

Deloitte Corporate Finance LLC
+1213553 1423
kemcfarlane@deloitte.com

Deloitte Consulting LLP
+1212 618 4365
drudin@deloitte.com
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Sell-side due diligence can boost

credibility, deal value

The credibility of a seller can have a dramatic impact
on deal value. Incomplete or inaccurate information,
particularly financial data, may have a direct,
negative impact on sale price. Conversely, reducing
uncertainties about the accuracy and reliability of
information being provided — company description,
sales, cost, and profit figures — may make a
potential buyer more willing to pay full consideration
— or even a premium.'®

Sellers can expect that potential buyers will conduct
due diligence on the data they provide; sellers,
therefore, have a compelling reason to be thorough
in their own analysis. Conducting sell-side due
diligence before the sales process starts can help

a seller anticipate issues that a buyer may raise

and develop responses that can help to reduce

uncertainty and enhance credibility during the
buyer’s examination of the company. Among main
focus areas in sell-side due diligence:

» Understand intra-company transactions, allocated
costs, shared services, and plans for providing
support post-acquisition and during transition.

Evaluate the quality of earnings and identify
“non-recurring” items for which management
may want to consider adjusting the financial
information.

Understand the assumptions in company forecasts
and the bridge of detailed data from actual results
to forecast information.

Evaluate the cost structure for fixed versus variable
costs, capital expenditure requirements, and the
relevance of certain general and administrative
activities to the business being sold."

“Sell-Side Due Diligence: Can you pave the way to a higher-value
carve-out?” Deloitte Corporate Finance LLC, 2008
Ibid
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Releasing latent
value through a

captive center sale

Over the past decade, many companies made investments
in consolidating back-office processes and technology in
offshore captive centers. While many of these companies
initially realized significant cost savings, some have found
it increasingly difficult to maintain their offshore captives’
cost and service quality advantage over specialized external
service providers. At the same time, the 2008 credit crisis
and the recession that followed left many companies
strapped for cash. These organizations faced — and
continue to face — increasing pressure from shareholders
to reduce costs and shore up their balance sheets.

The need to raise cash, coupled with the perception of
diminishing returns from their offshore captives, have led

a number of companies to sell their large-scale captives

to business process outsourcing (BPO) or information
technology outsourcing (ITO) firms. In such a transaction,
sellers may pursue a variety of goals: to monetize assets;
to reduce capital expenditures (CAPEX); to reduce sales,
general, and administrative (SG&A) expenses; and, in some
instances, to gain an optionality of economics where the
sale includes a credit in exchange for long-term services.
Buyers, on the other hand, may wish to expand their
geographic footprint and/or capabilities and generate more
revenue over the long run. For their part, BPO/ITO firms
typically purchase captives in order to gain capabilities in a
particular area, thereby improving their ability to capitalize
on the global demand for services in that area.

Our experience suggests that the opportunistic nature of
many captive sales often works against the seller’s interests
in two ways. First, an opportunistic approach can limit

a seller’s ability to appropriately position the captive in

the marketplace. In this paper, we explore how a more
methodical approach that structures the captive operation
as an operating business — not as a pure asset — can
help sellers pursue their goals more effectively. Second, an
opportunistic sale may hamper the seller’s efforts to divest
the captive in such a way as to support its performance

Divestiture Strategy

after its acquisition by the buyer. Yet a divested captive’s
future performance is a critical long-term value driver

for sellers that expect to receive services from its former
captive through a contract with the captive’s buyer. This
paper therefore also discusses several factors to consider
in the sale process that can help a seller prepare its captive
to deliver the required level of service after it becomes part
of the buyer organization — when Day 1 is the beginning,
not the end, of a relationship.

The offshore captive model, which first gained popularity
in the 1990s, has matured to the point where many
organizations have sought to release value from their
captive organizations by selling them to BPO and ITO
providers (see Figure 1). With the nascent economic
turnaround encouraging outsourcing service providers to
prepare for growth, sellers today can have a window of
opportunity to sell their captives to a receptive BPO/ITO
marketplace.

Selling a captive service center, however, is often

very different from a “typical” divestiture, where the
organization being sold is a revenue-generating business
unit. In most divestitures, the seller and buyer are free

to go their separate ways after the transaction. In a
captive sale, on the other hand, the seller and buyer more
frequently maintain a strong, interdependent relationship
after the sale is concluded, with the seller contracting to
receive services from the buyer on a long-term basis. In
fact, most sellers expect buyers to deliver these services
through the seller’s former captive. The captive’s value
to both the buyer and seller thus depends as much on its
future performance as on its material assets.

This dynamic has significant implications for each phase
of the transaction, from valuation, marketing, and buyer
selection to deal negotiation and disentanglement.

A company should understand and address these
implications to help enhance deal value and reduce
financial and operational risk.
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Case in point: CorelLogic’s divestiture

Corelogic sold its Indian captive center to a service
provider as part of an effort to refocus the company on
its core operations. By divesting the captive and forming

a long-term outsourcing agreement with the buyer,
Corelogic hoped to establish a service delivery model to
support global expansion; increase the flexibility of its cost
base; and enhance the efficiency and effectiveness of the
business’ IT platforms.

Corelogic took several steps to increase the likelihood
of achieving the desired results. It developed a master
professional services agreement that specified what
services the company wanted to buy back and provided
for a flexible cost base. Well before the deal closed, it
established a vendor management program office to
manage the new service relationship on an ongoing
basis. The company also addressed communications

and change management throughout the deal process
and the captive’s subsequent transition to the buyer
organization. Finally, the team negotiating the captive’s
purchase agreement collaborated with the team
negotiating the service buyback agreement to understand
how both agreements could be framed in a way that
would yield a desirable overall outcome.

CorelLogic was able to find an appropriate strategic buyer
for its captive and negotiate an outsourcing agreement
that would allow it to obtain services from its former
captive, but decrease the company'’s recurring fixed
costs. Apart from helping to enable Corelogic to focus
on its core activities, the sale of the captive also gave the
company a large cash injection. The company received an
up-front cash payment for the captive as well as service
credits to reinvest in its business.

A framework for a captive center sale

In our experience, companies selling captive centers can potentially increase deal value and help mitigate risk through
a systematic approach to the five focus areas illustrated in Figure 1: Valuation, marketing buyer selection, agreement

negotiation, and disentanglement.

Figure 1. Captive sale approach: Five focus areas

q . Agreement .
Valuation Buyer selection greems Disentanglement
negotiation

« Analyze financial + Assess strategic « Assess strategic fit « Assess financing « Achieve operational
statements position + Assess transaction options independence
« Assess growth « Assess market experience + Develop purchase « Identify and manage
 Develop PsL attractiveness . Examine balance agreement ?sks ground critical
statement « Product portfolio sheet « Develop service- f,und'ons t(lT') HR,
. inance, etc.
alignment . Evaluate service level agreements
quality
Purpose: Accurately Purpose: Strategically Purpose: Consider short-  Purpose: Finalize Purpose: Mitigate risk and
capture the value of the position the captive to and long-term deal value purchase terms and execute disentanglement
captive organization be attractive to desirable drivers negotiate buyback

Desired outcome: Effective

potential buyers transition to post-deal

agreement that yields the
desired deal value

Desired outcome: Desired outcome: Selection

Defensible business Desired outcome: List of  of a buyer able and willing service delivery model
valuation qualified and interested to meet seller requirements Desired outcome:
buyers Favorable terms for the

seller in the service-level
agreements as well as

) , ) purchase agreements
Source: Deloitte Consulting and DCF Captive Sale Approach
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The pre-buyer selection stage of the sale process starts
with a financial statement analysis of the captive center.
Although formal financial statements may not be

available for captives that historically did not generate
revenue, the seller should develop an estimate based on
the cost of running the captive, the CAPEX required to
maintain service levels, and an assessment of the captive’s
intellectual property. This last item is particularly important
to address early in the process: If the value of the captive’s
intellectual property is not identified until the due diligence
phase, the seller will likely need to make adjustments to
capture locked value. Unlike in a typical valuation exercise,
the sale of a captive center should be treated as an annuity
in which the buyer receives regular payments for services
provided. In conjunction with the financial analysis,

sellers should analyze the strategic position and market
attractiveness of the captive center. In many cases, this
marketing effort may require repositioning the captive’s
current service portfolio in order to make it more attractive
to prospective buyers.

In the buyer selection stage, sellers should consider
potential buyers’ strategic fit with their business strategy

(increasing geographic footprint, platform compatibility,
etc.). Sellers also evaluate the potential buyer’s ability to
provide services back to the seller as well as its ability to
meet service quality levels.

In the post-buyer selection stage, the seller and buyer
negotiate agreements around financing options, service
buyback agreements (including service-level agreements),
and handover dates. The seller should keep in mind that,
unlike in most divestitures, it will probably continue to
maintain a “partnering” relationship with the buyer. This
ongoing relationship typically requires that the negotiation
focus equally on the sale of the captive center as well

as the buyback agreements. After the agreements are
finalized, the actual disentanglement of the captive’s
operations takes place. This typically involves converting
the internal captive center into a third-party outsourced
service provider that will deliver services to the seller once
the transition is concluded.

Figure 2 provides an overview of major differences
between a typical divestiture and a captive center
carve-out for consideration. The following section offers a
deeper dive into the implications of these differences.

Figure 2. Differences between a typical divestiture and a captive center sale

Focus areas | Typical divestiture approach

| Recommended captive center approach

proposition, growth and profitability projection,

Valuation Value using explicit multiplier approach against In the absence of revenue history, develop implied
projected revenue and EBITDA (earnings before multiplier based on the captive’s expected revenue-
interest, taxes, depreciation, and amortization). generating potential after internal services are

converted to externally provided services.

Marketing Develop materials (including business value Develop materials that illustrate the captive center’s

capabilities as a platform for growth. Synergy

product portfolio, organization and administration,
and financial statements) based on historical financial
performance. These materials reflect the anticipated
synergies that would be gained by the buyer,

along with an assessment of the divested business’
organizational and strategic fit with the buyer.

opportunities may often be secondary to the captive’s
locked-in revenue base from the service buy-back
agreement with the seller; the ability to cite the seller
as a client of reference; and the captive center’s ability
to generate incremental revenue for the buyer by
enabling it to serve additional clients.

Buyer selection

Identify either strategic or private equity buyers based
on their ability to offer a competitive price.

Identify strategic buyers based on both their ability
to effectively continue to deliver services to the seller,
and their ability to offer a competitive purchase price.

Agreement negotiation

Primary focus on purchase agreement; secondary
focus on transition service agreements (TSAs) and
commercial agreements.

Equal focus on purchase agreement, including TSAs
and commercial agreements, as well as additional
focus on the service contract through which the seller
agrees to buy back services from the captive center
after it has been acquired by the buyer.

Disentanglement

Terminate the divested organization’s dependencies
on the parent company to achieve full operational
independence on Day 1 and/or at the end of a limited
transition service period.

Convert the captive’s dependencies on the parent
company to those appropriate for an external service
provider-client relationship. The seller should retain the
level of access needed to support long-term service
delivery by its former captive.

Source: Deloitte Consulting and DCF Captive Sale Approach
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Value the captive center as a business and not as a pure
asset. Potentially significant incremental value can be
generated from a captive sale if the seller values the
captive, its activities, and associated intellectual property
as a business and not simply as an asset. If viewed purely
as an asset sale, a captive center is unlikely to obtain more
than book value. When viewed as a platform for future
revenue and profit generation, however, its value can
multiply.

In order to develop an expected valuation, a seller will
need:

1. A cash flow projection that estimates the revenue the
captive could earn as an external service provider

2. Historical multiples as a basis for setting the valuation
multiple

In contrast to most valuations, captive center valuations
often take place in the absence of externally visible cash
flows. One way to deal with the lack of historic revenue
data is to think of the valuation as an annuity contract in
which the buyer receives regular payments for services
that the seller’s former captive — as part of the buyer
organization — delivers to the seller. In this approach, the
anticipated revenue from the service buyback contract can
be treated as cash inflow in order to arrive at a valuation.
Although the final valuation will, of course, depend on the
buyer and on prevailing market rates for the services in
question, the seller should enter the market with a realistic
range of potential valuations that it can use as a basis for
decisions.

Cash flow projection

The first step in the valuation of a captive as a business
should be to develop stand-alone financial statements
that describe what the captive would look like as its own
profit and loss center. Sellers may find this to be one

of the hardest steps in the sale process, largely due to
historically skewed practices regarding the internal pricing
of services and corporate allocations or overheads. The
cost component of the projection should not only account
for the captive center’s internal costs, but also include

an allocation for corporate and other services as well as
for overhead that may have not been carried as part of
the captive center financials. Allocations that should be
reviewed include personnel, finance, systems, real estate,
and contracts/licenses. As a side note, the seller

Perspectives on driving divestiture and carve out value

should remember that these overheads now need to be
redistributed back inside its own organization as part of
the business case.

The revenue component of the captive’s stand-alone
financials will require an appraisal of the captive center’s
implied revenue and implied profit margin. These metrics
are implied because companies that treat captive centers
as cost centers rather than revenue centers typically do
not maintain financials that reflect a captive’s revenue
and profit margin. In our experience, one of the most
important ways for a buyer to substantiate the seller’s
revenue projection is to examine the buyer’'s own demand
for the captive’s services following the sale. If a seller signs
service contracts as part of the sale and intended revenue
to the buyer as part of the commercial agreement, the
buyer may view the intended revenue from the seller as
one of the sale’s central valuation drivers.

Historical multiples

In a typical business divestiture, multiples are usually
calculated and reviewed in terms of multiples of annual
EBITDA or multiples of annual revenue. However, because
captive centers are frequently not treated as revenue
centers, information that can be used to develop valuation
multiples is often limited and not well documented in
public information sources and analyst reports. One
effective alternative method of calculating a captive’s
valuation multiples can be to leverage the expected value,
based on historical transaction data, of the seller’s annual
service buyback contract with the buyer. (This figure is
often referred to as the “annual contract value.”) The sale
price valuation can then be assessed as a multiple of the
annual contract value. Our recent experience suggests
that this calculation method (multiple = sale price/annual
contract value) yields, on average, a multiple of 0.8 to

2.0 for captive centers. A number of additional factors
may affect the valuation, including potential sources of
revenue in addition to the buyback contract with the seller,
prevailing market conditions, and existing market capacity
for the captive’s service delivery capabilities. Ultimately,

of course, the final valuation will be determined by the
buyer’s motivation and the captive’s perceived value to the
buyer organization. The more fully a seller approaches the
valuation process from the buyer’s perspective, the more
likely it will be to enter the divestiture marketplace with
realistic expectations about the range of valuations that
prospective buyers may propose.



Market the captive center as a business with a viable
stand-alone value proposition.

In a captive sale, the core objective of the marketing
process is to present the captive center in a way that

can attract multiple potential buyers. Sellers in a typical
divestiture usually market the operation being sold based
on its ability to expand the buyer’s geographic footprint
and deliver efficiencies to the buyer. In a captive center
sale, the marketing effort should focus more on the value
of the captive’s current revenue stream (if any) as well

as its value as a potential platform for growth among
particular customer or industry segments.

As in other sales, the marketing effort should aim to
generate competitive bidding for the captive center.
Hence, it is important to understand what factors might
motivate a buyer to acquire a captive. It is essential to
understand the range of potential buyers, the industries in
which they operate, and their various methods of creating
value in order to create a value proposition around the
captive that can capture prospective buyers’ interest.

This can be difficult for some companies, as their own
perceptions of the value their captive delivers can stand

in the way of appreciating a buyer’s likely perspective.

For example, while a seller may place great value on its
captive’s specific skills related to the company’s industry-
specific legacy applications, buyers may be less interested
in these skills than those that can be applied across many
clients in a variety of industries. The captive’s seller-specific
skills, while they may help the buyer retain the seller as a
client after the sale, may therefore not generate as much
incremental value for the buyer as the seller may at first
believe.

In a captive sale, the seller’s marketing materials should
address the following sources of value that the transaction
can offer to buyers:

« The seller’s demand for future services: The seller
should describe the extent of its commitment to the
buyer to buy back services currently executed by its
captive. Such a commitment represents a concrete
source of value to potential buyers.

« Market credentials: Buyers of captive centers often
value the ability to use the seller’s name as a reference
in their efforts to drive new business development,
especially if the buyer wishes to grow in the seller’s
industry.

Divestiture Strategy

Source of value | Value drivers

The seller’s
demand for
future services

For buyers of captive centers, a seller's commitment to buy back services formerly
provided by its captive represents a concrete source of value. Furthermore, buyers may
appreciate the incremental sales potential represented by the seller’s possible need for
services outside its former captive’s scope (e.g., services to additional business units, in
additional functions, and/or additional

service locations).

Market
credentials

Some sellers can offer buyers a “pedigreed” client reference, especially if the seller is a
top player in the buyer’s target market. This source of value can be compounded if the
seller is willing to allow its name to be used in the buyer’s marketing materials as well

as to serve as a reference upon request.

Platform for
growth

A captive’s services may draw upon knowledge, skills, technology, and/or processes
that are not standard or prevalent in the market, making these assets potentially
valuable to buyers that wish to gain these competencies to serve a larger client base.
When marketing this source of value, sellers should carefully consider the range of
potential buyers for its captive. While some buyers may view a captive’s assets as
standard or commonplace, other buyers may regard the captive’s capabilities and
knowledge areas as valuable additions to their overall service and/or industry portfolio.

Intellectual
property

Ownership or joint ownership of patents, applications/delivery platforms, and/or tools
can be a source of value to prospective buyers. That said, sellers may find it advisable
to place confidentiality and usage constraints on intellectual property in order to retain
an appropriate degree of control over this value.

Efficiency gains

Sellers should not be shy about pointing out opportunities for buyers to pursue
unrealized efficiencies. For instance, sellers can highlight any efficiencies buyers may
gain by combining support services, as well as the potential opportunity to increase
the volume of service provided by the captive’s existing headcount.

« Platform for future growth: A captive’s functional
and industry/business-specific skill sets can be valuable
to buyers. Rare skills, high-quality processes, and/or
proprietary technologies represent value to buyers that
can leverage these assets to gain additional revenue.

« Intellectual property: The value of intellectual property
can be a complex issue in a captive center sale. While
many buyers tend to place higher value on gaining
explicit rights to a captive’s intellectual property,
some may also find value in gaining indirect access to
intellectual property.

- Efficiency gains: This source of value can have two
components. The first is the possibility that the buyer
may be able to execute efficiency opportunities that
the seller did not pursue, but that could provide
a near-term reduction in run rate. The second is
the potential for the buyer to realize operational
synergies after the captive’s absorption into the buyer
organization. Especially with captive centers that
are much smaller than the target buyer, such as an
information technology (IT) captive being targeted to
a large IT services vendor, the integration process may
offer the opportunity for an appreciable increase in

volume.
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A captive center sale is usually an agreement, not just
to sell the captive organization, but also to enter into a
long-term service delivery relationship with the buyer.
In parallel with valuation and marketing, a seller should
identify potential buyers for its captive center. While sellers
can choose to host an open auction, our experience
suggests that a targeted approach may be preferable.
Most sellers should be able to draw on their knowledge

of their captive center to develop a sound perspective on
which potential buyers are most likely to value the captive
organization. One of the biggest drivers for these sales is
the potential of locking in a revenue-generating long term
contract. Hence, the seller of a captive center is selecting
not only a potential buyer but also a collaborator that will
act as a service provider in the future. Therefore, sellers
should carefully define the characteristics they desire in
potential buyers with a view to enhancing returns and
mitigating the risk of transitioning the services performed
by its captive center to an external provider.

Of the many factors that play into buyer selection, the four
described below are especially important.

Strategic fit and growth trajectory

Sellers should look at potential buyers that specialize in
offering services that the captive center currently provides
to determine whether these companies might perceive the
seller’s captive as a good strategic fit for an acquisition.
Sellers should review prospective buyers’ strategic plans for
factors related to geography, service scope, industry, client
base, and top-line expansion goals.

Service providers currently under contract with the seller,
and those that the seller has used in the past, may be
obvious initial candidates. However, the seller should
consider not stopping there. Additional, non-incumbent
vendors should be brought into the mix to make the
process more competitive.

Experience with past transactions

The buyer’s track record in executing similar transactions
can reveal whether past sellers have profited from their
transactions and unlocked both short- and long-term
value. Companies that have shown themselves capable of
acquiring a captive in a way that creates value for both the
seller and themselves are more likely to inspire confidence
in the seller than prospective buyers with less experience in
executing such transactions.

Perspectives on driving divestiture and carve out value

Strength of balance sheet (margins and cash flow)

A company'’s financial strength can be of high importance
when selecting potential buyers. A steady stream of cash
flows can indicate a strong business and demonstrate
sound financial management. Comparing prospective
buyers’ margins with those of their competitors can help
sellers understand each candidate’s operational efficiency.
A strong balance sheet may also give sellers greater
confidence in an organization’s ability to deliver services
over the term of the contract.

Service quality

Apart from the proceeds of the transaction itself, the
value a seller gains from a captive sale depends largely
on the quality of the service it receives from its former
captive after it becomes part of the buyer organization.
Sellers should consider the extent to which prospective
buyers maintain quality programs such as Capability
Maturity Model Integration (CMMI) or Six Sigma, as well
as the degree to which these programs have improved
the buyer’s performance over time. Benchmarking buyers
against industry competitors can also help sellers gauge
the quality of the service each buyer is likely to provide.

Of course, if a seller wishes to spin off its captive into a
stand-alone entity (e.g., through a management buyout) or
sell to a private equity firm rather than to a strategic buyer,
the above techniques for estimating potential service
quality will likely not apply. That said, spin-offs and private
equity sales tend to be rare for major captive centers, as
most sellers prefer to sell captives to a buyer with a strong
history of providing the kinds of services the seller will

need to purchase after the transaction.

The transaction agreement should address short-term
purchase value and long-term service value.

Once a buyer is selected, the next focus area is the
negotiation of the final agreement. As in a typical
divestiture, the seller and buyer will typically create a
purchase agreement that includes a letter of intent, signed
by the buyer and seller at the start of the due diligence
process, and a terms and conditions agreement, which

is signed once the deal is closed. In addition, if the seller
intends to retain the buyer as a service provider after the
transaction, the seller and buyer should consider crafting
a service buyback agreement that defines the scope,
price, service levels, and terms under which the seller will



continue to receive services from the captive center after
its acquisition by the buyer.

It is important to consider negotiating the purchase
agreement in conjunction with the terms of the service
buyback agreement to help maintain consistency between
the two. This approach can encourage both the seller

and buyer to negotiate and understand the short- and
long-term sources of the transaction’s value as a unified
package. Conducting the two negotiations in parallel

can also help mitigate risk as well as unlock additional
synergies.

Purchase agreement

The due diligence phase begins when the buyer and

seller sign the letter of intent. During due diligence, the
buyer will evaluate the captive organization to arrive at a
valuation and identify risks that may be associated with the
deal.

Upon completion of due diligence, the buyer and seller
can develop the terms and conditions agreement. This
agreement should specify the value and assets included
in the deal, as well as any efficiencies the transaction

is expected to generate. It should also describe any
conditions of engagement agreed to by the parties,
including any interim transition services the seller will
provide to the buyer.

Sellers can use a number of tactics to pursue their financial
goals in a captive sale. For instance, in addition to contract
price and transaction price, elements such as service credits
and inflation caps can impact the transaction’s financial
outcome as well as its balance sheet and tax treatment.

Service buyback agreement

The development of the service buyback agreement usually
commences after the letter of intent to purchase the
captive has been signed. Issues for the seller and buyer to
negotiate include the scope of the services to be provided
to the seller, the pricing structure, and the length of the
service contract.

While the structure of a service buyback agreement can
be similar to that of a standard outsourcing contract,
service buyback agreement may include references to the
purchase agreement. Matters related to pricing, scope of
services and service levels, and the terms of engagement
are specific areas in which to maintain consistency
between the two agreements.

Releasing latent value through a captive center sale 11
Five important areas to address in negotiating the service
buyback agreement include:

» Scope of services: The resources and assets listed
in the purchase agreement as part of the sale shoul
align with the resources and assets that the buyer
will need to deliver the services to the seller specified
in the service buyback agreement. For example, a
purchase agreement typically includes a list of software
and hardware assets to be transferred to the buyer. A
similar list should be included in the service buyback
agreement based on the scope of work to be provided
by the buyer to the seller after the transaction.

e Minimum commitments: The “minimum
commitments” clause in a service buyback agreement
specifies the contract term — that is, the minimum
timeframe over which the seller commits to purchase
services from the buyer. Buyers typically offer discounts
to sellers based on the length of the contract term, with
larger discounts offered for longer-term contracts. In
some instances, a seller may choose to bring in another
vendor to provide a portion of the services previously
performed by the captive. This is usually done in
order to keep pricing competitive and/or to establish
redundancy for certain services, such as data center
operations that are deemed business-critical.

« Service-level agreements: After the parties agree on
the scope of work that the buyer will provide to the
seller after the transaction, the seller should lay out
specific criteria or service-level targets against which
the buyer’s services will be evaluated. These targets are
usually based on industry benchmarking studies but
should also take the buyer’s prior performance into
account. Among other things, service-level agreements
may specify the metrics that will be used to measure
service quality, the hours during which services will be
provided, and the processes by which unsatisfactory
performance will be addressed. Servicelevel agreements
can also drive service pricing if the services in question
are considered critical to the seller and require
dedicated support.

Pricing structure: As the value of a multi-year

service contract may be many times a captive’s sale
price, it is critical to negotiate the sale price and the
pricing structure for the service buyback agreement

Divestiture Strategy
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in parallel. Factors that may drive service pricing
include the scope of work, the performance targets
and other expectations specified in the service-level
agreements, and the minimum commitment. An
additional factor is the financial baseline based on the
current costs on the captive center as well as corporate
allocations. Depending on the scope of services under
consideration, benchmarking studies can be conducted
to inform the pricing negotiations. The longer the
contract to which the seller is willing to commit, the
stronger the seller’s position may be in negotiating
discounts with the buyer. Additionally, the seller may
need specific contract negotiation skills to develop a
service buyback agreement in which the variable cost of
engaging the buyer as a service provider is lower than
the historic fixed cost of maintaining its captive.

» Governance and relationship management: A
well-defined governance structure can increase the
likelihood of acceptable service delivery and mitigate
operational and business risk for both the buyer and the
seller. When the buyer and seller develop mechanisms
for governance and relationship management, they
should take care to include elements that foster cultural
alignment between the two organizations. For instance,
the seller may specify that the buyer must continue
to provide a similar level of training and support to
the employees who will provide services to the seller
so that service quality is maintained or improves.

The governance structure should also specify the
compensation as well as career progression structure to
facilitate a smooth transition.

The seller should approach disentanglement in a
way that supports its former captive’s long-term
effectiveness.

Disentanglement — the operational separation of

the captive’s resources and assets from the seller and
their handoff to the buyer — is frequently a complex
process that can result in business risk and value loss

if not executed in a disciplined manner. In a captive
sale, furthermore, the disentanglement process may
represent even more risk than in a typical divestiture, as an
ineffective disentanglement can compromise the former
captive’s ability to continue to reliably deliver services

to the seller. Sellers should strive for a disentanglement

Perspectives on driving divestiture and carve out value

process that aims to move the captive’s knowledge,
people, and processes to the buyer organization intact.

In most divestitures, sellers appoint a cross-functional
separation lead to manage the overall disentanglement
process, with functional separation leads (e.g., for

human resources [HR], finance, IT, etc.) to manage
disentanglement in their respective areas. In a captive
center carve-out, the separation lead will not only need to
address the operational separation requirements common
to most divestitures, but also manage the conversion of
the divested captive from an internal unit to an external
service provider. Primary areas of concern should include
service delivery, HR, finance, and IT. Sellers should follow a
planned and structured approach that considers the impact
of disentanglement on each of these areas.

Service delivery

As a part of the sales process, the seller will likely be
expected to articulate the scope of services that will be
divested with the captive center and the portion that

will be retained by the seller (e.g., due to intellectual
property, business knowledge, or other concerns that

limit the seller’s ability to outsource particular services). In
cooperation with the buyer, the seller should refer to this
description of the services transitioned to the buyer to
develop a detailed operational plan for its interactions with
the captive center as an external service provider. Particular
attention should be given to defining process hand-offs,
establishing the division of responsibilities between the
seller and the provider, and determining the buyer’s
operational responsibilities.

HR

In most divestitures, the seller's HR concerns, apart from
any residual TSA obligations, essentially end on Day 1,
when the resources formally become part of the buyer
organization. However, in a captive sale, the seller —as a
continued recipient of services from the divested captive
after the transaction — has a vested long-term interest

in the performance of its former captive’s personnel.
Sellers should therefore consider crafting an HR separation
strategy that explicitly addresses the way risks to business
value and continuity will be mitigated in the transition
process. Identified risks include the loss of critical personnel
as well as overall resource attrition. Especially in tight labor
markets, such as some Indian cities where many captive
centers reside, these risks should be carefully managed.



Case in point: A captive sale in the financial
services industry

With only two months between sign and close, a
major financial services institution was facing the
challenge of setting up its divested Indian captive as
an external vendor. A key complication was that, to
continue to serve the company as an external vendor,
the captive center needed to comply with all security
and compliance requirements applicable to outside
providers. To do this, the company needed to convert
the access rights for the captive’s 1,000 employees
from unsecured access to firewalled access. As part of
the process, more than 600 applications were tested
and a 24/7 "testing command center” was created to
troubleshoot and fix access issues. The company was
able to complete the conversion in six weeks, allowing
the deal’s critical-path IT requirements to be concluded
on time.

Finance

In addition to preparing for the financial close of the

deal and managing the captive’s separation from internal
accounting, the seller will also need to convert the captive
from an internal center to an external billing entity. This
can introduce additional complexity into the financial
disentanglement process. The separation lead and the
financial lead should work closely together to establish a
third-party billing structure that is effective at close.

IT

Most captive centers, as internal service providers,

have open access to internal corporate systems. When
converting a captive into an external provider, the
separation lead and IT lead should work with the seller’s
internal security, risk, and data teams to design a post-sale
access strategy. The scope of the captive’s access will likely
need to be reduced, and appropriate tracking mechanisms
should be put in place to monitor compliance. Sellers
should keep in mind that creating firewalls and taking
other appropriate security measures frequently involve
long lead times for equipment and circuit acquisition.

In addition, sellers should be aware that any privacy
restrictions on sharing information with external parties
will apply to a captive from the moment it joins the

buyer organization. To reduce the risk of privacy-related
violations, a seller should review the databases accessible
by its former captive from a business risk perspective.

Divestiture Strategy

Captive center sales can offer businesses a way to
increase cash flow and to sharpen their focus on their
core competencies. While captives often represent
significant value, however, many companies sell them in
an opportunistic fashion driven either by ad hoc queries
from potential buyers or discussions with existing service
providers. Such an opportunistic approach can limit the
seller’s gains from the transaction in two ways. First, the
time and resource pressures characteristic of an ad hoc
sale can reduce the seller’s ability to position its captive
as a stand-alone business unit rather than as a pure asset.
Yet a captive that is evaluated as a stand-alone business
unit may fetch a much higher sale value than it would if
its assets were to be sold individually. Second, the same
time and resource pressures may prevent the seller from
devoting appropriate attention to matters that can improve
the odds of maintaining an effective long-term service
delivery relationship with the buyer.

A process that specifically addresses the distinctive
qualities of a captive center sale can result in a deal that
delivers a mutually desirable outcome. By positioning its
captive as a revenue-generating business, a seller can
seek to obtain an appropriate price for the divestiture. By
laying the foundation for a long-term service relationship
during the sale process, the seller can seek to maintain
effective service delivery from its former captive while
giving the buyer the opportunity to pursue future revenue
opportunities from the seller as a client. We encourage
companies that are considering selling a captive service
center to keep these points in mind in their efforts to
execute a transaction that can yield short- and long-term
value.
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Portfolio realignment

A business imperative

Companies are increasingly looking for opportunities to
better understand which parts of their businesses are

driving or destroying shareholder value, and to realign
their portfolio accordingly. In addition, rising shareholder
activism amid the perception that management is not
doing enough to boost shareholder value is generating
pressure at many companies to thoroughly evaluate their
portfolio of businesses.

Recent examples of divestitures and spin-offs include
Northrop Grumman'’s spin-off of its shipbuilding business,
Huntington Ingalls Industries, Inc.”; Sara Lee's separation
of its North American meat business (Hillshire Brands)
and European coffee business (D.E. Master Blenders
1753);? Kraft's split of its global snack business and North
American grocery business and hedge fund Third Point's
pressure on Sony to spin-off its entertainment arm?.
Among other apparent market catalysts, the pool of able
and willing acquirers has been expanding as credit has
become more readily available; corporations are seeing
increasingly healthy balance sheets; leverage rates are

at historic lows; and private equity firms are once again,
looking to put investor money to work.

1 “Northrop Grumman Completes Spin-off of Huntington Ingalls Industries, Inc.” Northrop Grumman,
March 31, 2011, http://investor.northropgrumman.com/phoenix.zhtml?c=112386&p=irol-newsArticle&|D=
1544584&highlight=Huntington Ingalls. Accessed July 16, 2013)

2 "Sara Lee splits, takes Hillshire name for N.Amer business,” USA Today, June 6, 2012, http://usatoday30.
usatoday.com/money/companies/story/2012-06-06/sara-lee-hillshire-brands/55416180/1.

Accessed July 16, 2013

3 "U.S. Hedge Fund Calls for Sony Entertainment Spin-Off,” UK- Reuters, May 14, 2013, http://uk.reuters.

com/article/2013/05/14/us-sony-thirdpoint-idUKBRE94D0A320130514. Accessed July 16, 2013

Many corporate portfolios, when disaggregated, exhibit

a surprisingly wide range of contributions to shareholder
value (Figure 1). While the majority of segments may
perform well, certain ones may consume a large amount
of corporate assets while making little or no (and
sometimes, negative) contributions to overall value. Often,
this is because they perform poorly as measured by returns
on capital (ROC), a metric that is central to many capital-
intensive industries such as manufacturing, energy, oil &
gas, and consumer products and has been shown to have
high correlation to shareholder value.

Figure 1: Value contribution

Disaggregating portfolio — allows the creation of a
picture of a picture of portfolio segments creating value
and eroding value and an understanding of investment
in solutions.
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Portfolio realignment is becoming a business imperative
for several reasons. Some companies that did not retool
their portfolio prior to the recession have been unable or
unwilling to dispose of their value-destroying businesses;
today these companies may be finding their growth and
profitability hampered by overly complex operations,
uneven performance, and the need for fundamental
improvements in business quality. Certain companies sold
underperforming assets to raise cash during the recession
but ineffectively utilized the resulting proceeds; today
these organizations may be discovering that they are

not well-positioned to address changing economic and
credit conditions. Finally, some companies view portfolio
realignment as part of a broader, ongoing revitalization
process of adding new and shedding old assets to address
globalization and value migration, or to align with a fresh
corporate vision.

Figure 2: An Advantaged Portfolio is:
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A company'’s portfolio realignment process should begin
with a view of the end-game — what an optimal grouping
of assets might look like. We believe that this “advantaged
portfolio” should be tailored to a company’s goals and
aspirations, and balance three characteristics, being
strategically sound, value-creating, and resilient (Figure 2).

So how can a company create an advantaged
portfolio? There are four major steps:

Analyzing/disaggregating the portfolio and
disposing of value-destroying businesses and/
or “cash hogs” that are not long-term strategic
businesses.

Structurally improving the profitability of other
established businesses according to their portfolio
roles (e.g., cash generator, growth engine).

Growing new businesses through internal
development and/or mergers & acquisitions (MGA)
to support long-term vitality and to align with the
company's strategic vision.

Evaluating/re-evaluating the new portfolio’s fit with
advantaged portfolio criteria.

Perspectives on driving divestiture and carve out value

The first step in portfolio realignment is an important part
of a “self-funding” approach (e.g., generating cash for
reinvestment) to unlock value and increase investment
potential among core portfolio segments. Improving
the core begins by assessing and understanding the
current and potential future position of each business,
and then defining its appropriate role. During this
process, executives should address both the strategy
and the structure of each business to help identify
drivers/destroyers of value, structural costs, and growth
opportunities. Important questions include:

« Where is the "magic” made in the business? What does
the business do that is different and creates value and
profits?

+ How does the business strategy create value? Is the
strategy clearly articulated and understood?

Which assets, customers, markets, and products create
value?

Are the company'’s sources of growth and innovation
engines clearly defined?

How should segments be redefined to work with
strategic and transaction planning?

Which segments currently are creating or destroying
value?

By disaggregating its portfolio in this manner, a company
can develop a picture of how individual segments are
creating or destroying value, and better determine its
investment solutions going forward (e.g., rationalizing

an investment in legacy solutions to strengthen the core
and create growth options). As Figure 3 illustrates, this
company's portfolio assessment reveals the need to both
eliminate value drags and to develop or acquire new
businesses in the growth/high-return quadrant.

Figure 3: Portfolio segmentation
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Companies should resist the urge to move directly to
high-growth opportunities without first removing existing
impediments to success. This may include divesting,
shrinking, or not growing businesses with low returns.
Growing businesses with existing impediments may
actually accelerate enterprise value destruction and tie

up cash needed to support high-growth opportunities.
Considerable thought and analysis should be applied when
assessing whether an underperforming business can or
should be fixed; not all assets can be improved to the
point where they are worthy of inclusion in a portfolio.
For example, a changing competitive landscape, maturing
markets, or large, outdated assets in the wrong part of
the world can make transformation a difficult task that
consumes precious management attention and resources
that could be better applied elsewhere. In such cases, the
business should be considered a growth impediment and
be removed.

When considering options to cull poorly performing
businesses from the portfolio, a company’s goal should be
to maximize recovery rather than take the easy way out.
A suggested approach is to either divest outright or to
spin-off into a joint venture any business units which are
unlikely to be transformed into drivers of increased value
— extreme cases may even warrant shuttering a business
that is a cash and/or management drain and that cannot
be sold. It may be tempting to bundle several businesses
that might not have logical buyers or that demonstrate
widely varying financial performance; however, this action
may sub-optimize the total price that could be recovered.
Separate sales of several businesses may often net higher
proceeds than a bundled sale.

For those businesses/assets that remain part of the
enterprise, the next step is to make them more accretive
to value by improving returns and/or generating profitable
growth. Typical actions might include supply chain

or operational improvements; customer and channel
enhancements; product and value proposition innovation;
new business models (e.g., value-priced total customer
solutions); asset-light restructuring; geographic expansion;
and other organic growth strategies.

Once an organization completes the portfolio clean-up and

improvement stages, it should be in a better financial and

operational position to pursue the remaining two stages of

realignment — growing new businesses through internal
development and/or M&A (Figure 4); and evaluating/
re-evaluating the new portfolio’s fit with advantaged
portfolio criteria.

Divestiture Strategy

Figure 4: Establishing a sound set of capabilities for growth Step 4

Step 3

Evaluating/
re-evaluating the
new portfolio’s fit
with advantaged

portfolio criteria

Growing new
businesses
through internal
development and/
or M&A

Structurally
improving the
profitability of

other established
businesses

Analyzing/

disaggregating
the portfolio
and disposing of
value-destroying
businesses

Leverage our
channels

Build new capabilities for target
markets

Organic Growth Capabilities

Improve the effectiveness of our channels

Release hidden capacity in sales

The direction and goals of new business growth should

be focused on the aforementioned portfolio analysis
questions as they pertain to organic and M&A-fueled
growth opportunities. Creating an advantaged portfolio
requires as much discipline when growing businesses as
when evaluating divestiture candidates. Growth solely for
the sake of growth consumes critical corporate cash and
management attention and can lead to value destruction
rather than value enhancement. This same lens should be
employed when evaluating M&A opportunities. One tactic
to help screen M&A candidates is to evaluate them against
designated criteria that include factors such as geographic
location, innovation, and management oversight needs,
among others. These factors may help executives gauge
the relative risk and corporate focus required to manage
the investment as compared to other opportunities. Finally,
a realigned portfolio’s segments, including new businesses,
should be regularly evaluated to determine their fit with
advantaged portfolio criteria and their contributions to
enterprise value.
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Critical success factors Case study: Chemical company
Portfolio realignment as part of a broader business
transformation can be a complex, gut-wrenching, and Deloitte’s value analysis of a chemical
time-consuming process. Companies should consider the company's unreported business segments
following as they undertake the process: identified a sizeable opportunity for portfolio
restructuring:

A business unit {“BU") for a chemical company was
generating 28 percent of the company’s EBITDA,
but still destroying value. A return on capital analysis
uncovered an opportunity to raise enterprise value
by selling the BU, as the analysis suggested as much
as $7.70 per share in value was lost due to owning
the BU’s operations.

1. Employing a holistic, top-down approach and enlisting
strong executive leadership are essential since asset
ownership issues are involved as well as specific
elements of corporate strategy.

2. Securing an unbiased, external, industry-specific
perspective can prove helpful. Dispassionate data
analysis is critical...there should be no “sacred cows”;
no “lemonade stands” (small assets). Preconceptions,

personal history and bias typically are impediments to
success. Results:

When the sale of the BU closed, the parent
company's share price rose by significantly
(approximately $7 per share) despite the fact that
EBITDA dropped 30 percent and a book loss was
announced at the time of the sale; the value increase
4. Utilizing informed estimates may be necessary for was nearly identical to the estimated value lost by
strategic decision-making. Precision is not consistently holding the business.
possible, so expect multiple iterations to get the data
both “right” and representative. Providing demonstrable
examples of the effectiveness of each recommended
solution can add strength to the proposal.

3. Pursuing transformational versus incremental change
is imperative. Portfolio realignment is not just about
cleaning up assets; it should be driven by an enterprise-
wide strategy for growth and renewal.
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Eliminating stranded costs as

part of a divestiture

Portfolio Restructuring such as divestitures and spin-offs
allow corporations to refocus their business and enhance
shareholder value. This shedding of peripheral businesses
and increased investment in core product or service lines
creates a natural imperative for a company to evaluate its
overall cost structure. Examining SG&A and shared service
functions is a key component to overall enterprise cost
reduction, especially as the corporation shrinks due to
these restructuring activities.

The Enterprise Cost Reduction effort must not only
ensure that corporate shared services cost do not balloon
as a percentage of revenues as the company shrinks,

but also provide an opportunity to deliver a leaner and
more effective corporation following the completion of
the divestiture. In order to ensure that the company is
operating as efficiently and effectively as possible after
the divestiture or spinoff, key activities need to occur such
as setting cost reduction targets, planning cost reduction
initiatives and executing the approved plans.

Every project is different, and project approaches are
customized to fit the client’s situation and needs. There
are, however, best practices to adopt and pitfalls to avoid
when optimizing the company while completing the
transaction.

The project can be divided into two phases, planning and
implementation. The approximate project timeline, as seen
in Figure A, shows that goal setting, which should take
two to four weeks, needs to start three to four months
prior to Day One of the divestiture separation. Planning
can begin before agreement with the buyer is closed, as
many plans for the shared service function will not be
dependent on the buyer profile.

For example, if the divestiture causes the corporation’s
top-line revenue figures to drop by 20%, the cost to the
business units of the shared services functions should also
drop by 20%.

This offers no real improvement over the company’s
current situation, but does prevent swelling overhead
costs. The second data point is the current billing model
and analysis of business usage. Cost reduction targets
should factor in the drivers of costs and the usage by

the divested business. In some cases, a divested business
may have a higher usage pattern, such as use of software
licenses or greater contract volume. This usages based on
key drivers should be utilized to estimate the minimum
reduction levels.

The third data point for target setting is to use benchmarks
to examine median and world-class performance in the
shared services function. For overhead activities, the
company size in terms of employees, revenues, industry
and other factors will determine the relevant benchmark
group. Benchmarks will provide a directional indication

on the optimal cost structure of a company and level of
effort required to reach the goal. An understanding of the
best practices associated with the benchmark should also
be taken into account when evaluating the targets. Some
companies, especially those who have lean operations, will
choose to target only a parity plan. This will establish cost
cutting goals that have a constant overhead to revenue or
gross margin ratio. Other companies may choose a more
aggressive approach, utilizing the portfolio change to drive
down the overall cost structure. In this case, companies
should take into account overall strategies, operating
models and best practices to identify what is realistic and
stretch targets beyond the parity plan.
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Figure A: Divesture cost reduction roadmap
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Phase 1: Planning
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Set cost reduction goals

Define operating models

Determine detailed
implementation plans

Expected separation date

Phase 2: Implement cost
reduction plans

Step one — set cost reduction goals

As with any well-run project, the first step is to set cost
reduction goals and commit to them. There are several
data points and analyses from which to establish goals for
financial targets. First, a base target can be set that keeps

the shared services cost as a percent of gross revenues flat.

Step two — defining the operating models

The targets establish the financial goals, but the “how”
also needs to be defined. In a few cases, the change
required is minimal. In these cases, volume reductions
account for the majority of the reduction. Examples of this
include per employee license fees, per transaction third-
party fees, and employee hotline call volumes. Reductions
should be automatically achieved by the reduced volumes
or through workforce reduction of the associated service
providers.

Given the nature of many of the shared services functions,
a parity plan is usually difficult to achieve through volume
reductions due to economies of scale and leverage.

A change in the operating model is usually required.

The operation model is defined as a combination of
organization structure, process activities and service levels.
Any new operating model should be defined based on
alignment with the overall strategy of the company.

Several types of operational model changes can be
identified to achieve the remaining cost overhang.

These include organization structure redesign, process
optimization and service level changes. Several different
options may exist for organization structure redesign. This
can include elimination of management layers, reduction
in complexity of departments, elimination of overlaps

of workloads, shift in the geographic footprint, overall
reduction in headcount or outsourcing.

Process optimization can also provide opportunities

to lower the cost structure. Elimination of activities or
processes may be an option to streamline an organization.
Re-engineering may also provide an opportunity to
decrease cost. Given the short duration of a spin-off or
divestiture, the time window may not be long enough to
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realize the cost savings in time. This could result in a higher
SG&A burden in the short term.

Service level reductions provide another opportunity to
drive down the cost structure. Companies often provide
premium services that are not required to do business.
Examples of these are support of multiple PDA’s, training
curriculum, innovation labs, international tax consulting,
and engineering consulting. These can be eliminated or
reduced to achieve the cost reduction targets.

In addition to achieving the parity plan, targets may have
been set that reduce cost further. These cuts may require
operating model changes beyond the function level.
Changes may include collapse of functions, a corporate
hub strategy, change in mission or absorption of activities
by business units. These are usually longer term changes
and require more time to plan and execute.

Companies should not underestimate the time required

to define the operational requirement by each of the
shared services functions. Depending on the size of the
divestiture and the financial targets, these functions may
be almost halving their annual budgets, forcing major, and
sometimes gut-wrenching, changes. At least two months
should be devoted to planning of the cost reduction effort.

The timing for approvals and agreements also should

not be underestimated. Prior to gaining approval from
senior leadership, functions must have agreements with
other functions on activities and service level changes
that directly affect one another. Working backwards from
the start of implementation, two weeks (at a minimum)
should be planned in order to gain approval from senior
leadership, as well as business unit leadership, for the
changes to be made to the shared services organization.

Step three — determine detailed implementation plan
Once targets and operating models have been set and
approved by the executive staff, detailed planning can
begin. Functions should complete a documented plan
that details the various changes the organization will need
to undergo in order to achieve the targets. Key elements
of the plan include not only the operational model
requirements, but also timelines and critical dependencies.



Critical dependencies are important to identify given the
magnitude of concurrent changes. The divesture magnifies
the level of coordination required over a typical cost
reduction effort. This is due to multiple changes to the
portfolio, site moves and consolidations, and employee
staffing requirements to support transition activities. These
dependencies may impact the ability to reduce cost prior

to Day One and should be identified and actively managed.

Critical dependencies will help drive the timeline. The
timeline is a critical element to achieve the cost reduction
targets with minimal Day One overhang. If possible, cost
reduction plans should be implemented, and for some
functions completed, by Day One.

In order to minimize the time that a company is spending
at pre-divestiture levels, implementation should begin up
to one month in advance of Day One, leading to layoffs
and other structural changes effective on Day One.

In addition to timelines and dependencies, a process
should also be established for defining and tracking
success. The financial scorecard will be the primary driver,
where monthly reporting against financial goals will be
the key component. A process for milestone tracking
and reporting is also critical to ensure the success of the
project.

The final component to the plan is change management.
This is one of the critical areas that is often overlooked
but can be the difference between success and failure

of a program. Key messages, two-way and top down
communications, success stories, feedback loops, and
transparency are critical elements to the change plan and
should be planned well ahead of any major cost reduction
efforts.

As soon as final plans are approved by the executives,
functions can begin executing their plans. Functions must
track their progress to reach their cost reduction targets
within the given timeline. There are many aspects to a
divestiture, not just cost reduction. There are issues and
interdependencies that may directly affect achieving the
cost reduction plans, therefore, each function lead needs
to be aware of the status of other entities involved in the
deal.

Communication is also a key component to the
implementation phase. Executives will need to
communicate the planned changes to maintain the
employee’s morale and productivity to the organization.
As mentioned before, immense changes such as these
can adversely affect a company's performance if its not
planned and executed appropriately.

A program management office (PMO) should be
established to track planning and implementation progress.
The PMO has many roles: coordination, communication,
tracking and advising.

Conducting a corporate-level enterprise cost reduction
effort at the same time as a divestiture requires constant
diligence in coordinating a multitude of moving parts.
The PMO needs to communicate with each of the shared
service functions, the divesting business, other business
units, and top executives. The separating business may
have certain requirements of the shared services functions
that will need to be incorporated into the cost reduction
plans. These requirements will need to be reviewed when
any service agreements are signed with the buyers.

The divesting business unit, as well as each function
within corporate shared services, is likely operating in a
siloed fashion. Given the barriers to communication, it
will be up to the people in the PMO to effectively foster
cross-function communications. Scheduling a weekly
touch-point meeting throughout the project phases will
enable the functions to discuss their plans and status
with one another. A short (one hour or less) meeting that
includes a roundtable discussion, has the potential for
otherwise unknown issues to be brought forward in direct
function-to-function communication. Additionally, the
PMO should schedule meetings with and between other
functions as necessary to meet the goals. This will be a
common practice to adopt for the larger functions such
as Information Technology, Corporate Real Estate, and
Finance.

Divestiture Strategy
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The PMO must also track key action items and
dependencies on which the cost reduction effort is
dependent. A centralized log, stored on an intranet site
or e-mailed weekly to the function representatives will
provide visibility into what tasks remain to be completed.
This includes top level tasks like presenting plans to the
CEO, as well as more detailed tasks that require individual
actions. The action and dependency log provides

accountability and visibility into the effort’s inner workings.

The PMO should also act as an advisor to each of the
function. The PMO should be a sounding board for
vetting and fleshing out ideas for the cost reduction effort
prior to reviews. The PMO can also assist in additional
benchmark development and external research as required
by functional teams to complete their plans. Once in the
implementation phase, the PMO can advise groups on
dates by which work should be complete and provide
other on-demand support.

An important aspect of enterprise cost reduction is the
reduction of headcount. Many organizations will find this
to be the primary method for reducing financial costs.
Best practices dictate that a person or team be designated
to manage the layoff process, with the help of human
resources and legal experts. The layoff team should
provide the functions an extensive calendar of key dates,
and key process to follow, as early as possible. During the
divestiture process, it is important to align layoff dates to
the overall timing of the separation. Having detailed plans
to follow will facilitate the removal of headcount and the
achievement of the financial targets.

There are several key items to be aware of when
completing an enterprise cost reduction effort in

the context of a divestiture. The first major item is
coordination with and adherence to any master services
and service level agreements with the divesting business.
A failure to properly coordinate provisioning of services to
the divesting entity between Day One and Day Two may
cause the company to be in violation of its agreement
and seriously jeopardize the successful completion of the
divestiture. Layoffs and reorganizations within the parent
company may need to be delayed to serve the divesting
business. It is vital that the appropriate personnel who
need to support separation activities are retained through
this period.
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The second major pitfall to be aware of is change
management. The divestiture itself and the resulting
downsizing of the corporate functions cause a double dose
of change for employees to digest. Special care must be
taken to disseminate information in a timely basis to all
staff, especially those affected by the changes.

Common worries of staff include:

« Will my job exist?
+ How will my job change?
+ How will the benefits and services at work change?

For this complex effort to succeed, it is imperative

that staff is kept motivated through a reduction in
uncertainty. Another key aspect to change management
is communication. The more informed employees are,
the less resistant to change they will be. Communication
should also come from the top levels of the company.
Employees need to understand the reasons behind the
change, and they need to know that the top leaders in
the company are driving the change. It is important to
maintain productivity throughout the process, and this can
be accomplished through implementing the appropriate
change management processes.

A third area of concern is the consistent delivery of
services by the corporate functions. Any disruption in the
services provided by the corporation to its employees or
business units will have negative effects on operations and
productivity. It is important to keep all the stakeholders
informed of changes in services delivered. Ultimately, the
business unit leadership needs to understand the trade-offs
between the cost savings for these service changes and
the amount of disruption that will be caused to employees
and operations. All service changes need to be evaluated
for their overall benefit and be formally approved prior to
implementation.

Accountability must be maintained throughout the
process. If clear ownership of tasks and activities are

not given and adhered to, then it is possible that the
project will have major obstacles to overcome. Tasks and
dependencies must have a resolution date and be assigned
one primary owner. It is very important that the program
manager for the cost reduction effort follow-up on near or
past due items at least weekly. An unresolved action may
have dependencies across the entire project, jeopardizing
multiple work streams.



Our client was a $7 billion high-tech manufacturing firm
with interests in a variety of devices. In order to refocus
the company and gain a 30% increase in stock price,

the client undertook a major restructuring, divesting two
business units, accounting for just over $2 billion or 38%
in revenue. In addition to requiring the corporate shared
services function to reduce its costs by 38%, the CFO
committed an additional amount equal to almost 47% of
the corporate bill, a total of $450 million.

Planning for the process began in earnest about four
months prior to the close of the divestiture of the first
business unit. Initial plans were submitted by the functions
and then reviewed and enhanced over a two month
period, leading up to a two-day review session by the CEO
and CFO, about two months prior to the close day.

Because the company undertook two divestitures (one sale
and one spin-off) at the same time and coupled it with a
major enterprise cost reduction effort in the shared services
function, the number of cross-functional interdependencies
was staggering. The shared services function was tasked

to rapidly reduce its operating costs by the 38% level and
then to fundamentally restructure several of the functions
to achieve the 47% reduction and become a more
effective organization. Weekly meetings with each of the
functions, an action log posted on the intranet, and weekly
interactions with each of the separation teams kept things
running smoothly. The goal was to mold the company

into a world-class organization in both effectiveness and
efficiency.

Although the long-term changes to achieve the target
reductions are not yet complete (running more than a year
after the close date), the progress is on track to achieve the
committed cost reductions.

By utilizing the approach of setting goals top-down,
defining functional operating models and defining
implementation plans to achieve goals, companies

can ensure shareholder value is maximized by keeping
overhead costs in line with the overall financial model. The
top ten things to keep in mind during a cost reduction
effort include:

1. Plan for cost reductions in parallel to divesture or
spin-off activities (generally three to four months prior
to separation)

Marco Squazzin

Deloitte Consulting LLP

+1 650524 4111
masguazzin@deloitte.com
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Identify and communicate the baseline cost structure so
all functions have clarity on the current costs they will be
measures against

Set parity targets by function based on affordability, the
business model and strategic objectives

Encourage functions to use the project momentum
to identify further cost reductions or transformation
opportunities beyond parity targets

Leverage external best practices and benchmarks to
challenge functions to reach and exceed cost reduction
targets

Drive functions to clearly articulate and quantify their cost
reduction initiatives so they can be incorporated into an
overall cost reduction roadmap

Centrally manage any work force management initiatives
to provide consistency in timing and messaging and ensure
legal requirements across multiple countries are met

Plan for longer cost reduction lead times in some areas
and countries to reduce risk of cost overhang (e.g., sale
of real estate and work force management in France and
Germany)

Keep in mind any transition services due to the sale or
spin-off that may be required of some functions (e.g.,
IT, Finance, HR) which may impact the timing of some
initiatives especially headcount reductions

. Do not forget to manage the change impact through

communications and stakeholder management with the
remaining businesses and functional team members

Jeffery M. Weirens
Deloitte Consulting LLP
+1612 397 4382
jweirens@deloitte.com
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The hidden tax value

1n divestitures

If you're planning a spin-off or carve-out, you know how
important tax considerations can be to realizing the full
value of your transaction. But did you also know that a
separation may offer significant opportunities to improve
the on-going tax efficiency of each separated business
after the transaction closes — and thereby increase the
transaction’s long-term value? Our experience suggests
that many divesting companies tend to overlook this group
of tax-saving opportunities. Here's how you can take steps
to potentially increase value.

Some tax costs are pretty obvious, especially those
associated with the transaction itself. For example, the
tax that the selling corporation must pay when it disposes
of a subsidiary or division is straightforward to quantify.
Likewise, other transaction-related items (such as the
taxation of executives’ golden parachutes) are often of
great personal interest to decision-makers in any deal.
These transaction-related tax costs and opportunities tend
to get plenty of attention, so we won't dwell on them
further here.

However, other tax opportunities that frequently
present themselves in spin-offs and carve-outs are often
overlooked. These opportunities are directly connected
to changes in the underlying business of one or both
companies, rather than being associated with the
transaction itself.

Many organizations, in our experience, simply don't focus
on these opportunities until well after the deal is done,
when it's usually too late to factor tax considerations into
operational decisions about the newly separated entities.
And it's not just the business being sold that ought to
consider these opportunities. Depending on the size and
nature of the divestiture, the parent company may also
need to change its business operations to suit its new size
and scope. The tax implications of these business changes
can have a far-reaching impact on each company’s
performance going forward. Every business process that is
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changed represents a legitimate opportunity to establish
the new company’s operations in a more tax-efficient
manner.

Why do organizations sometimes fail to act? As noted
above, the tax issues that tend to take center stage

are often those related to the transaction itself, such

as obtaining tax-free status for the spin-off, increasing

the deductibility of transaction costs, and addressing

the taxation of golden parachute payments. Any tax
department energy left over from those issues is generally
absorbed by the challenge of setting up the separated
businesses’ tax operations so that each can continue to
function after the transaction. With all that to worry about,
it's not surprising that analyzing the tax implications of the
separated entities” new business processes can fall off the
radar.

Fortunately, once the idea of increasing the tax efficiency
of the new entities’ changed operations is brought to the
divestiture team’s attention, it's relatively straightforward
for tax personnel to do the necessary work to advise
management appropriately. In spin-offs and carve-

outs, unlike in mergers and acquisitions, information

can usually be freely shared between the soon-to-be-
separated businesses, making it feasible to start planning
each company’s operational structure well in advance

of deal close. Moreover, in a pure spin-off, the divesting
company normally has more control over the timing of
the transaction than it could have in an acquisition. In
short, if you're considering a divestiture, there are no good
reasons not to consider the tax implications of operational
decisions associated with the separated entities.
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So what areas of operations might benefit from a good
look at their tax implications? AlImost any planned business
change should be considered, but especially those that
involve relocating personnel, facilities, or assets. Here are a
few of our top candidates:

Supply chain — A newly independent company usually
needs to establish its own supply chain separate from its
parent’s. If the divested company is large, the parent may
also need to make changes to its supply chain. In both
cases, there may be opportunities to reduce federal, state,
and foreign income taxes.

The use of a “procurement company” is one well-known
example. Large companies often centralize their sourcing
and procurement activities to achieve economies of

scale. A company with such a centralized procurement
organization may be able to realize savings, including tax
savings, by isolating its procurement functions and assets
in a separate legal entity — a procurement company —
particularly when that company is located in a low-tax
jurisdiction. The rest of the organization, which may be
located in higher-tax jurisdictions, pays the procurement
company to provide sourcing and procurement services;
the overall tax savings occur because the procurement
company'’s income is taxed at a lower rate than may likely
have been the case if the assets had remained with the
rest of the organization. Another advantage of this type
of structure can be a potential reduction in recurring sales
and use taxes on goods and services flowing through the
procurement company.

Technology — Considering the tax profile of different
jurisdictions can be important when determining the
location for information technology (IT) assets and
activities. If a company uses technology to perform a
high-value, well-defined function — for example, a hotel
chain that uses a proprietary room reservation system —
the company should consider housing the IT assets and
activities used for that function in a discrete legal entity
located in a lower-tax area. Like a procurement company,
this IT entity charges the rest of the enterprise for its
services, and its income is taxed at a lower rate. A spun-off
or carved-out company should be especially cognizant

of this approach, as a divested company generally needs
to build its own IT infrastructure from scratch and may
be faced with decisions regarding the location of that
infrastructure.
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In addition, a divested company may be able to avail itself
of a wide range of tax-saving possibilities, both immediate
and ongoing, as it builds out its IT infrastructure. For
example, a variety of approaches exist to reduce sales
and/or use tax paid on software and hardware purchases,
and companies may be able to deduct, rather than
capitalize, substantial portions of the total cost of an ERP
implementation. Some jurisdictions also offer research and
development tax credits for internal use software projects,
which may influence a company’s choice of where to
conduct its initial and ongoing software development. And
training credits or grants may be available to companies
that need to train or retrain its employees on new IT
systems.

Facility location — Whether it's a warehouse or
distribution center, a manufacturing plant, a data
warehouse, or corporate headquarters, opening a

major new facility often gives companies the chance to
negotiate for tax credits and/or incentives with various tax
jurisdictions eager to bring new business to the area.

These can range from property tax exemptions to
corporate tax moratoriums to employee training and
development credits. The more people to be employed
at the proposed facility, the more significant these

tax credits and incentives can be. Just as important, a
divestiture may put existing credits and grants at issue, so
a complete survey of the impact of the transaction should
be considered.

Researching and negotiating for credits and incentives,
whether new or those to be retained, can take time, so it's
important to start looking into these incentives relatively
early in the divestiture process. By allowing plenty of time
to negotiate with taxing authorities before announcing
the location of the new facility or facilities, a company
can protect itself from being hurried into a less-than-
satisfactory decision. Of course, it may be impossible to
negotiate incentives with local authorities after a location
decision has been announced — one more reason to start
the process early.



Common tax divestiture pitfalls
1. Transaction taxes on asset transfers — Sales, Use,

VAT and other transaction taxes can significantly
increase the cost of the deal. If these issues are
discovered too late in the process, it can be difficult,
if not impossible, to restructure the transaction to
reduce these burdens.

. Tax-related transition service agreement (TSA) issues
— It's common for the parent company to agree to
provide some tax support for a limited period of time
until the divested company can staff up and develop
the IT infrastructure to manage its own tax affairs.
The mistake many companies make is not being
specific enough in the TSA language. For example,
what does it mean when the parent company says
it can provide “sales tax support”? Does it mean
that they could prepare the sales tax returns, or
provide the data for the returns, or answer questions
if asked? A substantial post-close dispute about
roles and responsibilities may be avoided with more
careful language.

. Payroll restarts — depending on the nature of

the transaction, employee wage bases for FICA

may need to restart, a burden to those highly
compensated employees who have already “topped
out” for the year. (While the employee can later

get a refund on a personal tax return for the excess
FICA paid, the employer cannot.) A more common
issue is restarting state unemployment tax bases.
Since state unemployment tax base limits are smaller
(only $10,000 or less in many states), it is not
uncommon to have virtually the entire employee
base be affected, and this can effectively double the
state unemployment tax burden for the year of the
transaction.

. Facility announcements prior to credit negotiations
— Many state and local governments may consider
providing inducements to attract (or in some cases,
just maintain) employment in a specific location.

But if a spun-off company announces where its
headquarters might be located, before negotiating
with the local authorities, some negotiating leverage
may be lost.

. Nexus/Permanent Establishment refresh — Often

a spin-off or sale may reduce tax footprint of

one or both companies, which can reduce the
number of jurisdictions where taxes must be paid.
Unfortunately, certain tax departments sometimes
simply follow what was done in the prior year,
resulting in unnecessary filings and taxes.
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Liberating tax department resources

As noted above, tax departments of companies that

are undergoing divestitures can easily be overburdened.
One way to create capacity in your tax department can
be to critically analyze new information systems from

a tax perspective so that the tax department doesn’t
need to generate the data that proper IT systems can do
automatically. For instance, if the separated company’s
IT system can’t generate legal-entity books, the tax
department might need to generate them by hand.

With foresight, an emerging tax department can shape
its policies and processes through the use of technology
and significantly reduce the time devoted to tax return
compliance and planning while generating higher-
quality products in both areas. Here, a “clone and go”
approach with respect to existing IT systems may actually
be problematic. Supported by an analysis of how the tax
department gets from “here” to “there,” the new tax
department can emerge as a smaller cost center with a
focus on a number of critical tasks rather than solely on tax
compliance obligations, which may be addressed through
effective technology and data management planning

The bottom line

Obviously, the decisions you make about the separated
companies’ operations can be shaped by many business
considerations other than tax. Our view, though, is that
tax should be considered early in the process so that
management can make operational decisions based

on an after-tax rather than a pre-tax basis. While tax
considerations shouldn’t drive these choices, they're
definitely an important part of the total picture, and they
can have long-lasting consequences for the separated
businesses.

Remember, too, that it's usually far easier to address the
tax efficiency of a business as part of an overall business
transformation than it is to make changes once the
business has stabilized. In other words, once the business
processes are set in stone, the tax consequences may

be too — and you may find your future tax options
somewhere between slim and nonexistent. Even worse
than missing a potential tax opportunity, you may find
yourself locked into a very undesirable tax position with
only limited options for improvement. So take the time to
look for ways to achieve tax efficiencies in the separated
businesses’ operations when you engage in a spin-off or
carve-out.
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How to handle the circular
dependencies that can stop a tax-
free spin-off dead in its tracks

A tax-free spin-off is a transaction where one or more
businesses (“Controlled”) are divested from a company
(“Parent”) but continues to be owned by Parent’s existing
shareholders. This type of transaction offers a number of
advantages over a conventional divestiture, particularly
when credit is tight and buyers are scarce.

As its name implies, one of the main advantages of a
tax-free spin-off is that, if properly structured to meet the
various requirements, the transaction is a non-taxable
event to Parent, Controlled and their shareholders. Another
advantage is that creditors often are more willing to fund
this type of deal because it is considered less risky from

a capital markets perspective. This may enable Parent to
extract cash from the business of Controlled-- even in a
market environment where potential buyers are having
trouble raising capital for acquisitions.

In addition, the fact that both parties to the transaction
are part of the same original entity gives management
tremendous control over how the deal is structured. This
turns out to be both a blessing and a curse. The upside
is that Parent has the power to optimize many aspects
of the deal, within the limits established for tax relief for
the separation and distribution. The downside is that in
trying to optimize the transaction, the company is likely
to encounter several “chicken and egg” dilemmas where
key decisions each hinge on one another. These circular
dependencies can create a vicious cycle of indecision that
brings execution of the divestiture to a grinding halt.

This article examines five common circular dependencies in
a tax-free spin-off, and offers practical and tested advice to
help companies avoid getting stuck in the mud.

In our experience, five aspects of a tax-free spin-off
are especially vulnerable to delays due to circular
dependencies: Credit Ratings and Capital Requirements;

Private Letter Ruling and/or Opinion on tax-free status;
Legal Entity Restructuring; Cash Transfers and Distribution;
and Debt Strategy.

Many of the circular dependencies in these areas revolve
around determining the end-state capital structures for
Parent and Controlled. In fact, no activity presents as many
circular dependency challenges. Decisions about capital
structure influence (and are influenced by) a multitude of
factors. As a result, executives often hesitate to settle on

a final capital structure for either business until relatively
late in the deal because they don't feel they have enough
information to make good decisions.

Generally speaking, a preferred way to address circular
dependencies in all of these critical areas is to view

the decision-making process as iterative, rather than

strictly sequential. Decision-makers should be willing to
take action on a variety of fronts based on incomplete
information, and then steadily shepherd all of the disparate
elements toward a consistent and optimal conclusion. Here
is some advice on how to accomplish this feat.

Credit ratings and capital requirements

One key dependency that affects decisions about capital
structure is the issue of obtaining a credit rating for each
of the post-spin businesses. Credit rating agencies need
to examine financial statements in order to issue a rating.
However, management’s desired credit rating for each of
Parent and Controlled will influence decisions about their
capital structure — which, in turn, will affect the financial
statements to be submitted to the credit rating agencies.

Capital structure decisions are also influenced by cost of
capital considerations, and by regulatory requirements
in certain industries such as financial services. To obtain
regulatory approval for the transaction, management
must file post-transaction pro forma financial statements
with the appropriate regulatory agencies. However,
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these regulatory authorities often have capital adequacy
requirements, which means that highly-leveraged capital
structures may need to be modified based on regulator
feedback.

Based on our experience, it is not necessary to finalize
either entity’s capital structure before preparing the
initial financial statements for credit rating agencies (or
regulators in situations that mandate capital adequacy
requirements). An interim, conservative capital structure
that encompasses a range of scenarios will generally be
sufficient for credit rating agencies to issue a provisional
rating for each entity based on general credit worthiness.
These preliminary ratings in turn should be sufficient
for approaching the debt market to consummate the
transaction and regulatory authorities for approval.

IRS private letter ruling and/or opinion of tax advisors/
counsel

Obtaining tax-free status for a spin-off can have a huge
impact on shareholder value — and can therefore make or
break the deal. Determining whether a divestiture qualifies
for tax relief depends on some of the more-complicated
US tax rules around, including evaluations which are highly
subjective in nature.

The US Internal Revenue Service (“IRS") offers a limited
“advance ruling” program which provides management
of Parent and Controlled with some assurance with
respect to any “significant issues” (as determined by

the IRS) that any such significant issues associated with
the contemplated divestiture will satisfy the tax relief
provisions. To participate in the advance ruling program,
management must first determine, likely with some

input from the IRS, whether there is a “significant issue”
on which the IRS could issue a ruling. In such a case,
management must submit a formal application, along with
any necessary representations, agreements to conditions
and documents and exhibits, all of which are intended to
enable the IRS provide a ruling on the significant aspect of
the transaction.

Because the IRS has changed its advance ruling policy to
no longer issue rulings covering the majority of the aspects
of the tax-free divestiture, management will likely need

to rely on outside advisors to assist in ensuring that the
various requirements are met and properly documented.

In order to gain comfort on the other requirements
necessary to support the divestiture’s qualifying as
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tax-free, management should seek out a formal opinion
from tax advisors and/or legal counsel. Management

must work with its outside advisors and submit numerous
representations, documents, and exhibits to enable outside
advisors to issue an opinion.

A key circular dependency in this process relates to
finalization of the tax cost Parent has in the stock of
Controlled immediately before the divestiture. (If Parent
filed a US consolidated income tax return with Controlled,
under certain circumstances Parent’s tax cost may be
negative, in which case the divestiture would trigger a
potentially unwanted tax upon Parent.) This “tax basis
number” (whether positive or negative) is influenced by
several factors associated with the divestiture, including
preparatory transactions to move assets and liabilities
between Parent and Controlled, as well as how the legal
entity structure of Controlled was put together historically
and in anticipation of the divestiture. Another important
deal factor which directly influences this tax basis number
is the amount of any cash distribution by Controlled and/
or the amount of debt Controlled assumes or otherwise
takes from Parent before the spin-off. Based on discussions
with tax advisors and counsel during the opinion drafting
process on how management will satisfy the complex rules
for a tax-free spin may require changes to the originally-
anticipated capital structure of Parent and Controlled,
forcing management to submit revised pro forma financials
in order to obtain the sought-after ruling and/or opinion.

As with credit ratings, management may consider adopting
an interim capital structure for each post-spin business
when preparing the financial disclosures for the advance
ruling process. The thing to avoid is leaving money on the
table by proposing an overly conservative capital structure
based on an overly conservative tax basis number. In many
cases, a middle-of-the-road proposed capital structure
works better. This approach leaves room to tweak the
capital structure based on the feedback of outside advisors
and/or the IRS while staying within an acceptable range to
achieve management’s desired credit rating.

Legal Entity Restructuring

Legal Entity Restructuring is a complex, multi-step process
that involves assigning new or special purpose entities to
the appropriate corporate structure, aligning entities to the
businesses of each of Parent and Controlled to meet legal
and tax obligations in various jurisdictions, and eliminating
cross holdings. In particular, the effects of unwinding



commingled structures can cascade through the financial
statements and have a ripple effect on the capital
structures of both Parent and Controlled.

During the process, in anticipation of or response to
concerns raised by outside advisors and/or the IRS,
management may propose changes to the originally
envisaged legal entity structure. If this happens, the capital
structure and associated pro forma financials of the parent
and spin-off may need to be re-worked.

Given the time-consuming nature of the process, it makes
sense to start early on the less controversial aspects of
legal entity documentation and restructuring. It is also
prudent to hold off on executing any plan to restructure

or convert commingled businesses into separate legal
entities until outside advisors have had a chance to review
the documentation and support compiled by management
and provide any observations or feedback. This reduces the
possibility of reversals if the deal is not approved within the
expected timeframe or with the expected deal structure.

In addition, feedback and assistance from outside advisors
can help management gain comfort with the transaction in
the absence of input from the IRS. This delayed approach
also can make it easier to design and strictly comply with
the sequencing of preparatory transactions which place
Parent in the position of being able to divest a completely
separate Controlled as well as assist Parent in preparing the
necessary documentation throughout the process.

Cash transfers and distributions

Cash transfers in a spin-off transaction can be the result of
the internal spin or the external spin. Certain types of cash
transfers revolve around transactions undertaken to create
the sought-after distribution to Parent’s shareholders

of Controlled stock. These transfers, also known as the
internal spin, involve transferring cash among various
legal entities to square off inter-company holdings and
borrowings. The external spin involves a one-time tax free
cash distribution from the spin-off entity to the parent
based on the tax basis number arrived at through a
quantitative analysis by management in consultation with
outside advisors.

Here again, the outcome is greatly influenced by any
changes that need to be made to the legal entity
restructuring and tax basis throughout the process of
obtaining the opinion and/or ruling. Specific impacts
can include: the number and size of transfers made as
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part of the internal spin, the amount of cash that can
be distributed as a dividend for the external spin, and
the capital structure. The legal entity structure for each
business is open to changes throughout the process of
drafting the opinion and/or discussing any significant
issues with the IRS. In addition, the dividend distribution
must follow the exact sequence and timing laid out in
the step plan. This means that the internal and external
cash transfer strategy — as well as the projected capital
structure — can be in flux until outside advisors and/or the
IRS sign off on the transaction.

Companies typically go through several iterations of steps
before settling on the final version of the transaction.
And as with any iterative process, a key to arriving at

a successful transaction is to understand which battles
are critical to win, and which can be conceded without
significant loss of value. The smoother the process, the
faster the company can develop its cash transfer strategy
and finalize its capital structure.

Debt strategy

Several factors related to the design of the transaction
have a significant impact on the spin-off business’s debt
strategy. For one thing, the tax basis determines the size
of the cash dividend from the spin-off entity to parent,
which influences the amount the spin-off entity will need
to borrow. This is turn affects the capital structure and
the final pro forma financials provided to outside advisors,
the IRS, regulatory authorities, and credit rating agencies.
Furthermore, the activities laid out in the step plan to
execute the transaction may affect the amount of cash
available internally for distribution.

A deep understanding of how the IRS views certain aspects
of the use of debt in a spin-off enables management

to work with its outside advisors to examine the capital
structure. While we understand that IRS advance ruling
policy historically had been to provide that existing source
of credit could not be used to satisfy debt used to finance
the distribution. However, the IRS has issued a notice that
it will not rule on transactions on which debt is created

in anticipation of the spin-off. This development in IRS
policy has a direct impact on a company’s debt strategy by
narrowing its options for raising capital.The logical time for
executives to finalize the spin-off entity’s debt strategy is
after the form of the transaction has been established by
outside advisors and discussed with the IRS, if necessary.
Bankers may need confirmation from outside advisors
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that all outstanding issues are cleared before placing

any debt instrument on behalf of the spin-off entity. The
confirmation is usually given in the form of an informal
note from outside advisors discussing the comfort level
with the transaction and that the opinion is in the process
of being formally written up. Bankers look upon this
confirmation for assurance that the deal will go through
and that the spin-off business will indeed be allowed to
begin life as an independent entity.

Although there is no one-size-fits-all approach for
successfully navigating this maze of circular dependencies,
our experience with tax-free spin-offs has revealed

certain leading practices that apply across a wide range

of industries and deal sizes. In addition to the activity-
specific practices described earlier, here are four leading
practices for managing circular dependencies in the overall
transaction:

« Communicate across functions. While respecting the
confidentiality that surrounds the deal in its early stages,
the leaders of all functions involved in potential circular
dependencies should stay in close communication so
that dependencies can be identified and addressed in
a timely fashion. Setting up a formal, cross-functional
communication forum can help keep the various
functions on the same page and reduce the chance of
surprises.

» Engage outside advisors early on. With the institution
of the new IRS policy that rulings will only be given
in the case of a significant issue and that the IRS will
only rule on such issue and not on the transaction as
a whole, outside tax advisors and legal counsel play a
vital role in assisting management through the process
of developing the transaction. Involving outside advisors
from the beginning can enable management to more
easily and efficiently navigate the process. In addition,
outside advisors will be able to assist management
in identifying any significant issues that are ripe for a
ruling by the IRS.
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» Establish a clear roadmap. A project roadmap that
identifies key milestones, highlights dependencies, and
clearly defines the critical path, can help executives
keep track of circular dependencies and proactively
determine the points in the deal lifecycle when
additional resources should be brought in to address
them.

» Get the go-ahead from every key function. Functions
such as Tax, Treasury, Finance, and Legal should be
required to jointly sign off on any decisions that affect
their respective areas. This encourages alignment,
participation, and involvement across functions. It also
helps ensure that all functions have considered circular
dependencies and offered their input before any major
decisions are finalized.

To effectively execute a tax-free spin-off, a company must
shepherd many interrelated decisions through a series of
successive approximations before the decisions reach their
final form. This process is more art than science, relying
heavily on experience and intuition. However, recognizing
and acknowledging circular dependencies early in the
transaction can help company executives make better
decisions, avoid undue delays, and improve the chances of
achieving the principal objectives of this form of divestiture
on time and within budget.

This paper attempts to address the transactional aspects of
spin-offs. It does not touch upon complications presented
by the operational aspects of planning and executing
spin-offs or the touch points that these may have with the
transactional aspects.
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Carve-Out Financial

Statements

As soon as the discussion turns to the sale or spin-off of
a portion of a business, someone inevitably brings up the
need for financial statements. Obviously, the buyer and/
or potential investors are going to need to understand
the financial parameters of what they are investing in.
Sounds easy, right? After all, the company has been
preparing consolidated financial statements for years and
each entity has a separate ledger within the trial balance.
Unfortunately, as those who have been through the
process can attest to, it's almost never that simple. Layers
of legal entities, shared services, shared assets/liabilities,
and competing priorities can grind some “carve-out”
projects to a virtual halt before they even get started.
That said, understanding the fundamental purpose of the
financial statements, being able to effectively define the
business being spun/sold, and immediately tackling some
of the thorniest accounting-related carve-out issues can
streamline the process greatly.

The term “carve-out financial statements” is a generic
one used to describe the separate financial statements of
a business that are derived from the financial statements
of a larger parent company. The form of those financial
statements may vary, however, depending on the
situation. For example, if the acquisition is small, a
strategic buyer of a carve-out business may be satisfied
with an unaudited balance sheet and income statement
for the most recent year. Another public buyer, however,
may require a full set of SEC'-compliant audited financial
statements, including footnotes, for the three most recent

! Securities and Exchange Commission (SEC)
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fiscal years?, while yet a third buyer might ask that the
periods be audited, but be completely unconcerned with
SEC reporting considerations. Accordingly, assessing the
potential audience is critical to understanding the basis
of presentation and the number of periods needed. This
can be particularly tricky when the carve-out financial
statements are being prepared in advance of the buyer or
potential buyers being identified.

Preparation Tip: Full financial information may not
always be attainable in situations where the carve-out
business is not a stand-alone entity and separate and
distinct accounts have not been maintained. In these
instances, public company buyers may request that the
SEC staff accept audited statements of assets acquired
and liabilities assumed (in lieu of a full balance sheet) and
statements of revenues and direct expenses (in lieu of a
full statement of operations). This type of “abbreviated”
presentation, however, always requires pre-clearance
with the SEC staff to ensure that the presentation will be
accepted under Rule 3.05.

Similarly, the decision to spin off? a division, subsidiary, or
part of an SEC registrant into a separate stand-alone entity
creates an even bigger set of wrinkles as it results in a
requirement to file a separate registration statement with
the SEC, typically on Form 10 In addition to the baseline
carve-out financial statements, a Form 10 will also need
to include items such as a five-year table, Management
Discussion and Analysis, and other capitalization and
liquidity disclosures.

2 Public buyers have to comply with SEC Reg. S-X, Rule 3.05 (“Rule 3.05"), which requires them to provide financial statements for significant
acquisitions. The significant acquisition rules focus on three principle criteria: the investment test, the asset test, and the income test. If any of those
tests exceed a threshold of 20%, at least one audited period (and potentially up to three if any of the tests exceed 50%) will be required.

3 A company may elect to spin off a division, a subsidiary, or part of a business, for a number of reasons, including (1) to maximize the spun entity’s
value as an independent company, (2) to highlight a business that has otherwise been overshadowed by other aspects of the consolidated group, or

(3) to take advantage of certain tax opportunities.

* A Form 10 is the spin-off equivalent of a Form S-1 filed by new registrants in connection with an initial public offering (IPO).
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Preparation Tip: The purpose of the financial statements
also greatly impacts the timeline, as carve-out financial
statements filed for a public spin-off via Form 10 would
need to be available at least 60 days prior to the spin,
while carve-out financial statements prepared for Rule
3.05 purposes would need to be available within 75 days
post-closing.

Determining the parameters of a
carve-out business is less
straightforward than one might
originally think.

Once the purpose has been identified, attention turns

to defining the “business” to be included. While this
exercise sounds simple — what’s in is in and what's out
is out — determining the parameters of a carve-out
business is less straightforward than one might originally
think. In the best case scenario, the terms and conditions
in the purchase and sale agreement will outline the
assets and liabilities and legal entities to be included.
Preparing carve-out financial statements for a spin-off or

Legal structure — What does the legal structure of

the carve-out entity look like? The legal structure may
also serve as a basis to begin evaluating the historical
financial results. Remember, however, that the legal
entity structure is often established for tax purposes and
may include multiple business segments, product lines,
or geographies that may not align with the carve-out or
spin-off. (See also Tax Considerations below.)

Practical aspects — What people and assets are actually
going with the deal and where did those individuals/
assets reside previously? Understanding whether

these individuals/assets represented a portion or all of
certain operating, reporting, or legal structures may
also provide some clarity as to the appropriate basis of
presentation.

Past performance — Is an entire business line being
spun, or only a portion of one? Has the business been
restructured over the years, or is it static during the
periods in question? The existing business may be
structured differently as compared to the historical
operations. For example, recent acquisitions or
divestitures need to be evaluated for inclusion/exclusion
from the historical periods as the SEC staff believes

that carve-out financial statements “should include all
relevant activities that have been a part of the history of
the business and that can be expected to repeat as the
business continues in the future®.”

in preparation of divesting a business in advance of such
an agreement, however, is much harder as no roadmap
exists per se — only the vague concepts that exist in

the mind of the spinner/seller. That said, the following

questions would typically be considered when defining the

carve-out business and determining the historical financial
information to be included:

+ Operating and financial reporting structure — Is the
carve-out representative of a defined segment of
the parent? A reporting unit with defined financial
results may serve as a springboard, but, often times,
only a portion of a segment or reporting unit is being
divested, increasing the difficulty of identifying the
assets and liabilities related to the component.

® Ibid.

Preparation Tip: None of the above items is determinative
in and of itself. For example, a prospective legal structure
that leaves behind certain unprofitable operations

does not allow a preparer to “cherry-pick” just those
operations, as evidenced by the following example
previously shared by the SEC Staff°:

6 SEC Staff Accounting Bulletin (“SAB”) Topic 1.B.1 notes that the SEC staff has required subsidiaries “to revise [their] financial statements to include
certain expenses incurred by the parent on its behalf. Examples of such expenses include, but are not necessarily limited to...: Officer and employee
salaries, rent or depreciation, advertising, accounting and legal services, and other selling, general and administrative expenses.”
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A company has 75 restaurants encompassing a certain
theme, in a certain region of the country, and 25 of

those restaurants have not been very successful perhaps
because of their location, location of competitors, inability
to hire good employees, type of labor market, or some
other reason. The company is now going to put the 50
successful restaurants in a Newco and take it public. The
staff would expect all 75 restaurants to be included in the
historical carve-out financial statements until the other 25
have been sold or discontinued even though investors will
only have an interest in the 50 successful restaurants since
all of the restaurants (including the 25 unsuccessful) have
been part of management'’s track record. It is expected
that in the future Newco will expand by opening new
restaurants and not all of them will be successful.

After the purpose of the financial statements is understood
and the business to be presented is defined, the allocation
process can actually begin. For many of the balances, this
process occurs quickly, but for others, the process can be
very time-consuming. Digging in on the most challenging
issues at the outset of the project, rather than at the
middle or end, can significantly assist in shortening the
overall project lead times. Consider, for example, the issues
presented by the following types of account balances:

« Shared assets and activities — Most companies
are generally structured to gain synergies related
to common activities and processes that can be
centralized. These activities provide a benefit to the
entire organization; however, the cost of these activities
(e.g., information technology, cash management,
human resources, accounting, etc.) is often not
embedded within the historical operations of the
separate business that is subject to the carve-out. As
the SEC's view is that carve-out financial statements
should reflect all of the carve-out entity’s costs of
doing business’, these activities need to be evaluated
to determine an appropriate amount of expense to be
allocated to the stand-alone business. In addition, the
related assets and liabilities of these shared functions
(e.g., buildings, equipment, leases, etc.) also need to
be evaluated to determine whether they should be
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included in the historical operations. For example, how
should the company treat a manufacturing facility that
will be contributed to the entity prospectively, but was
not fully dedicated to manufacturing only products

of the carve-out business? Or what about segment-
level executives who were previously serving multiple
businesses?

Preparation Tip: Some assets and liabilities may be more
appropriately shown as part of the pro forma financial
statements, particularly when contributed assets did not
relate to the historical operations of the business. That
said, the materiality of those assets and liabilities needs to
be considered when reaching that determination, as the

Digging in on the most challenging
issues at the outset of the project,
rather than at the middle or end, can
significantly assist in shortening the
overall project lead times.

SEC may object to the inclusion of material items in the
pro forma statements that have not been subject to audit.

« Working capital — Companies often have centralized
cash management functions, complete with “sweep”
accounts and centralized cash collection and bill
payment centers. When overlap exists between the
customers and vendors of the entity to be spun
and those of its parent, specific identification of
receivables and payables is not always feasible without
an inordinate amount of work. In these situations,
developing a “system” solution early on which can,
for example, isolate individual SKUs and allocate
shipping and tax charges appropriately is often critical
to developing a set of financial statements that can
withstand the rigors of an audit.

7 SEC Staff Accounting Bulletin (“SAB”) Topic 1.B.1 notes that the SEC staff has required subsidiaries “to revise [their] financial statements to include
certain expenses incurred by the parent on its behalf. Examples of such expenses include, but are not necessarily limited to...: Officer and employee
salaries, rent or depreciation, advertising, accounting and legal services, and other selling, general and administrative expenses.”
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Debt — When companies take on debt and finance
their operations, these decisions are often done via a
centralized cash management/treasury department.
In these situations, it's not always clear what portion,
if any, of these general corporate balances, and, in
particular, debt balances, should be pushed down to
the separate stand-alone financial statements of the
carve-out entity. At a high level, some criteria to be
considered include:

— Business purpose of the debt

— Whether the carve-out entity will actually assume
the debt

— Whether the carve-out entity was ever charged
interest expense or if the debt was ever recorded on
the entity’s separate books

— Whether the debt was undertaken to support the
operations of the separate entity

— Who the legal holder of the debt is

— Whether the separate entity/business guarantees or
its assets collateralize the debt

— Whether the carve-out entity had positive cash flow
during the historic period to meet operating cash
needs

Preparation Tip: SEC SAB Topic 5J, Question 3 addresses
the views of the SEC staff with respect to recording or
“pushing down” acquisition debt incurred by a parent
company in connection with or otherwise related to
the acquisition of the subsidiary. SAB Topic 5J, Question
3 states that for circumstances in which the subsidiary
subsequently files an initial registration statement, the
parent company'’s acquisition-related debt, related
interest expense, and allocable debt issue costs should
be reflected in the subsidiary’s financial statements if:

— The subsidiary is to assume the debt of the parent,
either presently or in a planned transaction in the
future,

— The proceeds of the subsidiary’s debt or equity
offering will be used to retire all or a part of the
parent company’s debt, or

— The subsidiary guarantees or pledges its assets as
collateral for the parent company’s debt.

« Pension and post-retirement benefit plans — Obviously,

plans that specifically relate to, and will go with, the
carve-out business will appear in the carve-out financial
statements. Often, however, the carve-out business’
employees are simply participating in the parent’s
broader plan. In those instances, the business would
generally account for its participation in the overall
single-employer pension plan as a participation in

a multi-employer pension plan; and depending on
arrangements between the business and the parent,
the carve-out income statement would include either
the entity’s required contributions to the plan and/or an
allocation of the parent’s pension costs as net periodic
pension cost.

The balance sheet treatment, however, is less
straightforward, as only limited guidance exists
concerning the proper presentation of pension assets
and liabilities in carve-out financial statements®. ltems
to consider in determining whether pension assets

and obligations related to the carve-out should be
specifically identified and pushed down include, but are
not limited to:

— Is there a formal arrangement for the carve-out
entity to contribute funds to any parent-sponsored
plan?

— Which entity manages the pension benefits and
administration of the plans?

— Is there a plan in place establishing the legal
structure of the transfer of the pension obligation
and assets for the employees attributable to the
carve-out?

That said, the ending balance sheet in the carve-out
financial statements is often more relevant if it includes
the amount of the liability that will be retained by the
subsidiary and, hence, assumed by the purchaser.

& No authoritative guidance directly addresses the treatment of the pension liability in carve-out financial statements being prepared in connection
with a sale of a subsidiary. If a subsidiary's stand-alone financial statements are being prepared in connection with a spin-off, however, ASC 845-10-
55-1 requires accounting similar to the division of a pension plan that was previously part of a larger pension plan (i.e., allocation of assets and

liabilities between the plans).
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The mechanics of the business carve-out can have

a significant impact on the tax implications of the
transaction. For example, the separation of the carve-out
business may involve taxable transfers under Sections
301 or 1001, or tax-free transactions under Sections

332, 355, or 368, depending on the structure of the
transaction. As a result, it is important to consult tax
advisors early in the process to ensure the appropriate
structure, and the associated tax consequences, are
sufficiently considered prior to the transaction.

« Tax Considerations — The tax provision for a carve-out
business is typically prepared as if the entity were a
stand-alone tax filer (i.e., no longer consolidated with
the parent). This creates additional complexity as
allocations of benefits reflected on the “as filed” tax
returns may be at odds with a stand-alone approach.
For example, an entity may have operating losses or
other attributes9 that were utilized by the parent that
would not have been utilized on a stand-alone basis.
Alternatively, an entity may have used losses that
were generated by the parent or other entities within
the parent’s consolidated tax group. As such, careful
consideration should be given to how best to present
the tax losses and other attributes on the balance sheet
of the carve-out business and within the income tax
footnote. Other tax considerations include:

- Legal Entity Structure — Tax returns, which form
the basis of an entity’s deferred tax balances and
attribute carryforwards, are generally prepared on
a legal-entity basis, despite how financial reporting
information may be gathered. As such, it will be
necessary as part of the carve-out process to identify
the entities whose operations comprise the business
being carved out and align the disparate accounting
and tax information sources.

— Reserves for Uncertain Tax Positions — The
Company'’s reserves for uncertain tax positions will
need to be evaluated to determine which, if any,
would be reported by the carve-out business. Lower
materiality thresholds may also impact whether
additional items are recorded as uncertain tax
positions.

— Deferred Taxes — The carve-out financial statement
should include the inventory of deferred assets
and liabilities that reflects the specific tax attributes
associated with the carve-out operations. In some
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situations, it may be easy to identify the deferred
tax items that would be reported on the carve-out
statements. In many situations, however, the
company must allocate these deferred items based
on a methodology, such as the percentage of assets
to be carved out over the percentage of total assets.

— Statutory Tax Rates — The carve-out business may
have a state or international tax footprint that differs
from the parent, requiring additional evaluation and
support for the statutory rates that should be used
to record tax expense.

The carve-out process generally has additional tax implications beyond the carve-out
financial statements. The transaction may trigger gains or losses arising from historic
deferred intercompany transactions. Tax losses, including those that arise in the
transaction, may need to be allocated between the existing and carve-out businesses,
and both new and existing limitations on the use of such losses should be considered.
The seller's basis in the assets being acquired must be determined in order to calculate

gain or loss on the transaction, and the carve-out may require an allocation of purchase
price that impacts the seller's gain or loss. Moreover, the seller may need to make tax
elections relating to the transaction (such as the allocation of historic losses) which have
important implications for both purchaser and seller. A prudent buyer or seller will consult
a tax professional in advance for assistance in addressing these and other tax issues that
may be involved in the transaction.

« Goodwill and other intangible asset impairment —
Historical goodwill associated with a spun or carve-out
business should be allocated to and included in the
carve-out financial statements. Unfortunately, however,
the accounting methodology utilized by the parent on
a consolidated basis may not be the same methodology
used to determine the goodwiill for the stand-alone
business. For example, while the parent company
accounting for goodwill upon disposal of a business
is based on the relative fair value of the disposed
business, the stand-alone carve-out financial statements
being prepared may need to follow a historical goodwill
concept and reflect the acquisition-specific goodwill
of any previously acquired entities that are part of the
operations of the spun-off business. What do these
differences mean? Goodwill may be different for the
carve-out business and, as a result, additional analyses
will be required to evaluate potential impairment of
goodwill.
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Preparation Tip: Parent companies typically operate
with a higher level of materiality as compared with

the level of materiality that would be assessed for the
stand-alone component business. As a result, certain
“immaterial” account balances may not have been
scrutinized to the same level that will be required for
the carve-out, often resulting in adjustments that would
not (and have not) been recorded in the historical
consolidated financial statements. The conclusions
resulting from the increased level of scrutiny, however,
may contradict conclusions and amounts at the parent
level, creating issues for the parent company that will
need to be carefully evaluated.
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Sell-side due
diligence
Can you pave
the way to a
higher-value

carve-out?

Selling a business is rarely easy. A host of financial,
operational, technology, and human resource issues must
be addressed during the transaction. However, divesting
a piece of an enterprise — such as a division, a plant, or a
product line — can be even more challenging.

In a carve-out, the financial and operational data a
potential buyer will rely on often isn't subjected to the
same rigor as corporate data prepared for investors,
lenders, and regulators. Also, certain information used
to manage the business — intra-company transactions,
corporate allocations, and financial adjustments — may
not be relevant to the potential acquirer.

If your company is considering a divestiture or spin-off,

it is crucial to anticipate and address the information

needs and expectations of potential buyers as the

business prepares for the sale. Incomplete or inaccurate
information, particularly financial data, can have a direct,
negative impact on the price you obtain in the sale.
Conversely, there are certain preparations you can make —
call it sell-side due diligence — that can help increase the
value you'll realize from the deal.

It's all about credibility

We have observed that the credibility of the seller in a
divestiture or spin-off can translate directly into higher or
lower deal value. The fewer the uncertainties about the
accuracy and reliability of information being provided, the
more willing the buyer will be to pay full consideration, or
perhaps even a premium.

But there is a harsh reality in any such transaction: Seller
credibility is typically never higher than when the buyer

Transaction Execution and Due Diligence

first receives information on what's being offered for
sale. From then on, any discrepancy or other unpleasant
surprise uncovered through buyer due diligence will likely
reduce that credibility and, as a consequence, the buyer’s
trust and willingness to pay.

Therefore, it's imperative that sellers take actions to
prevent surprises from occurring down the line. To do
that, you must have confidence in the information you're
providing from the very start. The sales, cost, and profit
figures and the business description you initially provide —
likely at a summary level — must hold up throughout the
buyer’s examination of the operation.

Should the buyer at any point in its due diligence
challenge the numbers you've provided, it is critical for the
underlying information — the details behind the summary
you provide initially — to be consistent and support those
numbers. The financial information you provide also
should reconcile to those in the financial reports of the
enterprise as a whole. Because internal financial reporting
for operations that aren't managed as a separate business
often is less rigorous than for the broader enterprise, it is
vital that someone within or outside the seller organization
take a critical look at the data from the buyer's perspective.

It's also important to have ready explanations for unusual
events or incidents, such as a customer problem that
produced a negative financial impact. Your management
team should be able to provide an accurate account of
what happened and how it was resolved.
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Conducting “sell-side diligence” before the sales process
starts can help you anticipate issues a buyer may raise
and develop responses that help reinforce your credibility
(see “Key Focus Areas of Sell-Side Due Diligence”). It will
assist in tax planning to achieve higher after-tax proceeds.
And it will help you better understand the impact of the

transaction on the parts of your business you're not selling.

Effective practices for sell-side due diligence
Preparing for a carve-out is a complicated undertaking
requiring both proper planning and detailed execution.
Here are several critical steps, or effective practices, that
we believe can help improve results:

Identify the “3 Ps” — products, people, and physical
property — early in the process

It's not unusual for a company to embark on selling a
piece of the business without completely understanding
or defining what is actually being sold. What products are
involved? Which people will be going with the business?
What property, equipment, and plants will turn over to the
buyer?

Sometimes the answers aren’t so simple. The sales force
may be handling multiple product lines, some that are
being divested, and some that will be retained. The
products that will be sold in the transaction may be
manufactured in the same plant as others that aren’t on
the block. Also, the transaction may involve an array of
people — from engineers and R&D personnel, to plant
managers and hourly workers.

Key focus areas of sell-side due diligence

- Understand intra-company transactions, allocated costs, shared services, and your
plans for providing support post-acquisition and during transition.
Evaluate the quality of earnings and identify “non-recurring” items for which
management may want to consider adjusting the financial information.
Analyze the trend of working capital required by the carve-out business in order to

develop a target working capital amount and mechanism in the purchase and sale
agreement.

Understand the assumptions in your forecasts and the bridge of detailed data from
actual results to forecast information.

Evaluate the cost structure for fixed versus variable costs, capital expenditure
requirements, and the relevance of certain general and administrative activities to
the carve-out business.
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All of these issues must be addressed not only from an
operational standpoint but also in financial terms (see
“Accounting Areas of Interest to Buyers”). Providing a
potential buyer with an accurate picture of the accounting,
tax, and financial dimensions of the deal will hinge on
having a clear view of the 3 Ps.

Additionally, a clear view of the deal’s parameters is
critical to assessing the transition issues that will need to
be addressed during the course of the deal. The stranded
costs left from the carve-out business, the transition
services needed in separating the business, and other,
similar issues can be identified and planned for during the
identification of the 3 Ps.

Appoint a full-time project champion outside of the
product line or business

As noted above, carving out a portion of the enterprise
to be sold will affect a variety of functional responsibilities
and employee groups within the organization. Because
of the breadth and weight of issues that inevitably will
arise, it is imperative that someone with sufficient stature
and authority lead the process. The divestiture will require
different parts of the company to work together in new
ways and in some cases buy in on decisions they don't
view as being in their best interest.

The executive put in charge will usually be a member of
the corporate team, but could possibly be an external
advisor. Either way, he or she should have standing and
authority within the company to effectively manage
inevitable cross-functional conflicts.

Commit to precision and detailed follow-through on
tasks

Time is money in a divestiture. Company leaders are eager
to complete the deal to realize the anticipated financial
benefits, as well as control the cost of the bankers,
lawyers, and accountants that support the transaction.

But shortcuts can create more issues than they solve.
Taking the time to do things right the first time can be
difficult, but is necessary to sustain a clean process and
maintain credibility with the buyer.

For example, you should have a complete view of the
financial statements before disclosing any information to a
buyer. All of the historical data that you're going to provide
should be gathered, analyzed, and assembled in a data
room at the outset, even if you're only going to provide a



small portion of it to a broad group of potential buyers in
the initial steps of the transaction.

You want to avoid sharing information early that ends up
being contradicted or contested later in a more detailed
portion of the process. Being well prepared and spending
the time and effort to have precise information upfront
translates into credibility and value.

Consider getting outside help

Companies routinely underestimate the amount of time
and effort required to complete a divestiture. That's
especially true if they want to do the kind of thorough
analysis and preparation suggested here.

Even if there is a project champion, he or she is only one
person who can’t be expected to address the full range
of issues involved. At the same time, day-to-day duties
will likely limit the ability of others in the organization to
contribute.

The company'’s investment bankers may provide some
support. But, particularly from an accounting perspective,
they aren't likely to have the resources or desire to do the
detailed analysis required. An external third party with
finance, accounting, tax, human capital, IT and other
experience, knowledge and skills and an understanding
of the cross-functional issues can help address this need,
providing consistent issue resolution across geographies
and interrelated accounts.

Why you may need audited carve-out financial
statements

A buyer’s financing plans or disclosure requirements may
compel the seller to develop audited financial statements
for the carve-out business. It's important for both parties
to understand that the numbers included in these
audited statements may not — in fact, probably should
not — agree with the numbers that come out of the due
diligence process.

Why? A number of accounting issues can arise in preparing
the adjustments required for these two different types

of financial statements, and these need to be addressed

in detail to substantiate the amounts subject to external
audit. The treatment of pension plan information when
the parent company retains the pension plan serves as a
good example.

Transaction Execution and Due Diligence

In this example, for the carve-out audited financial
statements, you would have to reflect your pension plan
financials as they existed historically for the business.

For instance, if the parent company had less than stellar
results from some of its past pension investments, there
likely would be additional expense to the business —i.e.,
the return on the investment underlying the pension

plan would not be portrayed as positive. However, in

the financial reports prepared for sell-side diligence, the
company would typically restate those results to exclude
the unusual gains or losses because it wouldn't assume
that the buyer is going to have the same results as the
seller has had in the past. So the seller — and the buyer —
would want to portray the numbers in a more neutral light.

This means essentially that there will be three sets of
numbers prepared for the carve-out scenario: the internal
numbers for the seller's management team; the normalized
sell-side numbers prepared for prospective buyers; and

the audited carve-out numbers that comply with SEC rules
and GAAP. A key part of retaining value in the transaction
is understanding the differences and clearly articulating

to the buyer why the normalized numbers are the most
appropriate indicator of future profit and performance.

Paving the way to a more rewarding deal

If you're planning to sell a piece of your business, you can
expect any potential buyer to conduct due diligence that
shines a bright light on the data you provide. As the seller,
you have a compelling reason to be thorough in your own
analysis — the final value of the deal, and any profits you
might enjoy, may rest on the rigor that you bring to this
pre-sale process. Consider applying the carve-out practices
outlined here to help you produce solid, supportable data
that holds up throughout the carve-out process and help
strengthen your credibility with the buyer and realize
greater value from the transaction.
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Areas of interest to buyers

One of many financial accounting issues that frequently arises in a carve-out is treatment of corporate allocations. This
will vary depending on the company. For example, a seller may choose to leave allocations, such as human resources,
accounting, and treasury, in the financial results because they reasonably approximate what the actual standalone
costs for those functions will be. Other times, the seller may feel that the financial picture can be improved by
removing the allocation amounts and disclosing to the buyer the types of functional costs that are not included in the
business’s results.

To be well prepared for when prospective buyers knock at your door, consider the following accounting information
that buyers generally want to see:

Intercompany receivables and payables
Corporate allocations

Acquisitions and divestitures
Restructuring reserves

Asset impairments

Foreign exchange

Derivative financial instruments

Pensions and post-retirement benefits
Stock options and deferred compensation

Another consideration is the tax complexity of a carve-out, which will vary from deal to deal. Cross-border deals —
which include legal entity sales (i.e., stock deals) more often than purely U.S.-based carve-outs — tend to be more
complicated and require focused effort on the part of buyer and seller. Also, the buyer will need certain information,
such as details around payroll tax compliance, to support uninterrupted post-acquisition tax planning and compliance.
As a result, it is important that both parties understand country-specific tax requirements and work with local country
tax specialists and personnel who can help address the applicable tax provisions.

Contacts
Andrew Wilson Bryan Barnes Kevin Masse Eva Seijido
National Managing Partner,  Partner Partner National Managing Partner,

Divestiture Services
Deloitte & Touche LLP

+1 312 486 3587
andwilson@deloitte.com
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Managing relationships for
more effective TSAs

Transition Service Agreements (TSAs) are a necessary
consideration in many transactions where the buyer may
not be able to fully transition or support the acquired
business promptly after the transaction closes. In many
cases, facilitating an orderly transition while not impacting
the business just takes time...typically more time than is
available before the targeted close date. In such cases, the
seller may be asked or required to continue supporting the
sold business until the buyer can fully support that business
within its own operations.

Deloitte’s Divestiture Survey Report 2013 found that out of
300 executive professionals involved in divestitures, 87%
had provided Transition Service Agreements (TSAs). Despite
this, 39% indicated that they like to avoid TSAs if possible,
but will provide them if necessary, as refusing to provide
TSAs could limit the pool of potential buyers and reduce
the value of a deal in the marketplace.

Transition Services can include back office support such as
payroll support, benefits management, IT and Help Desk
Support, front office support including customer service
and distribution, or any other type of support that is
required to ensure that the business continues to operate
as normal during the transition period. These Transition
Services are commonly negotiated and contracted through
TSAs between the buyer and the seller.

Transition Services are usually seen as being an
operationally focused, service activity from provider to
receiver. However, this is not normally the case. Our
experience has shown that effectively managing the
receiver to provider relationship can yield unexpected
tangible and intangible value — the frosting on the
transaction cake.

The notion that the relationship between the parties
involved in a transaction can impact value is not a new
one. It is, however, a notion that is not usually considered
until the pain of managing deteriorating relationships
cannot be ignored.

To understand the two broad categories of Transition
Services relationships, consider the following scenarios:

A division of a company is being acquired by a strategic
buyer with infrastructure in place to absorb and support
the acquired business. There is a close business relationship
between the parties with a high level of trust, and there
may be a strong possibility of minimizing, accelerating or
even eliminating the need for some Transition Services. In
this example, both parties have incentives to support the
transition of the business and rapidly exit TSAs. This shared
goal tends to create a “Symbiotic Relationship” between
the two companies, and they will likely quickly look for
ways to operate on their own as efficiently as possible
during the transition period.
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However, if the same division is being acquired by a
financial buyer with limited means of providing operational
support, and low levels of trust and familiarity between the
organizations, there is a strong likelihood that the buyer
may seek to develop extended Transition Services and exert
tight control during the transition period. This is particularly
true of Financial and Accounting functional areas. If each
company has a different set of goals and needs, they will
likely be expressed in a “Transactional Relationship”.

Determining whether a relationship between the buyer
and seller may be Symbiotic or Transactional is critical to
the success of the Transition Service period. Each type of
relationship can require different areas of focus, levels of
detail, and incentives in the development of TSAs.

When both parties see each other as business partners
and have an established trust between them, a symbiotic
relationship develops due to the confidence each party has
in the other’s ability to provide a mutually desired level of
service. This confidence can also arise due to one or both
parties having significant experience in M&A deals and
even Transition Services. Both parties have an incentive to
exit Transition Services quickly, while maintaining business
continuity, so durations of these Transition Services are
typically short with some containing contingency extension
clauses.

Symbiotic relationships also tend to offer the service
receiver more flexibility in exiting services as the service
provider may do whatever is necessary to transition
away from the service. This may even include temporarily
absorbing some of the stranded costs of a discontinued
service.

Over half of the respondents to Deloitte’s Divestiture
Survey said that the carve-out process took longer than
anticipated. Of these deals, the primary reason identified
was that additional time was needed to negotiate
Transaction Agreements. Symbiotic Transition Service
relationships usually have service performance metrics that
are described at a high level, and pricing is often tied to
internal pricing schedules or other fixed price methods,
typically resulting in quick negotiations. Complexity is also
reduced by having fewer, broader TSAs that are developed
in the spirit of the agreement.
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It is important to remain diligent and not get complacent
when developing TSAs in symbiotic relationships by
documenting the lion’s share of verbal agreements and
covering all bases. However, without the lower level of
detail around service performance, cost, and exit criteria,
the post-close oversight requirement is usually lower,
freeing resources to focus on completing the actual
transition, allowing for an efficient exit and mutually
beneficial Transition Services period.

Case in Point

In a recent Pharmaceutical transaction based on an

asset swap, the buyer assumed a significant stake in the
seller’s company as part of the transaction, and the seller
retained a minority stake in the new company formed to
stand up the acquired assets.

This situation created a mutual dependence that
fostered a highly cooperative environment as the future
of both companies could be negatively impacted by a
transactional relationship. The TSAs for this transaction
were defined loosely at a high level, with broad cost
estimates and few penalties. The Transition Services
development timeline was impressively short, and the
time spent managing the relationship after the transaction
closed was minimal. The strength of the relationship
provided significant incentives for both parties to operate
in their collective best interest, while hastening the exit of
TSAs.

In symbiotic relationships, the management overhead
applied to developing and managing transition services
is low, which creates value by reducing complexity,
stress and real hours expended.

It also frees up management from the distractions of
managing TSAs and increases focus on exiting TSAs and
running the business.




The transactional relationship is born out of a low-trust
environment between parties and lack of confidence in

a quick integration. This could be due to a competitive
relationship between the organizations, a lack of
experience with M&A deals or Transition Services, or the
sheer complexity of the transition. Parties tend to develop
TSAs with rigorous operational and legal documentation
that allows for every imaginable contingency, typically
featuring a high number of detailed service schedules
over a long period of time. While a rapid exit is preferred,
incentives should be structured around the quality of
service being provided.

If service providers have a high fixed cost structure
associated with Transition Services, there may be very strict
agreements around exit dates and notification. However,
little flexibility in the agreement may actually lead to higher
costs. For instance, although the service receiver may want
to accelerate the exit of the TSA, the service provider may
not be able to quickly ramp down resources and may
therefore encourage the Transition Services to run their
natural terms to avoid stranded costs. This amounts to the
service receiver subsidizing the provider's workforce and
can lead to even tougher negotiations in other areas.

When it comes to pricing, transactional partners tend to
develop highly detailed rates and usually include a high
proportion of variably priced Transition Services based on
usage volumes. This can result in specific definition and
tracking of service levels, with a high level of governance
and frequent contact between buyer and seller. Invoices
can be comprehensive and detailed, and are likely to

be scrutinized by the service receiver. A detailed dispute
resolution process should be developed in order to handle
disagreements over invoicing and service levels.

In addition to the lack of trust, transactional relationships
tend to require a high degree of post-close oversight to
keep track of service performance, costs and exits. These
Transition Service management activities can absorb time
and resources that could otherwise be used to accelerate
the integration/divestiture effort.

The transactional relationship does have benefits — it
offers more comfort that the required services will be
provided for the time needed and at a known price.
Keep in mind, this level of certainty and control adds
a requirement for further time-consuming and costly
negotiation.
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Case in Point

A multi-national bank divested a large business unit in
an effort to refocus its future strategy. The purchaser,
a competing company, acquired 100% of the assets
in a very complex transition, resulting in an entirely
transactional relationship.

While both companies were being fairly compensated
for transitional services provided, there was no mutual
dependency on the separation/integration, the seller
was motivated by legal requirements and reputational
integrity, not an interest in the future business. The
purchaser recognized these facts, and the result was a
low-trust relationship that featured a significant number
of TSAs with long durations and stringent requirements.
Processes and performance reporting were rigorously
documented and the project management was substantial
for both entities. While both the seller and the purchaser
were anxious to close TSAs, the purchaser did not
hesitate to ask for additional services to be provided,
which conflicted with the goals of the seller and caused
additional strain to the relationship.

The level of detail and scrutiny involved in the process
was necessary to ensure that the many complex service
operations continued to be provided at ‘business as
usual’ service levels, with buyer and seller satisfied with
negotiated, systematic processes and pricing.

In Transactional relationships, the increased need for
management oversight and time spent developing very
detailed TSA service descriptions and costs distracts

from focusing on exiting TSAs and managing ongoing
operations. This type of TSA usually creates a high
stress complex TSA environment.
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Skilled craftsmen can tell you, having the right tools can
make all the difference when completing difficult tasks.

In the same way, it is also important to develop the right
Transition Services program to suit the type of relationship
between the parties.

To effectively manage the Transition Services relationship,
both parties should work to explicitly or implicitly
understand the type of relationship that best supports
their needs, and the tradeoffs that are associated with
each type of relationship. Misalignment on one or both of
these criteria usually results in friction that eats away at the
frosting of additional value.

Being aware of these relationships and tradeoffs ahead
of time provides the CFO and Transaction Team with

a perspective on how to structure Transition Services
negotiations to develop and support the desired
relationship. For example, a transaction between an
established organization and a Private Equity buyer
may likely be expected to evolve into a transactional
relationship, but an astute CFO can make strategic
tradeoffs during the negotiation and guide the relationship
towards more of a symbiotic relationship that can
accelerate TSA exits and minimize the management
burden... if this is desired.

Corporate culture also plays a role in structuring the

right type of TSA. Mature companies with a culture of
detailed cost control could be likely to favor a transactional
approach to Transition Services, looking for a higher level
of accountability throughout the business regardless of
experience or trust.
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Whether it is through a transactional or a symbiotic
relationship, Transition Services can be an important
lever for the CFOs of both organizations to unlock
additional transaction value beyond the pure ‘TSA
Rate’ considerations. A key is making sure sufficient
consideration is given to the strategic elements of
Transition Services early in the deal cycle to ensure that
value is not eroded through an unnecessarily lengthy,
detailed, and ultimately costly transition process.

To learn more about how we can help your company
address these and other TSA opportunities, please contact:

Contacts

Anna Lea Doyle

Principal

M&A and Restructuring Services
Deloitte Consulting, LLP
+1214 840 1780
aldoyle@deloitte.com

Kevin Charles

Senior Manager

M&A and Restructuring Services
Deloitte Consulting, LLP

+1404 631 2658
kcharles@deloitte.com
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Sell-side considerations for
a cross-border divestiture

Carve-outs and divestitures are a vital means of advancing
corporate strategy. They are also complex — and are

likely becoming more so as sellers increasingly adopt a
global perspective in an effort to attract more bidders and
generate higher value. U.S. companies have historically
preferred selling to domestic buyers; however, this
preference appears to be eroding, with the percentage of
executives preferring a domestic corporate buyer dropping
from 70% in 2010 to 59% in 2012, according to the
Deloitte 2013 Divestiture Survey.'

Although certain preparations are leading practice
regardless of the geographic scope of the transaction,
there are some specific considerations in a cross-border
divestiture (summarized to the right) that may significantly
impact whether or not the seller can effectively execute
the transaction and obtain their desired price.

Due to these and other considerations, sellers should be
mindful that a cross-border divestiture usually takes more
preparation and patience than anticipated.

! “Deloitte 2013 Divestiture Survey, Sharpening your strategy,” January
2013, www.deloitte.com/us/ma/divestiture-survey-2013

As used in this document, “Deloitte” means Deloitte LLP. Please see
www.deloitte.com/us/about for a detailed description of the legal structure
of Deloitte LLP and its subsidiaries. Certain services may not be available to
attest clients under the rules and regulations of public accounting.
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Determining what's really for sale

+  Geographies to be included

« Which shared country assets and
resources are part of the transaction

Compiling the financials and considering
the deal structure
+ US GAAP vs IFRS
+ Tax regime and consequence
of asset vs stock deal

Knowing the laws at home and abroad
+ Government intervention

+ Foreign Corrupt Practices Act

+ Regulatory filing process

Marketing the business and adapting to
foreign buyers

+ Cultural differences

« Time zones

Planning for the separation
+ Entry rights and visa issues

+ Pension, healthcare, and insurance liabilities
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Compiling consistent underlying
financial data facilitates cross-border
due diligence.

Situation:

A global automotive parts manufacturer headquartered
in the U.S. divested a multinational business unit to
another automotive parts manufacturer headquartered
in Asia. The business unit operated within several
different geographies. These operations were
maintained within legal entities that also housed
operations for some of the seller’s other business

units, resulting in commingled financial and operating
information. Standalone income statements and
balance sheets for the business unit did not exist for the
majority of these entities. In addition, the underlying
supporting data for the financial results of these entities
was not available centrally or in a consistent format.
Changing deal assumptions and tax considerations
resulted in frequent modifications to the transaction
scope, which complicated the task of performing seller
diligence and assembling standalone financials for the
businesses being divested.

Result:

Pro forma income statements and balance sheets
were created for each of the entities to be included

in the transaction. These were modified throughout
the diligence process as the deal structure changed to
include or exclude certain entities and geographies.
Having a diligence team working in a centralized
location facilitated a more streamlined approach to
the creation and continuous modification of these
standalone financial statements. Overall, compiling
consistent underlying supporting data for the financial
statements facilitated the seller diligence process. Of
note, structural planning prior to the divestiture, with
minor changes to accommodate a potential buyer’s
structure, can expedite the diligence process and lead
to a faster close by avoiding such a high degree of

complexity.
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Q Determining what's really for sale

What exactly are you selling? The answer might seem obvious
at first glance, but determining which assets are for sale

can be difficult, especially when the team at the Corporate
Headquarters does not have much in-country knowledge.
Oftentimes in international companies, key assets, as well

as managers, are shared among multiple business units but
are often housed in one legal entity. Deciding which of these
assets and people stay with the parent and which ones go
with the sale can be complicated and expensive, particularly
if economies of scale will be lost, factories are shared, or
repatriating employees is being considered. Not knowing
what infrastructure the buyer has in place can make this
component even more stressful. In cross-border carve-outs, it
is fairly common for buyers and sellers to argue over what is
included in the transaction well into the final stages of the deal
negotiation.

This challenge is often amplified by the complexities of
operating in multiple tax jurisdictions. A country-by-country
analysis is usually required to effectively evaluate how to
segregate assets that are to be retained versus sold, and how
to transfer those earmarked for sale in a tax efficient manner.
In addition, transfer taxes and “de-grouping” charges are very
common in many foreign countries, so the seller should be
prepared to incur them. From a U.S. tax perspective, different
types of transactions can affect the company'’s ability to claim
foreign tax credits, and thus impact its effective tax rate.

These potential implications argue for careful analysis and
structuring of the assets for sale. They also call for assembling
the appropriate team early in the deal process. To be effective,
this team should be multi-disciplinary, have extensive M&GA
experience, and be intimately familiar with local customs and
business practices. For many companies, this means engaging
experienced external advisors who can help to streamline

the process early on before it becomes overwhelming. Well-
qualified external advisors may be able to help accelerate deal
close and value realization by guiding the company through
the intricacies of doing a cross-border deal.



There are two types of financial statements that can be
compiled as part of a carve-out transaction: (i) The Deal
Financial Statements prepared to help value the business
to be sold, and (ii) those prepared under U.S. GAAP or IFRS
for Audit purposes, which may be required by the seller as
part of the terms of closing. While the two types overlap,
the Deal Financial Statements include forward-looking
projections, whereas the Audited Financial Statements

do not. The Deal Financial Statements also include

more detailed analysis of shared costs and standalone
profitability, assets and liabilities than the Audited Financial
Statements.

Both types of financial statements will need to be adjusted
to account for costs shared by the parent company and
the division to be sold, while the Deal Financial Statements
will factor in forward-looking costs associated with the
transition. For instance, the carve-out may incur additional
costs once it splits off from the parent. These costs could
include new management positions, back-office services
that were previously the responsibility of the parent, and
higher prices for materials, insurance, and professional
services as a result of decreased purchasing leverage.
Transition service agreements (TSAs) may also be necessary,
which require time, effort and negotiations to set up. In
comparison to a domestic transaction, these types of costs
could be larger in a cross-border deal since a foreign buyer
may not have existing facilities and staff in the countries
where the carve-out operates.

Valuing a carve-out, however, isn't only about assessing
the costs. On the flip side, positive synergies could be
generated such as price or volume increases, facility and
staffing rationalization, and other cost savings. In addition,
brands and expertise could be transferred to the buyer,
which could be utilized elsewhere. The extent to which the
seller is able to help a buyer understand and quantify these
synergies can largely determine the price they are willing
to pay.
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Compiling the financials
and considering the deal structure

Tax consequences should also be considered in structuring
the deal, since they are omnipresent in settling or
transferring intercompany payables and receivables in a
cross-border divestiture. As such, the seller should evaluate
these consequences in an effort to propose a tax-efficient
solution. This solution usually includes a tax-efficient way
to repatriate cash from the entity to be sold, and it requires
the seller to gather information related to intercompany
cash balances and distributable reserves. Additionally, the
seller will need to determine if there is “trapped cash” in
the system.

Coordinate early and often for better
financials and a smoother sales
process.

Situation:

A multinational pharmaceutical company divested

a US-based business unit with operations in various
foreign jurisdictions. The parent company, along with
their buy-side investment banker, brought several
bidders to the table.

Result:

In order to effectively deal with language barriers

and cultural differences, a broad diligence team was
assembled that put “boots on the ground” in each

of the relevant jurisdictions. This team was governed
by a single operating leadership group, which served
as the project management office. Through early
coordination with the buy-side investment bankers,
the sell-side diligence team was able to confirm

that the financial information to be included in the
Confidential Information Memorandum (CIM) was
consistent with the information in the data-room, and
it was reconcilable to the company’s accounting book
of record. Consequently, very few reconciliation issues
arose regarding the financial data provided to potential
buyers, and management was well prepared to answer
fluctuation questions. By averting financial surprises,
this upfront coordination facilitated a smooth sales
process, which culminated in a very effective auction.
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Knowing the laws

at home and abroad

Local knowledge is crucial in a
cross-border deal.

Result:

The sell-side diligence team enlisted both U.S. and
local South Korean tax professionals. Having local
professionals on the team was essential because they
not only knew the tax rules and valuation methodology
but they were also familiar with the local language
and cultural norms. The blended team expedited the
diligence process, helped the buyer and seller to arrive
at a mutually beneficial deal structure, and enabled
the seller to preserve deal value in negotiations with its
joint-venture partner.
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Legal violations and government intervention can
potentially derail a deal. In cross-border situations, these
factors can be even more important to consider. On one
hand, selling to a foreign buyer can present fewer antitrust
issues if the buyer does not have a presence in the market.
On the other hand, national security concerns can trigger
government intervention. For example, a state-owned
Dubai company dropped out of a transaction that would
have allowed it to manage some terminal operations at
American ports due to resistance from the U.S. House
Appropriations Committee and pressure from its own
government, which became fearful of the public relations
implications of the deal on the international stage.?

For U.S. companies, as well as foreign issuers of securities
traded in the U.S., the Foreign Corrupt Practices Act (FCPA)
also comes into play. Enactment and enforcement of anti-
bribery laws appear to be increasing throughout the world.
Given the prevalence of these laws, companies engaging in
cross-border M&A transactions should consider expanding
their due diligence efforts to include a forensic component
aimed at uncovering possible practices that could be
considered problematic under applicable laws before
proceeding too far with a prospective buyer.

The complexity of the regulatory filing process poses
another potential impediment when divesting a business
in a foreign jurisdiction. In many cases, this process is
lengthier than in the U.S. and filing thresholds are lower,
making it necessary to file for approval on much smaller
deals.

Local differences regarding the preparation and
presentation of the carve-out’s financial statements should
also be considered, such as the number of periods required
to be included therein and conversion considerations
between U.S. GAAP and IFRS or local GAAP. Accordingly,
the seller may need to provide additional financial
information to the buyer to help meet these requirements
in a cross-border transaction.

2 “Under Pressure, Dubai Company Drops Port Deal,” The New York
Times, March 10, 2006, http://www.nytimes.com/2006/03/10/
politics/10ports.html?pagewanted=all&_r=0
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Marketing the business
and adapting to foreign buyers

m
Sellers should be aware of different cultural norms and i ’%""BH'FAVRESF ,
expectations when working with foreign buyers. These e IO TR 55 / 3
cultural differences can affect many aspects of the ' ! f«?tr,_';
sale, from negotiations through closing and transition 1 q | :"'“ =
management. From the outset, foreign buyers may have ; 6' k,s, 98 q ,’. -'?'

corporate governance structures that are more rigid

and bureaucratic than those of U.S. businesses. This

may translate into more approvals, a longer process for
obtaining sign-offs, and consequently, more time to
complete the transaction. Negotiation dynamics too will
likely differ from a domestic deal, especially when language
barriers are an issue.

Selling to buyers in certain regions will likely also require

a heightened level of management involvement. Some
foreign buyers eschew e-mail and electronic document
exchange in favor of phone conversations and face-to-face
meetings. There can also be an expectation that senior
executives will be available at any time to attend meetings
and answer the buyer's questions. These requirements can
place unexpected demands on the seller’s organization,
but being able to work through these cultural differences
can allow for a broader pool of potential buyers and,
ultimately, potential to increase sale price. If the seller Coq
is able to engage in-country leadership or at least -

regional leadership in the process, then this can add local | e
knowledge and experience to more efficiently answer the “1 AJ ':_ '—_ V(T ¥
buyer's questions. 11 0PHOL]

Throughout the marketing process, prepared sellers should
be willing to adapt their tactics accordingly in an effort

to maximize value and maximize deal terms. This includes
remembering that carve-outs are often underperforming
businesses with potential. Non-core businesses located far
from headquarters are sometimes undermanaged since
senior company leaders lack the bandwidth to focus on
them. In many of these situations, the prevailing sentiment
becomes: “We believe this can be a great business in
someone else’s hands.” While there’s a lot of validity in
that statement, it's important for the seller to adequately
communicate the turnaround opportunity to foreign
buyers, without making it seem overwhelming. This can
often be accomplished by highlighting the strength of the
current business along with suggestions for improvement.
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Planning for the separation

Putting “boots on the ground” in the buyer's country is a
significant consideration when assembling the separation
team. Being able to work face-to-face, in the same

time zone, and speaking the same language is often an
underestimated and overlooked aspect of assembling
the team. The benefits are not without their challenges
— entry rights to some countries can be hard to obtain
and maintaining them can involve a good amount of
effort. However, providing local points of contact to the
buyer’s team can often help in avoiding delays related to
work-hour differences and language barriers.

Understanding the buyer’s motivations, capabilities,

and integration strategy (e.g., bolt-on, full integration,
etc.) can help the seller to scope their effort and plan

the governance model appropriately. For example, if the
buyer is entering new markets or geographies through the
acquisition, the seller should be prepared to play an active
role in planning, and even executing, the integration. This
can include supporting the buyer in a variety of activities,
such as identifying action items with long lead times,
filling capability gaps, and collaborating on integration and
separation plans.

Being a prepared seller in a cross-border transaction also
means not using TSAs as a crutch to get the deal done,
especially since delivery of services can expose the seller
to significant value-added tax (VAT) liabilities, and the
negotiation and review of service contracts can require
government approvals in some countries. Plus, IT vendors
may restrict the buyer from accessing the seller’s systems in
certain markets, adding yet another layer of complexity to
service delivery. Prepared sellers should have a firm grasp
of the potential implications of relying on TSAs too heavily,
and instead develop a process that drives separation and
deal objectives.

Sellers should additionally be poised to manage special
accounting requirements when selling to a foreign buyer.
For instance, the sale of a U.S. business to a foreign buyer
will often create accounting considerations for the legacy
business, such as how to comply with SEC reporting
requirements and how to account for discontinued
operations.
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Understanding and managing the people-side of the
separation doesn’t typically get corporate development
teams excited, but ignoring the needs of employees,
customers and suppliers can have devastating effects on
the deal itself as well as on the retained business. The
public relations impact of selling to a foreign buyer, for
instance, can greatly affect employee morale as well as
decrease the value of the retained business if factories/
offices are closed and jobs are lost in the home country.

In addition, employees in some foreign jurisdictions can
wield considerable power and in some countries can even
block a deal. Sellers should be aware of the different
human resources and legal considerations with regard to
gaining the consent of works councils and unions and

to be mindful of the required notification periods. The
pension laws in the U.K. provide a good example. There,
buyers may be required to fund pension deficits associated
with the carve-out, which can be significant. Pension
trustees and pension regulators also have significant
influence and can potentially block a transaction if it is not
in the interests of the pension plan members.

Healthcare liabilities can raise similar concerns since the
buyer may be expected to fund employee health insurance
programs, and employees and regulators can have
considerable say in whether or not proposed solutions

are acceptable. Again, this situation can vary greatly
throughout the world depending upon whether the
country has a national healthcare system or if it relies on
private health insurance as in the U.S.




Conclusion

Carve-outs in general are challenging; working across
borders can make them even more so. Cross-border
divestures, nonetheless, are becoming more and more
common in an increasingly globalized economy. In
comparison to domestic deals, these transactions often
require more of everything, including greater due diligence,
ability to navigate different financial and tax reporting
structures to identify what is being sold, and extra time
to prepare the financials. Understanding a foreign buyer’s
culture and ways of doing business can also be vital to
facilitating the transaction closing and help avoid costly
delays.

How Deloitte can help

M&A experience

Deloitte has supported hundreds of divestitures across the
entire transaction lifecycle for companies in nearly every
industry and geography. We offer more than just general
knowledge; we offer practical, hands-on support rooted in
experience with deals just like the one you may be facing.

Our services include:

« Portfolio strategy assessment

« Buy-side and sell-side advisory support

« Carve-out financial statement development

- Organizational separation and reorganization strategies

« Transition service agreement development and
optimization

« Day-1 planning and readiness preparation

+ Stranded cost identification and elimination

Global M&A footprint

Deloitte has access to a network of more than 100 offices
around the world, and a deep understanding of leading
practices in each of the BIC countries (i.e., 11 offices in
Brazil, 15 offices in India, and 16 offices in China). Through
this global reach, we can put M&A specialists with local
language and business skills on the ground wherever you
need them with an understanding of local culture and
business environments.
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Cross-border divestitures often
require more — of everything.

Situation:

A U.S.-based manufacturing business sought to
carve-out and sell a multinational business involving
several plants, regional distribution centers and 50+
sales organizations. Each applicable reporting unit was
responsible for providing several years of information,
which required heightened levels of organization and
analysis. Reporting formats and accounting systems
were also inconsistent among the different countries
and regions. Seller involvement was additionally
limited, leading to bottlenecks in obtaining the
required information.

Result:

The transaction team developed standardized, yet
adaptable, templates to facilitate information gathering
and to define a consistent reporting format across
countries. Additionally, each region was assigned

a single point person who was responsible for
coordinating and managing data flow. An e-room was
also established for convenience in working across
borders and time zones. To help alleviate data collection
bottlenecks, the team enlisted the assistance of a senior
leader within the parent company to help manage the
process and hold employees accountable for submitting
information on-time. Progress was monitored through
regular status meetings and frequent follow-up. Largely
due to these efforts, the carve-out was effectively sold
to a Brazilian subsidiary.
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A way to design and manage
TSAs to achieve a fast and
clean separation




Introduction

One of the most critical elements of a divestiture can be the Transition Services Agreement (TSA) in which the seller

agrees to provide specific services on behalf of the buyer to maintain business continuity while the buyer prepares to

receive and operate the new business.

According to a Deloitte survey of 150 executives regularly involved in divestitures, more than 50 percent of companies

surveyed would prefer to avoid TSAs, but 80 percent of companies surveyed do provide TSAs, if necessary, to close

the deal.” While TSAs are often viewed as a necessary evil, TSAs can accelerate the negotiation process and financial

close by allowing the deal to move forward without waiting for the buyer to assume full responsibility for all critical

support services. However, divestitures that get the TSA wrong may drag on for much longer than expected, which is

undesirable for both the buyer and the seller.

This article provides senior leaders with guidance and practical advice to consider for using TSAs to achieve a fast and

clean separation.

A complex challenge

Divestitures can be tricky to pull off, particularly when
the affected people, processes, and systems are deeply
integrated within the seller’s business, or when services

and infrastructure are shared across multiple business units.

Identifying and carving out the pieces in a divestiture can
be a complex and time-consuming process; however, with
experience and careful planning, an effective outcome for
both parties can be achieved. During the planning process,
participants from the affected business units on both
sides must think through the transition period between
the deal close, "Day One”, and full separation, “Day Two"
to determine the strategy for each business process,
associated applications, and underlying infrastructure.
Depending on the strategy, it may be beneficial for certain
services to be covered under a TSA.

A TSA is an increasingly important tool to help the buyer
and seller arrive at an approach for achieving a clean
separation and to bridge the time period between Day
One and Day Two. The TSA is a legal agreement, separate
from the separation and purchase agreement, in which
the buyer agrees to pay the seller for certain services to
support the divested business for a defined period of
time. TSAs are most often used in carve-outs where the
buyer lacks the necessary information technology (IT)
capabilities or capacity to support the business on its
own. For instance, many Private Equity (PE) firms rely on
TSAs until they can identify and engage an IT outsourcing
vendor. TSAs are also often necessary when the deal closes
faster than the buyer’s IT organization can respond. The
time between announcement and close is often driven by
the size of the deal. Small carve-outs can close as quickly
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as 30 days after announcement; however, even the large
divestitures (more than $1 billion) that were announced
and closed in 2013 averaged only 81 days to close.? In
many cases, this does not give the buyer enough time to
respond, particularly when there are anti-trust concerns or
confidential information that cannot be shared until after
the deal closes. Therefore TSAs can become a vital part of
allowing the business to transition or separate quickly.

The double-edged sword

Sellers generally want to keep the number of TSAs as

low as possible and the duration of service as short as
possible. Many are divesting the business so they can fund
or focus on another part of their business, and from their
perspective, TSAs can become a nuisance and a distraction
from achieving this objective. Additionally, most sellers
have little experience or interest in providing professional
services to other companies. Buyers, on the other hand,
tend to use TSAs as a way to address missed Day One
requirements or defer difficult integration decisions.

If not used properly, a TSA certainly can be a crutch and a
nuisance. However, when used wisely, a TSA offers some
important benefits.

» Faster close

« Smoother transition

» Reduced transition costs
» Better end-state solutions
» Clean separation

' Divestiture Survey Report 2013: Sharpening your strategy

2 Thompson One Financial



Setting up effective TSAs is a complex, time-consuming
task and should not be underestimated. IT specific TSAs are
unique in that they often require input from stakeholders
across the enterprise and take time to implement,
especially if third-party vendors are involved to provide the
support.

Below are some practical and time-tested tips to consider
that could help both buyers and sellers avoid the pitfalls
and create an effective TSA.

Understand the exit strategy. Do not use a TSA to put
off decisions about the overall integration strategy. Every
TSA should be written with an end-state solution clearly
in mind. Not only does this understanding help the buyer
identify the exact services it needs to develop, it also
helps the seller provide the right solutions, services, and
resources in the interim.

For example, if the buyer’s long-term plan is to outsource
payroll, the TSA should make the seller responsible for
cutting all payroll checks. On the other hand, if the buyer
plans to keep payroll in-house, the TSA should provide
for sharing the existing payroll system until the buyer can
install a payroll system of its own.

Reverse TSAs — While less common than standard
TSAs, reverse TSAs are sometimes used when the seller
is unable to replace a service that the divested business
unit provided to the broader organization. An example
from the field is a seller that needed ongoing assistance
and knowledge transfer from a group of cross-
functional developers who were part of a divested BU.

Figure 1: TSA — lllustrative timeline

Day zero:
Deal announce

Day one:
Financial close
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At a minimum, the buyer should identify its high-level
strategy — e.g., build, buy, outsource, or terminate

the function altogether. Once an overall plan has been
established, the team can develop the timeline and
estimated costs to implement in the agreed time frame.

It is important for both the buyer and seller to be realistic
about when the TSA can end. Setting unrealistic targets
with the idea that the TSA can be easily extended does
not help either organization plan efficiently and ultimately
results in the buyer’s not being ready to inherit the process,
system, or environment. When defining the exit strategy,
it is also important to understand the dependencies within
and across services to prevent systems and/or services
from breaking. For instance, security access and control
services are typically one of the last to be transitioned,
since controlling access to the environment is critical to
guaranteeing service levels on services such as network
routing and server hosting. Another example is tying
services like e-mail and VPN to desktop support, since one
can't typically provide support for one without the other.

Find your guardrails. It is critical for the seller to truly
understand the capabilities and constraints of the services
that it may provide under a TSA. For instance, it might not
be possible to separate a specific service like payroll from
the overall HR system. From an external view, it is also
critical to understand any limitations that may be imposed
by vendor contracts. Many software license agreements
prohibit reselling services or providing services to another
legal entity. Review vendor contracts early and allow time
to negotiate with vendors prior to Day One.

Day two:
Full separation

~

+ TSAs identified and drafted

+ TSAs reviewed with seller’s legal
department and updated

« TSAs reviewed with buyer and buyer’s
legal department

+ TSAs finalized and signed by both parties

Source: Deloitte Consulting LLP

\

« TSAs monitored and status reviewed on a
periodic basis

« TSAs fees collected

« TSAs issues resolved

« TSAs termination notices received




Understand your costs. This is one of the most important
elements of a TSA. To avoid disagreements down the road,
both parties must go into the agreement with a crystal-
clear understanding of costs and cost drivers. Clearly
define the cost components and assumptions that will be
used to calculate costs. Identify both fixed and variable
cost elements, as well as the factors that will drive cost,
such as headcount, office space, location, server utilization,
and network bandwidth.

Understanding the cost drivers helps both parties

develop a fair plan to migrate off the TSA. Consider using
milestone-based TSA cost adjustments to align buyer and
seller incentives. For example, activities that are likely to
decrease over time (e.g., desktop support migration) might
include “step-down events” where costs go down as the
buyer becomes less dependent on the seller’s services.
Alternately, terms may include penalties and monthly cost
increases for TSA services that are still required after the
agreed-upon end date.

Be sure to involve tax professionals in the TSA costing
process. TSAs may be subject to withholding, sales,
use, and/or VAT taxes. Be especially conscious of the
complexities that come with cross-border payments. To
avoid unnecessary surprises, be sure that both parties
are aware of tax gross-up requirements.

Note that identifying the costs and cost drivers for
transition services can be quite a challenge, particularly
since most sellers are not in the business of selling services
and may lack the systems, tools, experience, knowledge,
and skills to accurately analyze service costs. In such
situations, sellers should attempt to identify benchmarks
that can serve as a gauge for identifying standard costs for
their particular industry and size. These benchmarks can
be obtained by performing a quick survey of outsourcing
services and the current market rate for these services.

Define the charge-back rules. The TSA must clearly
define what services the seller can charge for and how

the charges will be made (unless these issues were already
covered in the purchase agreement). Defining clear charge-
back rules in the TSA allows the tactical teams to focus on
delivering services without unnecessary debate.

Prior to Day One, both parties will need to agree on the
scope of services to be covered under a TSA. For example,
near the end of the TSA the buyer may be expecting the
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seller to provide migration services, such as extracting
data, cloning systems, and sharing their knowledge and
experience with the new service provider. Defining the
charge-back rules for such activities before the deal closes
helps both parties produce a better migration plan and
leaves the buyer with some bargaining power with the
seller.

Partner with the business. IT is a business enabler.
Therefore, every business TSA should be evaluated and
paired up with the corresponding IT TSA. Stand-alone
TSAs should be avoided, unless there are no reasonable
alternatives. Note that individual TSAs may be required for
distinct and separate services and for different geographic
regions that are providing or receiving service.

Connect the dots. A master services agreement (MSA)
can provide an overall structure for all of the TSAs,
explains the hierarchies of various documents, and lists
the services to be provided. It can also define the billing
terms and conditions and describe the overarching
principles for terminating the TSA. Last but not least, an
MSA can help avoid contradictory language by providing
a central location for legal terms and conditions so they
can be defined once and then referenced in supporting
agreements and exhibits.

Put it in writing. Once the services that will require TSAs
have been determined, it is time to put pen to paper. TSAs
for every function should follow a standard format and
template that has been approved by Legal (see sidebar:
Key elements of a TSA). Keep in mind that this is the

most time-consuming aspect of finalizing TSAs as both
parties contribute to editing the content, and both legal
departments must approve the verbiage.

Description of services not included under a TSA —
This helps to provide additional clarity on services or
portions of a service that the seller does not intend to
provide. Remember that the roles and responsibilities
of support groups can vary greatly by organization, so
they need to be clearly defined.



Key elements of a TSA

All TSAs should have the same format and template, and once
they are established, they should not be changed for individual
TSAs. Here are the major elements to consider for a standard
TSA:

+ Identification of provider(s) and receiver(s) of services

+ Description of services not included under TSA: This helps to
provide additional clarity on services or portions of a service
that the seller does not intend to provide. Remember that
the roles and responsibilities of support groups can vary
greatly by organization, so they need to be clearly defined.
Support processes: These processes should be as close as
possible (if not identical) to those currently in use. Be sure
to describe the issue management process, current severity
levels and their definitions, as well as any associated service
level agreements (SLAs). Describe the outage management
process and incident communication plan. Because a
support arrangement may exist today, the team should
attach any existing SLA, trouble management process, or
system availability agreement to the TSA as an exhibit.
Geographic coverage: For multinationals it is important to
differentiate where the service is being provided from (and
for whom) so there is no confusion regarding overlapping
agreements at the global and local level.
Servers and instances: Specify the service level differences
between production and non-production environments.
Service levels for non-production environments can be

extremely important, as environments will change in
preparation for isolation and separation.

Special needs: Use this section to capture scope-related
items not contained within a previous section. Examples
include:

— Table maintenance: If the service requires frequent

access to maintain tables, the team should spell out the
table maintenance arrangement.

System development: If the teams expect to need
systems development (beyond break/fix) during the TSA
period, the team should describe system development
expectations.

User administration: If the team needs the ability to add/
modify/remove users from the system, the team should
describe the agreement.

Planned exit strategy

Length of agreement/termination of TSA

Cost and invoicing: This section should list the cost and
terms (e.g., flat fee, monthly, by user) as well as specify the
invoicing details, including process, content, and timing.
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Designate the manager or executive responsible for
delivering the transition services as one of the primary
authors of the TSA. This helps produce a better, more
realistic agreement and helps avoid confusion and
finger-pointing later on. Engage the service owners to
partner in developing the TSAs to drive alignment on
the services they will be providing. Consider driving
alignment through a process where each service owner
must sign-off on the TSAs relevant to services that they
own.

Writing should be consistent, clear, and concise.
Detailed and rigorous operational and legal language is
especially important where there is a low level of trust
between buyer and seller. Precise service descriptions
can facilitate more accurate cost estimates and can
provide a clearer understanding of what is or is not
provided.

Splitting broad services into discrete elements requires
an understanding of performance dependencies across
different services. Generally speaking, the buyer and
seller need to agree about when certain performance
levels can switch to a “best effort” basis as a result of
changes in other services. For example, if the buyer has
taken over responsibility for application monitoring,
the seller will not be able to guarantee application
up-time.

Managing TSAs

Get to work. Signing the TSAs are just the end of

the beginning. The real work starts when the deal
closes and the TSAs go into effect. As the services are
being delivered, it is important to continually track and
manage the services that are being performed. It is
also critical to keep track of the migration activities and
related step-down in services.

The relationship between buyer and seller will
inevitably change once the deal has closed, regardless
of how well they might have worked together leading
up to Day One. Sellers will focus on cleaning up the
bits and pieces that the divestiture left behind, and
then quickly shift their attention to their retained
businesses and other priorities. Buyers may find
themselves wrestling with unanticipated service costs
and struggling to capture the promised integration
synergies as quickly as possible. For both parties, the
honeymoon will definitely be over.



To keep things moving forward, both the buyer and seller should consider creating a TSA management office (TMO) to
manage the overall relationship. TSA management offices are responsible for understanding all of the TSAs at a holistic

level, tracking progress towards TSA exit, managing TSA charges, and serving as the initial point of escalation for service
issues. The TMO s also responsible for developing TSA scorecards and dashboards, as well as keeping executives informed

on TSA progress.

Figure 2: TSA management — Example structure

Provider of services

Executive management/sponsors

Status reporting,
Escalation of issues

Overall TSA management
(TSA management office)

Final issue
Resolution

TSA performance
tracking, billing issues,

Executive management/sponsors

Status reporting,
Escalation of issues

Overall TSA management
(TSA management office)

A : ’ A
changes in services, etc.
Serviceowner Service consumer
Services provided under TSA Day-to-day Services provided under TSA
management
Service owner Service consumer
Services provided under TSA Day-to-day Services provided under TSA
management

Source: Deloitte Consulting LLP

Retention of key transition resources is a common
challenge. Sellers will generally want to get on with

their business by shifting people to new assignments as
quickly as possible. To maintain adequate staffing and
performance during the transition, buyers must specify in
the TSA exactly which key resources and groups will be
retained to execute the promised services.

Be realistic about performance levels. Avoid the
common trap of demanding (or promising) better service
than existed prior to the transition. In most cases the
historic service levels were sufficient to support the
business and struck a reasonable balance between service
cost and true business needs. Buyers and sellers should
focus their attention on completing the transition as
quickly as possible, rather than being distracted by trying
to maintain higher-than-necessary service levels.

That said, it is important to precisely define in the TSA
what service levels are expected. Simply stating that
“existing service levels” will be maintained is generally
not sufficient. Often, the seller has not been measuring
performance for the services in question. In these cases,
it is critical for both parties to agree on the performance
metrics and, once agreed, to document them in the TSA.
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Establish an exit protocol. A formal exit protocol is the
final step in the effective use of a TSA.

Both parties should understand and agree on the process
required to terminate the service provider relationship
(e.g., requiring the buyer to provide a 30-day notice

to terminate e-mail services). In turn, the seller should
acknowledge the termination, clarify any termination fees,
and bill appropriately. The seller should also complete

any knowledge transfer that was agreed to in the initial
planning, close out the accounting, and take care of

any cleanup activities, such as deleting, archiving, or
inactivating the resources receiving the service.
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Conclusion

A TSA, by definition, is supposed to be temporary. Yet, all
too often, buyers and sellers feel as though they are stuck
in a TSA that will never end. The key to a fast and smooth
separation is to understand the most common TSA pitfalls

Guiding principles

+ TSAs should be avoided where possible. Consider
alternative such as cloning services and outsourcing
before deciding on a TSA.

Draft the TSA with an exit plan in mind.

Create an agreement that is simple but clear; someone
new to the process should be able to pick up the
document and do the job.

Get everything in writing. Assume that if something is
not written in the TSA, it will not get done.

Be specific. Relationships change. People forget. Clarify
who will provide support, how performance will be
monitored, how payment will be received, and how
issues will be escalated and resolved.

Focus on completing the transition, not achieving a
high level of service.

Leverage existing information, including costs,
performance metrics, reporting mechanisms, etc.
Allow enough time for both parties to review and revise
the document.

Engage all required parties, such as vendors, tax
professionals, and legal counsel early in the process to
avoid last-minute surprises.

Track costs religiously.

Only request changes that are truly critical to the
business.

Agree on a communication plan; continually monitor
status and stay in touch.

Stay engaged and be patient. Developing a robust TSA
is an iterative process — not a “one and done” effort.

and take steps to avoid them. Both buyers and sellers
should consider the practical and time-tested insights

provided here in their efforts to design and manage TSAs

more effectively.
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Building a Strong Transition
Services Agreement

A carefully crafted TSA can save parent companies and
their IT departments major headaches after the deal closes
and during the transition.

Your company is in negotiations to sell an underperforming
business unit to a competitor. As the talks wind down,

the prospective buyer makes one final proposal: As part

of the deal, your company will provide IT services for the
business unit “during the transition.” Not wanting to derail
an agreement, the deal team leader agrees to this open-
ended proposal, unaware of the potential ramifications of
the decision.

Because members of your company’s deal team did not
prepare a detailed transition services agreement (TSA)
prior to entering the negotiations, they are ill-prepared
to negotiate terms that could limit obligations and help
manage risks. It will now fall to you, the CIO, to deliver a
poorly defined set of IT services to a potential competitor
for an indefinite period of time. Moreover, without a
formal separation plan, you could get stuck with a variety
of stranded costs.

Prepared sellers can avoid this scenario by creating a
list—in advance of negotiations—of all IT services the
parent company currently provides to the business unit

to be divested. Leadership determines which services on
the list it can or would provide to the buyer by evaluating
the potential risks or costs involved in becoming a “service
provider.” For example, would IT have to build firewalls

to prevent the buyer from accessing sensitive data?
Would providing services during a transition period raise
regulatory concerns as two competitors—particularly those
in highly regulated industries such as financial services—
begin working together in this way?

Preparing a decision matrix that clearly articulates which
services will and will not be available to the buyer after
the transaction closes, as well as the rationale behind
these decisions (non-transferrable licenses, key personnel
transferring with the deal, etc.), can add objectivity to
what can often become a highly charged conversation.

Once services are agreed upon, the close documentation
can clearly stipulate the provided services as well as those
that are out of scope. In addition, such agreements
typically define the IT services to be provided, along with
the duration, extent, and cost of the support, among
other details. IT services, specifically, require this level of
rigor to set expectations between parties and assist in
issue escalation and remediation during the term of the
agreement.

Figure 1: TSAs in Divestitures
What is your organization's practice for providing TSAs?

Like to avoid TSAs,

necessary

Like TSAs to
facilitate divestiture
and manage costs

Common practice

in order to sign-up >

buyer

Never provide TSAs >

Deloitte Development LLC

In Deloitte’s 2013 Divestiture Survey of 148 executives
who have been involved in divestitures or carve-outs, 87
percent indicated their companies had provided TSAs as
part of the deal. Yet, perhaps not surprisingly, 39 percent
of those surveyed said they would like to avoid having to
create TSAs whenever possible.

"“Providing transition services after a deal closes is a bit
like paying alimony—nobody wants to do it. Yet, in a
divestiture, it is often a condition of doing a deal.” says
Jeffery Weirens, a principal with Deloitte Consulting LLP,
who specializes in M&A and restructuring.” Preparing a
detailed TSA before divestiture talks begin can help parent
companies avoid the possibility that last-minute service
negotiations result in unfavorable terms.”



For a host of reasons, many ClOs would rather not think
about providing transition services at all, says Weirens.
“For ClOs, this represents numerous potential pain points.
For example, the buyer may be a competitor, yet it will
be using the seller’s systems. During the transition, the
CIO will need to protect data access and integrity (e.q.,
customer and vendor master data) while maintaining
compliance with anti-trust regulations. To make matters
worse, the CIO may need to support changes the buyer
wants to make to the system.”

By taking the following steps to create a TSA during the
early planning stages of a deal, CIOs may address these
and other challenges more effectively during the transition:

Establish a set of guiding principles. No one better
understands the systems and IT assets that the divested
unit utilizes than the CIO. As such, it falls to the CIO to
determine which IT services the parent company will
provide during a set transition period, at what level, and,
perhaps most important, which services the company

will not provide. These defined service limits can form the
quiding principles of the TSA that the deal team can use to
negotiate more detailed terms. According to Weirens, the
divesting company’s goal is typically to provide the fewest
services for the shortest period of time. “Most companies
are not in the business of providing third-party services,

so they shouldn’t overcommit,” he says. Providing upfront
guidance around things such as service levels, access
rights, and application customization will provide planning
clarity to both buyer and seller which results in accelerated
Day One planning.

Create a separation plan. Weirens says TSAs should be
drafted with the end goal in mind: Bringing an orderly end
to the transition phase and exiting the agreement. A step-
by-step separation plan that lists incremental milestones,
deadlines, and the transitional responsibilities that each
party must meet can help prevent delays and manage
associated risks. “One might assume that the buyer
should be responsible for crafting a separation plan,” says
Weirens. “After all, it is in the buyer’s interest to maintain
service continuity once a deal closes. Yet, as CIO of the
divesting company, you would much rather play offense
than defense. The buyer doesn’t know the systems,
processes, and people as well as you do, and might come
up with a lot of bad ideas that could ultimately disrupt
transition progress.”
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ClOs should also consider the maturity of the buying IT
organization and its ability to deliver on the separation
plan. Mapping out your long-term strategic plans with
buyer integration activities will allow you to monitor and
potentially avoid surprise delays caused by integration
delays.

Prepare an accurate set of costs. When asked

about transition costs, 23 percent of Divestiture

Survey respondents indicated that their companies
underestimated how much it would cost to provide IT and
other services during a defined transition period. As CIOs
calculate a proposed TSA service price, it is important that
they do their homework. What are the monthly recurring
costs that the divested asset will incur? Are there license
renewals looming that could result in higher fees? What
scenarios could lead to an extension of the transition
period and how much should the parent company charge
to provide IT services for longer than originally planned?

Moreover, in setting the service price, companies should
consider different pricing options, including cost-plus (cost
plus a percentage surcharge), cost escalation (a percentage
increase each month over the duration of the TSA), and
charging a minimum fee (to protect the investment made
to provide services should the buyer unexpectedly cancel
service soon after the legal close of a deal). “With this
information, the deal team can negotiate transition terms
that are consistent with the parent company’s overall
financial goals for the deal,” says Weirens.

While resistance to providing post-deal IT transition
services—aka alimony— is understandable, according to
Weirens such services can actually benefit both parties.
“The fundamental reason to provide transition services is
that without them, the value of the asset being divested
would crater,” he says. “With a carefully planned TSA, ClOs
and deal teams can protect the value of the deal, while
limiting the parent company’s obligations and potential
risk.”

Jeff Weirens

Principal

Deloitte Consulting LLP
+1 612 397 4382
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Seven secrets of highly
effective divestitures




Why divestiture execution is so difficult

Divestiture execution is not business as usual. It is often counter-intuitive and requires different skills than those needed

to run the day-to-day business. Processes, systems, policies, and strategies that seem to be working well all have to be

evaluated, confirmed, and/or modified in order to extricate those parts needed by the NewCo. Also, a new business

plan will need to be created, even as the company continues to execute the old one.

Key people often find themselves burdened with a second divestiture “job” while doing everything they can to keep the

existing business running smoothly. Without proper central coordination, the increased workload and political issues that

surround a divestiture can quickly paralyze the organization.

The number of large scale divestitures around the world
has increased significantly over the last few years. In 2013
the market saw continued strength as the total number
of divestitures with an enterprise value of over $100MM
was up 27.7% from its 2011 levels1. With the consistently
changing landscape of the global economy we expect this
trend to continue as companies use divestitures as a tool
to optimize their asset portfolios in search of shareholder
returns. Of course, signing a sales agreement is only the
first step toward creating shareholder value through a
divestiture.

Given the incredibly high stakes, what can management
teams do to improve their chances for an effective
long-term outcome?

To help answer this question, Deloitte Consulting LLP
(Deloitte Consulting) recently conducted a study of several
large and complex divestitures across various industries.

Our study revealed seven key practices that companies
should consider to achieve desired results in divestiture
execution.

One of the keys to an effective divestiture is to stay
focused on running the day-to-day business. For the
parent, this means not letting the carve-out become a
distraction for the company’s other business units. It
may also mean helping the carved-out unit maintain
momentum throughout the transition.

Letting the carve-out become a distraction from the
management of core operations can have a significant
impact on the parent company's overall top and bottom
line growth, detracting from efforts to increase shareholder
returns through the transaction.

Furthermore, NewCo business leaders must have the
opportunity to continue to run their business. Certainly

the buyer expects their new unit to hit the financial and
operational targets established during due diligence. For an
IPO spin-off, missed earnings targets can have a disastrous
effect on demand for shares in the new company. This

can lead to a softer price, or in the worst case, to the IPO
being canceled altogether.

To maintain business momentum, it is important that
leadership continues to focus on top line growth and
bottom line results. This can be challenging since thereis a
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lot of uncertainty that comes with a divestiture especially
around future employment. Effective organizations offer
three lessons learned to maintain business as usual:

1. Communicate early and frequently with employees
to reduce uncertainty as much as possible and keep
employees focused on their day job

2. Be clear about who should be involved in the divestiture
planning to allow others to focus on their regular
activities and avoid distracting too many people with
divestiture planning

3. Continue the regular cadence of management targets
and reviews to drive accountability and business
momentum

From the Trenches

Situation: A Large Automotive Company was cost
conscious and looked for ways to keep costs at a
minimum throughout the transaction. To achieve this,
the client looked to monitor its transaction expenses
by developing processes to track all time spent by its
employees on the divestiture in ten minute increments.

Key Takeaway: These processes created a large,
unnecessary burden on the company and shifted the
focus away from expediting the completion of the
transaction to time spent developing and monitoring
expenses. In the end, transaction expenses increased
due to the lack of focus on the core task at hand,
getting the transaction completed. The company
would have been better off focusing its efforts on the
big picture of transitioning the carve-out to NewCo
rather than micro-managing its transaction expenses.
Any benefit seen from processes set up to track
expenses is often lost in the work it takes to set up
those processes.



Company leaders preparing for a divestiture are likely to
find that they have never been involved in a more counter-
intuitive or complex undertaking. Integrated systems and
processes that may have taken decades to develop must
be undone in a matter of months. At the same time,
market pressures typically force companies to perform this
disentanglement while minimizing any cost increases.

A divestiture is simply too complex to be managed in a
decentralized manner. It requires strong, focused, and
dedicated leadership from the center, with end-to-end
alignment from the board of directors to the CEO,
executive suite, and steering committee. In the most
effective divestitures, companies generally stay away

from divisional autonomy and adopt a central “command
and control” environment with dedicated resources
empowered to define and drive the divestiture’s milestones
and activities. They also usually have central leadership that
reports to a steering committee of senior executives to
help maintain executive alignment.

A steering committee should be established (Figure 1)

to act as a central governing body during the divestiture
process. Perhaps the most critical element of this steering
committee is its composition. Highly effective steering
committees are often on the smaller side to avoid long,
drawn out debates over milestone decisions. There must
also be representation of all the critical functions on the
steering committee. This does not however mean that
each function needs one person; a steering committee
member may represent the interests of multiple functions.
Finally, all members on the steering committee must have
decision making authority. Without this authority, there is
an increased risk that the transaction will suffer setbacks
and delays as the committee is required to socialize
milestone decisions with the key decision makers.

This centralized structure creates a new layer of authority.
But rather than undermining the current leaders, it

gives them a framework for coordinating activities and
milestones.
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Broad of Directors

Executive Leadership

Steering Committee

Day 1 TSA
Readiness Management

Stranded Cost
Management

Comms Change
Management

Sample functions

Figure 1

From the Trenches

Situation: As a Large Technology Company began

its preparation for Day One, it assembled a steering
committee consisting of the CFO and CIO. The
composition of this committee did not fully reflect

all the critical functions of the transaction, leading to
certain critical issues being missed and addressed late.

Key Takeaway: There are two items that should be
addressed when designing a steering committee to
help drive the process. First, the committee should be
made up of a small group of members all of whom
should have decision making rights. This helps the
committee to be efficient and effective during the
process. Second, there should be representation from
the critical functions on this committee. It doesn’t have
to be one person from each function but it should

be someone who has a tie to the function and will
represent its interests.

In general, the lengthiest and most expensive divestiture
challenge is separating IT environments. Most companies
have spent years or decades consolidating their business
technology into a small number of highly integrated
systems, and now they face the daunting task of extracting
key components without disrupting the business.
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Literally thousands of issues come into play when setting
up new systems and infrastructures. Initially, these can lead
to slow progress and analysis paralysis. Many companies
have found it takes just as long to define a strategy and
direction for separating IT systems as it takes to actually
separate them. Yet IT systems are usually on the critical
path for the divestiture, which means a company simply
can't afford a delay or slowdown — even for a short
period of time. Our study shows that the most effective
way to keep things moving is to break the task into
simpler decisions, all aligned around a set of principles that
facilitate decision-making and early traction.

Here are some other techniques the companies in our
study used to kickstart their IT effort:

« Map the usage of the applications, servers, and
networks to the parent’s or NewCo's business processes

« Establish an end-state blueprint for IT systems that
provides the right mix of functional support and cost
structure for the two businesses

+ Use the blueprint to rapidly define who will assume
ownership for each of the existing applications or
assets. Then develop a strategy (figure 2) for the other
party to fill the gap (lift & shift, clone & go or build/
outsource)

« Divide IT staff along the same lines as the applications
and assets, while striving to achieve a fair division of
skills.

Sell existing
application and
data

Outsource
and migrate
data onto a new
system

Clone existing
application and
data

Migrate data
onto another
application

Create a new

application

Migrate data
onto current

acquirer's
systems

Figure 2
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Situation: A Large Financial Services Company had
not conducted a detailed analysis of the IT separation
before the transaction execution, which lead to
uncertainty around what data was housed on each of
its data centers and servers. As a result critical parent
data was unknowingly ‘sold” to NewCo and had to
be retrieved and erased post close and vice versa.
Because of legal and operational complications dealing
with data in production environments post close,
separating IT and data for the company became an
18 month project that required hundreds of resources
to manually review and create an inventory of all the
company's data server by server.

Key Takeaway: Defining the IT separation strategy up
front and execution on an asset level is critical to avoid
the manual process of confirming data and expending
critical resources.

Quick Fact: A divestiture is one of the most difficult
and complex challenges a business will ever face. Our
study shows the importance of assigning experienced
program managers — rather than subject matter
specialists — to lead the divestiture effort. Subject
matter specialists often find it hard to disengage
themselves from the details of their specialty area. In
contrast, experienced program managers tend to be
better equipped to lead these large, all-encompassing
projects. They have been trained to juggle a variety of
interdependent tasks and decisions, while intuitively
applying rules such as ‘speed over elegance’ that helps
keep the divestiture on schedule.

Critical lessons about TSAs

» Allow enough time to develop, negotiate and sign
all TSAs prior to divesting

» Develop each TSA with a clear exit strategy and
well-defined transition period

« When creating a TSA, get direct involvement from
the people who will manage its day-to-day activities
(on both sides). The resulting agreement is likely to
be more accurate and complete.

« Identify practical, service-level metrics prior to
signing the TSA

« Define a clear path for escalating issues with TSA
owners, central TSA coordinators, and the executive
committee



The companies in this study were generally unable to
achieve complete independence from each other at

the time of formal separation. The time required for
separation activities typically exceeds the divestiture
timeline, particularly in shared services areas such as IT.
For these areas, organizations often use transition service
agreements (TSAs), which enable them to continue
providing services to each other on a temporary basis
under more favorable terms than if the two companies
were completely independent.

TSAs allow a company to close the deal even when critical
services and operations cannot be separated beforehand.
However, they are not a cure-all, and should not be

used as a crutch to avoid tough decisions. With most
divestitures, neither the parent company nor the NewCo
management team has any experience providing services
under a TSA, and may struggle to provide the necessary
quality needed to manage this arrangement. Often the
quality of ‘outsourced’ services under a TSA suffers with
the amount and duration of the TSA-s.

The most effective organizations in our study treated
TSA-s as a last resort and did not view TSAs as a long-term
alternative to outsourcing. They stayed focused on their
goal of becoming as independent as possible by the date
of separation, which meant limiting the number of TSAs
and working aggressively to complete their TSAs as soon
as possible. Many even created financial incentives to
encourage both parties to exit the TSAs quickly.

Situation: A Large Industrial Company proceeded
through a rushed divestiture supported by TSAs.
However there was no transition plan set in place
which led to confusion on how and when to handoff
responsibilities to NewCo. Not only did it create
uncertainty about how long the parent had to support
NewCo, it also impacted NewCo's abilities to serve

its customers as the parent was not willing to invest
or change the services agreed to under the transition
service agreements.

Key Takeaway: Proper planning and development

of a transition plan can be crucial towards helping a
company to maintain operations and create a culture
as a unique company. Without a transition plan in
place there can be serious risk that the NewCo will not
meet timelines and will have to seek TSA extensions at
grave financial penalties.

Separation Planning and Value Realization

Divesting a business tends to reduce economies of scale,
which may bring back costs that the company had
worked hard to reduce. Some of these cost increases
may be unavoidable; however, effective managers realize
that divestiture execution is no time to relax their cost
discipline.

In fact, a divestiture can present a wealth of new
opportunities for cost reduction by forcing an organization
to recalibrate its strategy, processes, and scale. In our
study, companies built effective cost reduction programs
by analyzing their end-state operating model, and then
establishing cost- reduction targets, timelines, and
transformation plans. Very often the opportunities for
largest cost reduction were in corporate functions where
scale economies were going to be lost, such as HR benefits
administration, training, IT, and finance operations.

Nonetheless, these companies also found that the
divestiture period is not the most opportune time to
reengineer the organization. According to our study, an
effective approach for reducing costs during a divestiture
is to initially focus on opportunities that don't create
large disturbances to existing business processes, and
then to tackle the more disruptive opportunities once the
divestiture is complete.

Situation: A large Electronic Device Manufacturer
completed a divestiture that fundamentally changed
the operating model of several remaining business
units. To understand the true cost of operating
business in a new realty, client embarked on activities
to identify stranded costs to be removed, and tied that
to the operating model design of the future state to
avoid cutting too deep in an area.

Key Takeaway: Beginning to adjust and socialize
management operations reports ahead of time can
allow the parent management team to start making
business decisions to avoid stranded costs and
rightsize operations based on accurate post transaction
projections.
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Although it might not be obvious at the outset, most
supplier and customer contracts will likely need to be
reevaluated as a result of the divestiture. At some point
the company will need to determine whether to: retain the
contract, assign it to NewCo, replicate it, or renegotiate
it. According to our research, even a mid-size company
can have hundreds of thousands of such contracts. To
further complicate matters, many of these contracts may
not be centrally controlled, which means that determining
the right action for each contract may require evaluations
from several perspectives, including: a legal evaluation

of the terms (e.q., assignability and change of control),

a tax evaluation of the financial implications, and even a
business evaluation to determine whether the parent or
spin-off would be the most appropriate contract owner,

In determining whether contracts are still appropriate

for the parent company after the divestiture, there

are two lessons to keep in mind. The first lesson is to

not underestimate the effort required to assemble an
inventory of all active contracts. Executives often believe
their company has all of its contracts at its fingertips.

Our research shows quite the contrary, where collecting,
evaluating, assigning, and re-negotiating contracts often
takes much longer than anticipated. The second lesson is
to define a negotiation strategy that takes advantage of
leverage and timing. In some cases, the shared strength of
the combined company prior to separation may offer the
most leverage. In other cases, the combined leverage of
the separated organizations might be better. Regardless of
the ultimate strategy, it's a good idea to form a dedicated
contract team — and to start early.

Situation: An Oil and Gas Supermajor had invested
millions of dollars in its IT asset base and held IT
contracts and commitments that represented millions
in annual operating expenses. Many IT contracts
restricted transferring licenses and had to be evaluated
for renegotiation.

Key Takeaway: To be successful, a company can
deploy the following four step approach towards
re-contracting.

1. Define guiding principles, structure and templates

2. Collect, analyze and profile contracts and
agreements

3. Define contracting strategies and approach by type

4. Execute process to get contracts in place and
re-negotiate where needed
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The only true measure of divestiture effectiveness is
performance in the marketplace. It's all about securing
existing customers, and then expanding your customer
base. Unfortunately, holding on to your customers during
a divestiture is no easy task.

Customers can easily get confused and frustrated by
uncertainty and lack of information during a divestiture —
a lesson that even some of the world's largest companies
have learned the hard way. According to our study, the
most effective organizations place a high priority on
achieving an issue-free Day One. They typically establish a
“mission control center” to prepare for the separation, and
then attack any issues as if their lives depended on it.

The Day One Readiness Team manages the impending
separation with a highly disciplined approach for achieving
milestones, completing checklists, and rigorously testing
customer-facing processes through process simulations.
One of their first jobs is to prioritize the processes that
will require testing based on each process’ importance to
the business and level of change on Day One. Top priority
is generally given to processes that have a direct impact
on growing revenue, taking new sales orders, or serving
customers. In the most effective divestitures, process
owners had to get certified for separation readiness by
performing an end- to-end process walkthrough with the
Day One Readiness Team.

Situation: A Large Technology Company looked to
prepare for Day One customer readiness so that there
was a seamless transition from the old parent to
NewCo. To be successful, the company analyzed the
complete customer value chain to understand the pre/
post transaction impact on how it did business with its
customers.

Key Takeaway: Development of a customer playbook
allows companies to be proactive when positioning
themselves for Day One readiness. It outlines all the
changes that the customer will see during the change
management process and also helps clients address
and communicate all the issues with its clients for Day
One and beyond.
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Succeeding as a separation

manager

Simple ideas that can make

a big difference

Ever since your company made that big divestiture
announcement, you've been expecting that tap on the
shoulder. Now, it's happened: leadership just officially
appointed you “separation manager,” the executive
responsible for separating a part of the business. If you're
like many separation managers we've worked with,

the excitement of being chosen may have been swiftly
followed by that uneasy “now what?” feeling. It was a
great honor to be asked — but what exactly does it take
to succeed in the separation manager role?

Of course, it's not hard to find high-level advice on
what makes for a successful divestiture. According to
many of the books and articles written on the subject,
the characteristics of a successful separation include an
unyielding focus on key value drivers, an issue-free Day
1, and an aggressive plan to exceed the cost reduction
targets your CFO announced to the Street.

For executives: How to pick the right person for
the job

Wondering whom to entrust with that all-important
separation manager position? You already know you
want an experienced, well-respected executive with
a reputation for being able to get things done. Those
are all table stakes — but to find someone who can
truly bring the new entity together, look for a person
who excels at the skills described in this discussion.
You should identify a person who is comfortable
with chaos, has a broad knowledge of his or her
own organization, and possesses strong decision-
making ability when presented with incomplete or
limited information. Above all, we feel that you need
someone who excels at perceiving and channeling the
emotional currents that can pervade the organization
at this potentially turbulent time. After all, effective
separation management is as much about navigating
political minefields, defusing conflict, and providing
emotional grounding as it is about keeping the
separation team'’s noses to the grindstone.

What these books and articles don't tell you, though, is
that accomplishing these things usually takes more than
great project management skills. Deloitte Consulting LLP
(Deloitte Consulting) has provided services in support of
hundreds of successful divestitures, and we have worked
closely as trusted advisors to many separation managers
just like yourself. Here is what we tell them.

1. Enjoy the ride!

Especially in a significant divestiture, the separation
manager role can make or break the effort. And as you've
probably already realized, being put in the separation
manager role can make or break your career. But while
the job is not without enormous stress, and may bring
you within inches of being fired on a daily basis, there are
some significant potential rewards to be reaped if you do
an effective job. The role can give you a very high degree
of visibility at the most senior levels of the organization.

If the separation goes well, you will not only have
demonstrated that you can be counted on to get results,
but you'll probably have developed working relationships
with many executives that can help to further your
career. Many separation managers are later called upon
to execute other transactions such as acquisition or assist
the organization in high-visibility, high-risk but high-value
projects such as new ventures. So remember: as long as
you're effective in the role — and the following tips should
help you with that — this could be the toughest job
you've ever loved.

2. Find your second-in-command early.

We believe that there are at least two good reasons to find
and mentor an understudy to be your second-in-command
as soon as possible in the separation project. First, there’s
so much work to be done, usually in a very compressed
timeframe, that it’s vital for you to have qualified help.
And second, if you're pulled off the original separation
project to work on a newer transaction — which is a real
possibility at large companies that do multiple, sometimes
back-to-back transactions — your second-in-command,
having experienced “on-the-job training” while working
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with you, should be well prepared to take charge of the
first separation effort. There is a high degree of risk in

not completing the work on one transaction before a
second transaction is foisted on to the core business.
Consequently, the identification of a second-in-command,
especially one who is familiar with the original project, can
help provide the continuity to complete the first separation
even if a second deal is already in the works.

Separations generally demand thousands of decisions
on strategy, products, services, organization design, cost
reduction, investments, communications, information
technology (IT) applications, and many other areas, all to
be made in a very short timeframe. How will you get all
that done? Certainly having a strong team and adequate
resources is part of the answer. But the most important
factor can be rapid decision-making — and that means
that you will have to set the pace.

You can accelerate decision-making in several ways. First,
set clear deadlines for decisions and hold your team
accountable for meeting them. If they resist the pace
you set, explain that if they don’t make the decision,
either you will, or you will have an executive make it for
them. Second, structure the agenda for your executive
steering committee meetings as a collection of options,
recommendations, and decisions. Use the meetings to
drive key decisions from executives rather than simply

to update them on separation status. Finally, host cross-
functional decision-making workshops and don’t let them
leave the room until they've made a decision.

We often see a “pile-on effect” in larger transactions

in which various other groups attempt to latch on to

the project, claiming that their own projects are part of
the larger effort. However, a separation manager must
maintain a laser-like focus on managing the efforts that
were originally identified as yielding the desired results.
Projects piled on beyond the original scope not only tend
to slow down the separation process but can also dilute
the potential cost savings, adding costs without yielding
short-term savings. What's more, if you allow extra
projects to ride the separations coattails, others outside of
the project will quickly see that the separation efforts are
attracting the “cats and dogs,” and they may question your
commitment to achieving the original objectives.
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So don't let yourself be distracted by add-on projects
unless the sponsors can demonstrate to your satisfaction
that the additional activities will add real value to the
separation. For every extra project that is proposed, ask
for a quantitative business case that details how much of
a return it might provide and how soon it can be expected
for the effort and money expended. A rule of thumb

we often use: if the extra project doesn't yield at least a
twofold return on its cost, it probably doesn’t make sense.

In some large separation efforts, executives staff the
separation manager role using the “two-in-a-box”
technique — that is, they appoint two separation
managers, one from the legacy company, and entity

being separated to jointly lead the project. As a separation
manager, you may not have a choice of whether you

share the sandbox with another. If you find yourself with

a colead, we would suggest that you focus your energy

on making the relationship work. You don't both have to
attend every meeting or make every decision together,

but you do have to communicate openly, often, and
completely, as well as divide the work in a way that makes
sense. Most importantly, don't let the organization play the
two of you against each other — which, unfortunately, is
a real possibility in some cases. More than likely, you will
quickly realize that each of you brings knowledge and skills
that complement each other in a very difficult role.

As separation manager, you'll likely find yourself drowning
in seemingly endless planning, discussions, and meetings
to coordinate the many groups required to carry out the
separation. But remember, you need to do more than
manage everyone's effort. You also need to continuously
communicate progress and direction, providing the
emotional grounding that is often so important for
companies in a time of transition.

To keep issues from blowing out of proportion, and to
help the entire organization understand the decisions

and direction of the separation, you need to continuously
keep your ear to the ground by walking the halls, talking
with people, and taking their pulse on sensitive topics.
Make the time to do it between meetings and calls, even
if it means that you have to be at work earlier and leave
later than everyone else (which you'll probably be doing
anyway). Even if there is no clear answer to an issue,

it's important that the separation manager proactively
acknowledge that it's been raised and is being considered.



In our brains, the neocortex, the “thinking” part, governs
reason and analyzes facts. The amygdala handles all basic
emotional reactions, such as fear, anger, and excitement.
People who are exceptionally aware of their own and
others’ emotional responses are said to be “emotionally
intelligent.”1 To be effective, we believe that separation
managers need this trait in spades. Obviously, a separation
can give rise to a host of negative emotions that can
easily be amplified by rumors and hearsay. It's important
to be prepared to face uncomfortable situations and to
be sensitive to how these are managed. For example,
when planning a major organizational redesign, think
carefully about who will gain, lose, or otherwise change
responsibilities and power, and anticipate how certain
individuals will react to those changes. Try to reduce
anxiety by explaining how the separation team will design
the organization and how the selection process will work,
as well as by clearly communicating the timeline for
change.

Less obvious, but no less important, is to seize the
opportunity to harness the excitement that transactions
and separation can bring. There will probably be many
potential change leaders both inside and outside your
separation team — formal and informal influencers
who are well respected in many different areas of the
organization. Help them paint a compelling picture of
the future and ask them to talk it up. Share positive
news about the separation progress with them first, and
ask them to get the word out to their constituents. You
can also ask them to occasionally take the pulse of the
organization and get that feedback to you.

To sum up: The challenges of managing a separation
can provide an excellent opportunity to build on your
strengths and to take your own effectiveness — and
your organization’s — to a higher level. You already
have the reputation, the ability, and the authority to get
things done; that's why you were chosen to lead the
separation in the first place. Now, you have the chance
to demonstrate that you can get things done in the
time-pressured, volatile, often chaotic environment of a
divestiture. Draw on your strengths and keep our seven
tips in mind — and enjoy the ride!

David Carney and Douglas Tuttle
Principals, Deloitte Consulting LLP

Separation Planning and Value Realization

' Daniel Goleman, Emotional Intelligence: Why It Can Matter More
Than 1Q, Bantam Books, 1995.
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Divesting your Shared Service Center
Leveraging your Shared Service Center
as a Springboard to a Profitable
Outsourcing Relationship

Outsourcing initiatives are a well-recognized driver in
reducing costs and increasing service levels while enabling
a business to focus on its core functions. They also act

as a catalyst for broader transformation and send a
change signal to the rest of the organization. Traditional
approaches to outsourcing focus on procuring services
from an external partner, where the transfer of assets —
people, systems, intellectual property and often buildings
— is a secondary consideration. However, as large Shared
Service Centers (SSCs) created by companies have now
begun to reach maturity and as service providers look to
scale up through acquisitions; these centers are beginning
to offer a credible asset that can be divested. A window
of opportunity has opened up for companies with mature
SSCs to monetize them by selling them to an outsourcing
service provider. This can generate immediate cash, and
through the relationship with the service provider, further
savings and service improvements can be realized.

Utilizing your SSC as a springboard to a profitable
outsourcing relationship

Many leading organizations are seizing the opportunity to
outsource their SSC operations to service providers in a move

to realize additional up-front value from their SSC investment.

Such relationships can help to reduce costs further, and
through investment in the SSC by the outsourcing service
provider, they take service to a new level.

New skills and capabilities of the outsourcing service
provider are accessed while, crucially for some businesses,
disruption may be reduced. The organization can then be
positioned to execute a business strategy focusing on its
core business while still providing a high quality of back
office services through working with an external provider.

Outsourcing grows, with spin-offs

providing the catalyst

The pressures on the economy are forcing many companies
to renew their focus on their core business, while
contemplating an outsourcing relationship to provide non-
core activities. As a result, the Business Process Outsourcing
(BPO) market continues to grow rapidly on a global scale.
Economic pressures, coupled with the availability of mature
SSCs as an internal asset, have led to a new appetite for

a divestiture proposition. Service providers, both onshore
and offshore, are racing to bulk up capabilities as the BPO
market moves out of its adolescent phase.

This imperative is shaped by the need to acquire new
capabilities, enter new geographies, even out the impact
of currency depreciation, or simply to bulk up their
contracted volumes. These vendors are seeking out mature
SSCs or internal businesses that can be divested.
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Sales of a mature SSC can be seen as strategy for
transformational service improvement

The sale of a mature SSC to a service provider is sometimes
viewed as a logical next step to realizing further value in
the operation of a shared services environment. The sale
presents a cost reduction opportunity to release cash and
the ability to transform a fixed cost into a variable cost.
However, there are complex tax considerations which should
be carefully evaluated in order to reduce the tax cost of the
sale. When contemplating the sale of an SSC, a company
should be asking the following tax related questions:

« What is the tax cost of the sale and how will the sale
impact the effective tax rate and the cash tax rate?

« Will local country taxes that are incurred be creditable
in another jurisdiction?

« Is the purchase price that is being paid wholly related
to the SSC or is a portion being paid for intellectual
property that may not be owned by the SSC?

« What is the tax impact of allocating the purchase price
between the interest in the SSC and other intellectual
property?

« Can the SSC be restructured in advance of a sale to
reduce local country tax?

« Wil a change in control of the SSC result in lost
incentives or tax holidays?

The sale also provides a business model for the SSC that
encourages ongoing investment in the technology and
operations of the SSC, now in the form of a long term
outsourcing relationship. The sale can also presents an
opportunity to increase the critical mass of back office
operations, increase staff retention through greater career
opportunities for staff in the SSC and improve service levels
through the creation of an external service culture and
contractual metrics. Often, staff retention and future career
development opportunities are the biggest operational
issues facing a mature SSC, especially if they are in a

low cost location. By providing the SSC operations and
personnel
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Case Study Overview —

Corelogic’s India Divestiture

Corelogic recently sold its India captive operations

to an outsourcing service provider. CorelLogic was
seeking to achieve the objectives of greater flexibility,
global scalability, higher effectiveness and efficiency

of existing operations, development of new tools,
technologies, and processes to support and grow.
Corelogic businesses. These operations represented
over 40% of the company’s employee base. Apart from
enabling the company to focus on their core activities,
Corelogic’s sale of this part of the business also resulted
in a large cash flow injection. The company received an
upfront cash payment and service credits to reinvest in
its business.

There was low disruption to the business with an
integrated transition between sourcing the service
provider and the service provider providing BPO and
ITO services. The ongoing outsourcing contract was
structured to provide enhanced value and the flexibility
they required to match the strategic objectives of the
business. Corelogic also developed a structured vendor
management program office (VMPO) to manage

the new relationship as well as its other vendor
relationships.

As a leader in Outsourcing Advisory Services our
dedicated team that advised CoreLogic on this
divestiture was composed of skilled practitioners from
various service lines including Strategy & Operations
Consulting, Human Capital Consulting, Accounting, Tax
Advisory, and Corporate Finance. Using the network

of member firms, the As One Deloitte advantage

translated to a short ramp-up to get the project
launched, streamlined communications and the
leveraging of multiple service lines to help the client
reach advantageous terms on both the sale and long-
term master professional services agreement and to
effectively establish the VMPO.




with a new home in a service provider organization, the
organization may be be better equipped to retain talent. A
sale to service providers may also reduce disruption to the
business in the transition period, should the service provider
take over and continue to provide BPO services. However,
extra effort is usually required to change the culture within
the SSC from that of serving internal colleagues, to a culture
of providing an external service to clients.

Vendors are willing partners to scale up

their capabilities

The acquisition of an SSC by a service provider provides an
opportunity to rapidly scale up a business’s capabilities in
a growing and competitive market — with a geographic,
process or language scope. It also provides the service
provider with a long term annuity based relationship with
a potentially large, new client. Additionally, it can enable a
service provider to get into a new business area and gain
access to a new geography.

As the BPO market matures, service providers are moving
to the provision of complex business processes, such

as Knowledge Process Outsourcing, Financial Services
Outsourcing and other business processes. In such
relationships where knowledge transfer is difficult and the
capabilities being transferred are known intimately by the
client organization, innovative operational and commercial
structures are required. Very often such relationships
require an outsourcing and governance framework which
resembles a divestiture or joint venture to promote the full
effectiveness of the arrangement.

The growth of offshore BPO players is another catalyst. An
onshore service provider is seeking near shore or offshore
presence, while for an offshore service provider an onshore
presence can bolster its sales and market position. The
acquisition of a complementary SSC center may reduce
risks inherent in building a “greenfield” center. It may also
give life to the operational center through an existing
service relationship.

Second Generation Deals

The divestiture proposition is in its second generation. First
generation divestitures created stand-alone businesses

in their own right. In recent times, second generation
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divestitures have started to occur where mature SSCs
were divested by the parent company. In the process,

the companies achieved their strategic objective of
focusing the organization on its core business activities,
while helping to realize value beyond a traditional
outsourcing relationship. In addition to a standard long
term outsourcing contract, the acquiring vendors paid
up-front cash value for the assets, Intellectual Property and
people acquired as a result of the transaction. Unilever’s
spin-off of its Latin American SSCs to an outsourcing
service provider and Corelogic's spin off its India SSC to
outsourcing service provider are in the vanguard of second
generation divestitures.

Case Study Overview — Unilever’s Latin America Divestitures

Unilever sold two of its Latin American SSCs to an outsourcing service provider. This brings
the company’s Latin America operations in line with their global strategy to outsource non-
core finance activities, thereby allowing them to focus on becoming a business partner.
These centers were operated by 450 employees and provided services to 20 business units
across Latin America in three different languages.

Apart from enabling the company to focus on their core finance activities, Unilever's sale
of these businesses also resulted in a cash flow injection. The company received an upfront
cash payment for their centers from the vendor that included a significant amount for

goodwill.

With low disruption to the business, there was an integrated transition between sourcing
the service provider and the service provider providing BPO services. The ongoing
outsourcing contract was structured to provide enhanced value and the flexibility they
required to match the strategic objectives of the group.

As a leader in Outsourcing Advisory Services our dedicated team advised Unilever in this
divestment, from the time a vendor was selected to the time that a contract for sale

of center, as well as a long term outsourcing contract, was negotiated with the service
provider.
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Phase 2:
Develop solution
& contract

Phase 1:

Define strategy
& operating model

Phase 3:
Manage transaction
& evaluate deal

Phase 1:
Define strategy &
operating model

Phase 4:
Execute transition
& transformation

Deloitte’s capabilities

Deloitte’s Outsourcing Advisory Services, Tax, and Financial
Advisory Services team supports similar engagements

to the ones outlined above. We provide a structured
approach to assisting clients in assessing the viability

of an SSC divestiture utilizing Deloitte’s demonstrated
methodology pictured below. First, it is essential that we
assess the strategy, value potential, and tax implications
of such an arrangement, the scope and structure of what
to outsource, which leads up to a market assessment and
service provider engagement for divesting the asset. The
next phase, after the due diligence activity, is engaging in
detailed contractual negotiations for selling the asset as

Simon Tarsh Eric Capron
Deloitte Consulting LLP Deloitte Consulting LLP
New York, NY Costa Mesa, CA

+1 949 280 1167
ecapron@deloitte.com

+1212 313 1983
starsh@deloitte.com

Matthew Bender
Deloitte Consulting LLP
Los Angeles, CA

+1 213 553 1605
mbender@deloitte.com

Jonathan Ohm

Deloitte Corporate Finance LLC
New York

+1212 436 2287
johm@deloitte.com

136 Perspectives on driving divestiture and carve out value

well as developing a long term contract with the service
provider acquiring the SSC. Then a transition of services
from the client’s SSC to the service provider should be
completed. Finally, a vendor management and governance
structure should be established to manage the service
provider and on-going operations. On-going monitoring,
through the vendor management organization, focuses on
alignment to business goals, adherence to required service
levels, risk management, continuous improvements, and
tracking value for money.
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Aligning your financial close to the
transaction close

Effectively executing the dreaded
partial period close
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The execution of the fiscal period-end financial close and
consolidation processes is one of Finance's most important
and visible fiduciary responsibilities. Providing timely and
accurate financial statements becomes even more difficult
when integrating a newly acquired business — a situation
further complicated by the timing of the transaction close
and the integration approach.

Some companies attempt to time the transaction close
date to correspond to their fiscal month end to avoid
complications. Although this is a noble goal, various
difficult-to-control factors, such as shareholder approval,
funding, and regulatory approval, can cause the
transaction close date to move around. (See case study:
Trying to hit a moving target.)

It's crucial that your Finance organization knows how

to handle the mid-month transaction close from an
accounting perspective when an additional off-cycle or
mid-month close is needed to create a stub accounting
period and to align fiscal periods. Analysis of publicly
available data showed that about 80% of more than 300
transactions (deal value over $1 Billion) completed globally
during calendar year 2008 were closed during the middle
of the month.

This article explains the drivers behind a mid-month close,
cut-off options, and the decision process you should
consider when evaluating your options.

Assess the drivers for your financial cutoff

As of the transaction close date, a clean cutoff is required
in order for the existing business to shut down and the
new company to begin operations as a new entity. A clean
cutoff is expected to facilitate:

+ Accountability for recognizing financial performance
(such as reconciliations between shipments and
attributes related to the cash conversion cycle).

+ Determination of the purchase price of an acquisition
based on balance sheet attributes.

+ Ability to perform required asset valuation and purchase
price allocation activities.

+ Identification of tax obligations of acquirer and target.

+ Establishment of clear ownership of existing debt
obligations assumed by the new company.

+ Creation of auditable financial statements with
appropriate controls, balances, and detail.
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Case Study: Trying to hit a moving target
Coordinating a deal close date with a fiscal month end
is usually not possible. It's not unusual for a target close
date to move several times before the deal actually
closes. In this real-life scenario, the communicated
transaction close date moved three times before the
deal finally closed. This is how the complications
unfolded:

« Shareholder approval: « Shareholder meetings are
typically not set in stone. In this company’s case,
the meeting was moved out a week due to reasons
unrelated to the transaction. This caused the target
close date to move correspondingly.

Funding difficulties: « Due to uncertain economic
factors, difficulties in repatriating cash from foreign
entities, and debt issuance related to the acquisition,
the acquirer fought to push out the transaction
close by two weeks, which was the second delay.

Regulatory approval: « When it comes to
government or regulatory approval, deals are often
at the mercy of the regulating bodies. Although
the acquirer received Hart-Scott-Rodino clearance
from the U.S. Department of Justice, the members
of the European Commission asked the acquirer to
delay the filing for an additional month while they
reviewed the details of the deal and its industry
impact. This hurdle caused a third delay in the close
date.

Delays caused by shareholder approval, funding, and
regulatory approval contributed to the movement of
the transaction close date on three separate occasions,
eventually pushing it out by two months.

For Finance, it is almost always preferable to have the
transaction close date align exactly with a period end
close; the preparation, planning, and documentation
associated with a mid-month close can be daunting. If

you can satisfy all the organizational requirements, avoid a
mid-month close if you can. However, more often than not
there are legitimate and sound business reasons why this
situation simply cannot be avoided.



Typically, the drivers for a financial cutoff fall into two
groups: accuracy and reasonableness.

Acquisition price based on the ending balance sheet:
In a deal between two pharmaceutical companies, the
acquirer purchased a manufacturing business from the
target, including fixed assets, inventory, and prepaid
leases. They needed an accurate cutoff to ensure that the
valuation (and thus the purchase price) corresponded with
assets on hand as of the transaction close date.

Carve-out of a business from the parent company: In the

same deal, the target owned the financial performance of
the business up to the transaction date, and the acquirer

assumed responsibility thereafter. They needed pro-forma
financial results reported in the respective public filings of
the acquirer and target companies.

Full merger (or 100% acquisition): For tax and statutory
reporting requirements, there must be an end point when
the individual companies shut down and the newly formed
company begins operations. In this case, as long as there is
a directionally correct cutoff, and financial results and tax
obligations are reported reasonably, the cutoff should be
acceptable.

Independent audit requirements: Auditors provide
assurance/opinion on financial statements as of a certain
date. The rigidness of the cutoff may depend on the
internal controls in place and other factors influencing
the auditor’s comfort level. These will dictate whether a
reasonable cutoff is acceptable.

Non-public companies: Since the audience of external
financial reporting may be limited to non-regulatory
agencies (lenders, joint venture partners, etc.), the
acquirer’s management team members have more
discretion to dictate their desires for the cutoff date.

It's important that you first understand the drivers behind
your company'’s transaction. These will determine which
cut-off options are available to you.

If you find that there’s no way to avoid a mid-month
transaction close after assessing the transaction drivers,
then you must evaluate your options. We commonly see
two options, listed below, for dealing with a mid-month
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ME&A transaction. Each option has its advantages and
disadvantages. (See box: Cut-off Options, Pros and Cons.)

Mid-month hard close. Perform all the steps as you
would during a normal month-end close cycle: cutoff
financial activities on the transaction date, close out the
ERP and related sub-ledgers and feeder systems, perform
accruals, and publish a set of financial statements for the
period ending on the transaction date.

Mid-month soft close. Use the prior fiscal month-end
financial statements as a starting point and build forward,
using transactional data and required balance sheet
adjustments up through the transaction close date.

Advantages Disadvantages

Mid-month - Financials are accurate. + Systems testing and set up
hard close - Existing internal controls are work.

leveraged. + Finance staff must perform an
« Normal close and consolidation additional close cycle.
cycle are consistent. - Offline, manual processes
may have to be utilized
to compensate for system
limitations.
Mid-month - Few changes are needed to - Financials may not be 100%

accurate

Additional controls may be
required to satisfy external
audit requirements.

May not be acceptable for
financial reporting on stand-
alone entities.

soft close regular month-end close cycles.

- Few adjustments are needed to -
existing systems.

+ Fewer resources are required.

« Approximate estimate of .
ending balances and results is

directionally correct.

So how is the choice made? The Finance and IT
organizations must work together to evaluate options
since the one ultimately chosen can dramatically impact
the work effort of both groups. Here are the questions that
must be answered.

Hard or soft close? The first criteria should be the

degree of accuracy needed and the risk of not closing the
books correctly, which can lead to inaccurate financial
statements, weakness in controls, and loss of historical
and comparative data, among other things. Answering this
question can help you quickly decide on the need for a
hard or soft close. Generally, the need for a high degree of



accuracy and desire to mitigate overall risk will dictate the
choice of a hard close.

What are the risks? The next step is to prioritize the
cut-off options by weighing the risk of an inaccurate close.
An incorrect accounting close could lead to inaccurate
financials being released to the public, future restatements,
and loss of historical and comparative data, etc.

Can Finance and IT handle it? Weigh each option based
on the demands it will place on Finance and IT and decide
whether the organizations have the bandwidth available
for implementation. For example, a close with high IT
involvement would lead to a more automated close
process, whereas heavy Finance involvement with low IT
support would lead to a manual close process.

What are the other risks? Weigh the risk of each cut-off
option using the following criteria:

Impact on business operations: How will the business
(non-finance groups) be affected? Will they have to do
anything different to accommodate the option? Will it
affect the order to cash or procure to pay processes in any
way?

Impact on financial close: What is the level of effort
required of the Controllership staff? Will there be a need
for offline/one-off processes to accommodate the option?

Adjustments to financial systems: How will the ERP need
to be adjusted? Can the ERP accommodate adjustments
without code changes? What is the level of testing
required? Will it put the ERP at risk and necessitate a
robust backup plan? Are there other boundary systems or
databases impacted?

Resources required: What are the additional technical,
finance and business resources required to execute this
option? Where will the monetary and people resources
come from? How much time will there be before the next
close?

Impact to other systems: How does this option affect
other systems besides the ERP? Can the other systems
accommodate this option? What is the level of testing?

Level of effort and time to implement: How long will it
take to implement the option? Will it cause undue strain
on staff and take focus away from other pressing needs
related to the acquisition or normal course of business?
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Mechanics and the overall workload for executing a
mid-month close can vary based on the decision for a hard
or soft close. So it is important to carefully consider all the
available options and requirements for necessary changes
to the close process and related systems before you go
down any path.

Two companies in the media and entertainment industry
agreed to a merger. They choose a transaction close date
in the middle of a fiscal month; it was up to the Finance
organization to execute this mid-month close.

Several options of hard and soft closes were identified,
including copying the target's ERP, changing the calendar
date in the ERP, and even potentially stopping the
shipment of products during the first 10 days of the
month.

Key considerations included limiting the impact on the
business stakeholders, close process, and boundary
applications. In addition, due to the timing, the acquirer
considered the availability of key resources and the effort
that would be required to make complex changes to

the financial systems. After carefully evaluating all of the
options, the decision was made to perform a soft close by
cloning the ERP production environment.
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Below is a summary of the process they followed to perform the soft close.

Previous Fiscal Transaction
Month End Close Date

1. Continued to process
trasactions in the target
company'’s ERP from

® & environment

2. Transferred sub ledger data | 5. Created journal entries to

into general ledger at
transaction close date

previous month end 3. Made copy of the target 6. Created “new companies”

through transaction close company's ERP environ- in the acquirer’s ERP to

date ment and secured copy for store and retain the target
one secured copy for one company’s historical P&L
time in creating cut-off/final data

financial statements for pre | 7. Moved balances of the
merger entity

4. Completed financial close
process in copied codes in the acquirer’s ERP

Finalized Soft Next Fiscal
Close Proces Month End

establish beginning
balances on acquirer’s ERP

target company’s financials
into the new company

for go forward usage

These steps allowed the acquirer to continue ongoing
operations with little impact to their ERP production
environment while preserving historical pre-merger data.

Pros

« Created a ‘clean balance sheet’ for the mid-month
transaction close date
Provided the ability to run reports pre- and post-
merger dates
Offered an audit trail for pre- and post-merger dates

Allowed the Finance organization additional time to
perform close activities without impacting the ERP
production environment

Cons

« Required additional set up in the financial systems
for allocating PTD and YTD balances for pre-merger
historical data
Required extensive testing by the Finance team
Required updates to system-generated reports

Lessons Learned
Keep these tips in mind as you consider implementing a
mid-month transaction close date:

Decide early. Clearly identify all the options and make
your selection early in the process. This will allow time to
change course if the option goes awry during the early
stages of planning and execution.

Be sure to test. System changes and newly designed
processes should be tested. Typically, the fiscal month end
prior to the transaction date is a good time to perform a
dry run/mock close.

Don’'t underestimate resource needs. These are
uncharted territories for you and your staff. Even if you've
been through other transactions, no two deals are alike.
Closing the books will be tougher than expected — so
plan accordingly.
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Keep an eye on internal controls and reporting. Have a backup plan in place. Nothing is worse than having

Although the mid-month close process will only be all your eggs in one basket. Make sure that if your first
performed once, be sure that acceptable controls and choice option fails, you have something to fall back onto.
reporting are in place. Otherwise, you may be left with Remember, transaction close dates frequently change at
historical comparative reporting and reconciliation the last minute.

challenges for many months to come.

Document, document, document. Document the new More than likely, you'll be faced with executing a

process so it is transparent, clearly understood by everyone  mid-month close related to a M&A transaction, no matter
involved, and available to internal and external auditors how hard you may try to avoid it. Upfront planning is the
during their next quarter-end fieldwork.
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Real estate considerations
in M&A and divestiture activity

Real estate and facilities are integral to realizing organization’s leadership team, market positioning, and
synergies branding strategy are all key considerations in the effort
The key components of a successful merger, acquisition, to realize synergies from economies of scale, process

or divestiture are those that contribute to achieving the efficiencies, leveraging purchasing power, reduced cost
objectives of the newly restructured operation. The new structures, and technology enhancements.

In addition to leveraging the key components mentioned
« above, organizations should also consider the significant
COmpaIly leadCfS Ileed tO synergy opportunities associated with improving the real
. estate and facilities function, which we believe to be
COmmuﬁlCate the message that one of the core enabling functions of the enterprise (the
. others being Finance, HR and IT). Responsible for what
I‘Gal GState 1S a key Cﬂablﬁl’ tO is typically a company’s second or third largest spend
. . category, the real estate and facilities function is often
SU.CCGSSful M&A lﬂtegfaUOﬂ one of the forgotten levers that can serve as a lynchpin to
. . ) . 13} success in an integration or separation, enabling physical
or leGStlturC 1Illtlat1V€S. adjacencies, helping drive businesses to the right locations,
and disposing of excess assets and space.
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At Deloitte, we understand the value inherent within a
company's real estate and facilities portfolio. This (potentially)
hidden value can be unlocked as a part of merger,
acquisition, or divestiture activity and we have developed
numerous service offerings to support such efforts.

Our experience is that real estate and related physical
assets are too often perceived as simply another cost
center or as an afterthought to a merger, rather than a
strategic priority that, through effective planning and
execution, can impact shareholder value from Day 1.
We believe that mergers, acquisitions, and divestitures
represent unique opportunities to reconsider the role of
the real estate and facilities function and how it supports
strategic business objectives.

During the extraordinary wave of change that marks a
major merger, acquisition, or divestiture, the attention of
company leadership naturally turns to thoughts of who will
run which business, how to retain customers and cross-
sell new products, how to rationalize the supply chain,
how to fund growth, and how to retain key personnel.
Part and parcel to these concerns are questions regarding
where the company’s major businesses will be based,

how to leverage physical assets to reduce spend and
generate cash through asset sales. Questions regarding
how to geographically position the company for success
with customers and suppliers, and how to use real estate
to integrate potentially disparate cultures and improve
employee engagement/productivity should also be top of
mind. The true value of the real estate and facilities can be
uncovered as companies begin to address these questions.

In our work supporting some of the world's largest and
most complex mergers, acquisitions, and divestitures,
Deloitte has identified two key lessons learned relative to
the ways companies leverage their real estate and facility
assets to help achieve their overall value proposition.

As used in this document, “Deloitte” means Deloitte Consulting LLP and
Deloitte Financial Advisory Services LLP, subsidiaries of Deloitte LLP. Please
see www.deloitte.com/us/about for a detailed description of the legal
structure of Deloitte LLP and its subsidiaries.
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Lesson learned #1: Drive value by supporting

the new entity’s strategic priorities

First, the real estate and facilities function needs

to have a seat at the table. Company leaders need to
communicate the message that real estate is a key enabler
to successful M&A integration or divestiture initiatives. As a
strategic value lever, you should expect as much from real
estate as you would from the other enabling functions,
namely, Finance, HR or IT.

Develop a coherent real estate strategy and
accelerate achievement of that strategy. If you expect
to save $50M annually from reducing your footprint, then
a one-week delay in strategy implementation can burn a
million dollars. Most delays in rationalizing the portfolio
stem from slow decision making. So get the right people
in the room, put the required analysis in front of them and
hold them accountable for their decisions, as well as for
the impacts of delays.

Work with individual business units to support
them in thinking through location strategy, and
as appropriate, convince them to consider not just the
needs of their individual business, but those of the
broader enterprise (co-locations, consolidations, etc.).
Successful location decisions are often more complex
than merely choosing between the existing locations of
newly merged, acquired, or divested business units. Take
into account industry clusters, customer and supplier
locations, opportunities for labor arbitrage, and other
factors in determining the appropriate locations for the
new enterprise.

Leverage the environment of change that M&A or
divestiture activity fosters to encourage new ways
of working. In most businesses, 40-60% of their seats
are unoccupied at any given moment. An integration or
separation event is the perfect opportunity to embrace
advanced workplace strategies. In businesses where face
time is not vital, encourage work from home. Where space
needs to be refurbished, use the opportunity to improve
asset utilization with advanced workplace designs and
tools & technologies that shape the workspace around a
culture of mobility. Where policies are being combined or
changed, take advantage of opportunities to endorse new
work styles by emphasizing results over presence, further
reducing the real estate footprint.




Project Spotlight

Background

This organization made a takeover bid to acquire a competitor in
one of its many business lines. The new organization would be a
leading service provider in its industry in terms of revenue. The
deal was completed a year later and on Day 1, the new
organization consisted of more than 50,000 employees operating
in nearly 100 countries, 300 cities, and 600 facilities worldwide.

The challenge

Corporate real estate was charged with two goals: 1) Assist
in delivering an issue-free Day 1, and 2) contribute
approximately 10 percent of the total synergy projection,
primarily through portfolio optimization. A directive from the
CEO also required collocation of staff by function on a global
basis to support cultural integration within a one-year
timeframe. Physical collocation was seen as a key driver to
establishing and formalizing the new organization. To
address these challenges, the company retained Deloitte’s
Capital and Real Estate Transformation practice to help them
in their pre- and post-merger integration efforts and to help
them in their efforts to develop a portfolio optimization
strategy focused on achieving real estate synergy targets.

Project approach

Deloitte initiated our services in support of this project by
working with the company to develop Day 1 goals for

real estate. Six work streams were established to achieve
these goals and a multi-disciplinary real estate program
management office (PMO) was established to evaluate
synergy opportunities and provide oversight for the portfolio
optimization strategy and migration planning activities.

In support of post-Day 1 consolidation and migration activities,
Deloitte participated in interviews with key business unit leaders to
understand their business growth plans and corresponding space
needs to validate their portfolio strategy. Teams of external and
internal resources — Architects, brokers, movers, HR, IT, Finance,
and Communications — were identified and engaged to support
planning in each of 50 key cities. City-level “real estate playbooks”
were developed, in conjunction with the IT organization, and used
to communicate migration strategies to leadership and client-side
implementation teams in each city. Deloitte also helped the
company develop robust planning and management tools to
phase, track, and monitor migration activity.

Results

The company experienced a successful and issue-free Day 1. The
centralized real estate PMO provided oversight to a program that
completed over 20 major capital projects and successfully
migrated over 8,000 people in eight months. The overall real
estate program is on-target to contribute to the total
organization’s synergy plans, primarily through the consolidation
and disposition of existing activities. Deloitte helped the
company establish a process for reporting on and monitoring
the overall global consolidation and migration program, which
continues as a part of ongoing implementation activities.
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Lesson learned #2: Drive value creation within

the real estate and facilities function

Take the opportunity presented by a merger,
acquisition, or divestiture for a deep dive into real
estate operations. Standardizing and streamlining real
estate processes across the enterprise can help create
efficiencies, improve customer satisfaction, and reduce
risk. Implementing technology to support the end-to-end
real estate and facilities operations life cycle can facilitate
visibility into enterprise data and support process/
governance standards, while improving decision-making
and accountability.

Revisit own vs. lease decisions. Many corporations today
are stuck with legacy buildings and other physical assets
that do not fit the combined company’s strategic priorities.
In many cases, capital invested in these assets can be put
to better use, especially given the investments required

to make a merger, acquisition, or divestiture work. At a
minimum, evaluate assets with an eye towards improving
utilization through more efficient design or by taking a life
cycle approach to asset management. Also, analyze the
implications of surplus assets based not only on book value
and depreciation, but rather by understanding the tax basis
and market values as well. Decisions based on short-term
benefit may yield long-term problems.

Look for cost savings from within real estate and
not merely from staff/headcount reductions. Review major
processes to determine which can be performed more
efficiently through the use of outsourced real estate service
providers, using standardized processes and rationalized
service levels. Integrate real estate and facilities
information technology to eliminate redundant point
solutions. Consider whether the combined firm’s scale
improves the business case for investing in an Integrated
Workplace Management Solution (IWMS) that integrates
with the new technology stack of the enterprise, the
legacy systems, and outsourced/ASP solutions offered by
service providers.

Lastly, invest in the resources required to meet the
combined company’s needs, upgrading real estate and
facilities capabilities in alignment with restructured service
level. Customer relationship management, performance
management, and the strategic implementation of an
IWMS are good places to consider as starting points.
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Bottom-line benefits

Effectively considering real estate and facilities as part of a

ME&A or divestiture transaction can help organizations in

their efforts to:

e Accelerate achievement of synergies and often desired
“One-New Company” focus through the physical
alignment and integration of business units

» Reduce costs by disposing of excess space and by
locating business units in cost effective locations aligned
with the business strategy

 Improve employee engagement and reduce costs by
driving advanced workplace strategies

 Free-up capital by divesting of assets which do not fit
the location strategy or evolved capital plans

» Reduce real estate function costs through outsourcing,
standardization and organizational re-alignment

Getting it done

The impact of real estate and physical asset management
is highest during the tumultuous change that accompanies
a major merger, acquisition, or divestiture. It is also the
time when the real estate function is most challenged —
resources are stretched and morale endangered, as staff is
pushed into unfamiliar roles.

In these situations, Deloitte can provide M&A and
divestiture focused services that feature time-tested tools
and methodologies to support your team as it tackles
these challenges head on. Our Capital and Real Estate
Transformation professionals combine deep knowledge
of strategy and operations, real estate, and facilities
management with extensive hands-on consulting
experience at the leading professional services firm in
the United States. We help our clients in their efforts to
develop and implement value-based, executable strategies
that provide them with a foundation for achieving results
that matter.
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Project Spotlight

Background

This organization decided to divest a non-core division as part
of a broader effort to refocus around their core pharmaceutical
business. The headquarters of this division had been developed
as a key strategic site for the company, and it would need to be
considered for carve-out with the divestiture. With Deloitte’s
support, the company created an Operations Divestiture Team
and charged them with supporting the Deal Team through due
diligence, analyzing site options and making recommendations
for assets, operational strategy and management of the
transition planning effort.

The challenge

A primary challenge in selling this division lay in unraveling its
operations from the parent company. Divisional management
and R&D functions were operationally and physically
embedded in the parent business. Furthermore, the company
was faced with preparing the division for divestiture within a
rapid timeframe, requiring completion by fiscal year end.

Project approach

To address these challenges, Deloitte helped the company
establish a multi-disciplinary team, including: Divestiture
Program Management, Real Estate, Operational Strategy,
Change Management, and Tax Incentives. This Operations
Divestiture Team was charged with developing the Divestiture
Real Estate and Operational Strategy. Deloitte also helped the
company establish a comprehensive process for developing
and assessing real estate asset separation options. These
scenarios were analyzed, holistically testing their impact on
tax incentives, operations, organization and deal valuation.
Recommendations were succinctly communicated to
leadership and the Deal Team for rapid decision making.

Once a final decision was made, the company effectively
addressed the multiple business and human resource issues
required for successful separation, including:

* New organizational models for the operations and service
organizations

» Development of a Transfer Services Agreement (TSA) and
Service Level Agreements (SLAs) to codify work rules and
services

« Detailing of the transition plan to encompass Asset
Separation, Operational Strategy and Communications.

Results

The resulting alignment and enhanced business focus
among stakeholders allowed the company to successfully
develop, select and implement a real estate asset separation
strategy. This initiative helped the company achieve
significant value in terms of business process impact,
infrastructure impact, and implementation, resulting in deal
valuation and financial value of approximately $200MM.
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A guide to creating your new
finance organization
Time to move out. Now what?
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It could happen when you least expect it. You get word
that your company is planning to carve-out a division. If
you are part of the division being sold, you probably have
a range of emotions, excitement, dread, fear, which may
mirror what you felt when first leaving home, whether you
were moving into a college dorm, your first apartment or
maybe even your own house. If you are part of the parent
company that is carving out a division, you may have
some of the same feelings but from a parents point of
view when a child is leaving home for the first time (e.g.,
how much will this cost me?).This article outlines some
important considerations as you prepare for a similar life-
altering transition for your finance team.

Leading a finance organization though a carve-out is no
small feat, and your perspective and priorities will vary
depending on if you are part of the remaining parent or
the division being carved out. As part of the remaining
parent organization, you will need to focus on business-as-
usual, and start planning for how you will reduce the size
of the finance group in order to support a smaller parent
organization. As part of the division being carved out, you
will be expected to maintain business-as-usual operations,
but you may also have to create a new organization with
a new or different set of short- and long-term goals which
affect your people, processes, and systems.

Each divestiture has unique characteristics, but business
unit carve-outs usually fall into one of the following three
categories:

1. Sale to another public company.
2. Sale to private equity investor (PEI)
3. Spin-off as a separate public company (IPO)

The parent organization’s considerations post carve-out
remains largely the same, regardless of the type of carve-
out; however, if you are part of the division being carved
out, it is a different story. Each type of carve-out comes
with its own set of increasingly complex challenges, but in
most cases you will need to follow a process that allows
you to consider your mindset, find your baseline, create a
transition plan and prepare your people. At the same time,
you need to consider the impact the transition will have on
your own future and career.
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1. Sale to another public company

When your division is sold to another public company,

the challenges are similar to leaving home and moving
into a college dorm. You pack up your clothes, sheets,

and TV — but you can count on a bed, desk and cafeteria
meals being provided for you. You'll need to adjust to a
whole new set of rules and expectations. Back home, your
parents are probably already making plans to convert your
bedroom into a media room. There's no going back.

When you're moving from one public corporation to
another, your new parent will often take care of shared
back-office services and infrastructure. And you probably
won't be responsible for corporate financial concerns

like investor relations, information technology, tax, and
treasury. Instead, your job is to focus on untangling your
organization from your current parent, managing the
move, integrating into your new parent’s organization, and
retaining your key people.

On top of the logistical challenges, you have to deal with
mixed emotions; this is a big change for your employees
— and you. In this situation, you are very likely to have
limited information and will need to deal with an employee
base that is anxious and uncertain. In many cases, your
personal role as part of the divisional finance team can also
be very uncertain.

Special considerations for this carve-out:

Consider your mindset.

When your division is carved out for sale to another
company, there's no way to know what will happen

to your position. If your division extends the acquirer’s
products or services, your role maybe fairly secure

— perhaps you'll even have new opportunities for
advancement. But if there is substantial overlap with the
new parent, it's possible your position maybe targeted for
elimination. The uncertainty can be unsettling, and you
may be tempted to return that headhunter’s call — just
when you're needed most. However, consider sticking
around to see what will happen. Even if your position is
short-listed for elimination, your new parent will need you
to help with the transition, and you'll likely be in a strong
position to negotiate a good retention plan.



Whatever you do, resist any temptation to disengage.
Learn as much as you can about your new parent'’s
industry, products, and customers. Research your future
colleagues through your personal professional network
or on online sites. Regardless of the final outcome, a
carve-out situation will likely create many opportunities
for you to increase your personal network and build your
resume by leading a well-managed transition.

Find your baseline.

It's difficult to pull together an effective transition plan
unless you know your starting point. Be sure to identify
any particular requirements that the new parent company
will need to support to keep your business unit operating
smoothly. While most of the people, processes, and
systems that will move with you are obvious, some may be
harder to discern, such as shared systems and staff. You'll
have to figure out exactly what your organization is using
now so you can perform a gap analysis against your new
parent’s systems and processes.

Create a transition plan.

In most cases, your organization’s future end state will

be clear — you will adopt your new parent’s financial
processes and systems, which may be very different from
the ones you've used in the past. You and your team will
likely need to adjust to different accounting policies, close
calendars, and technology. The challenge will be to set up
an interim solution so that on Day One, when your division
is folded into its new parent, your financial operation will
be able to collect cash, pay employees and suppliers, and
meet your new parent’s reporting requirements. After

Day One, your goal should be to lead a more permanent
adoption of the new parent’s systems and processes while
meeting any synergy targets intended when the deal was
struck.

Prepare your people.

Even before the transaction is announced, the rumor mill
will probably be churning among your people, creating
uncertainty that can undermine your plans. You'll need to
act fast to develop a proactive communications plan to
address employee concerns. Even if many decisions haven't
been made, it's good to affirm to employees you will keep
them informed on important milestones and activities as
soon as it is permissible to do so. This step by itself can
have a very positive impact on productivity and retention
since many employees will assume the worst when
communication is absent.
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Try to learn as much as you can about the new
organization” employee benefits and reward programs.
This will help you determine the potential impact on your
people and proactively develop strategies for dealing with
any significant differences. Finally, identify your key people,
including those with critical hard-to-replace skills and
knowledge. Share transition plans with them early in the
process, and let them help develop the tactics forgetting
the job done. In some cases you may also want to pursue
an incentive strategy, which can include financial and
non-financial rewards aimed at making sure you retain the
people you need most.

2. Sale to private equity investor (PEI)

Leading the transition from division to a stand-alone
company is a much larger undertaking. Like moving into

a new apartment where you'll be responsible for cooking
your own meals and washing your laundry, you will likely
need to become self-sufficient in many areas that were
previously provided by your parents. But along with new
responsibility comes new freedom — as you get to decide
how to arrange the furniture and what food you'll stock in
the fridge.

When your organization is carved out and sold to private
equity investors, you become the leader of an independent
private company — often being groomed for an IPO or
later sale. You will decide which systems and processes to
utilize and how you want to reward your people. However,
the PEl'in many cases will want to keep any additional
equity investments to a minimum, so you'll probably be
working with tight budget. And your long-term planning
horizon as a private company may also be relatively short.
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Special considerations for this carve-out:

Consider your mindset.

Leading your own stand-alone organization is an exciting
opportunity — but it comes at a cost. You'll quickly learn
there is nowhere to hide. Your new owners are likely to be
frequently looking over your shoulder to make sure their
investment is protected. To them, cash is king, and they
typically have little tolerance for less then stellar financial
performance. Here's your chance to shine — or fade.
Make sure you are ready for the challenge.

Find your baseline.

Once again, it's best to start by gathering your baseline
information. You will need to identify the corporate
services previously provided by your parent that your

new stand-alone organization needs to now be capable
of doing on its own. Many of these may be clear, such

as tax, treasury, and corporate finance. But there are
probably other, less obvious, corporate requirements that
could create problems if you don't ferret them out. Finally,
you'll also want to reevaluate the divisional systems and
processes your finance organization is using now because
you may wish to right-size them later to fit your smaller,
stand-alone organization.

Create a transition plan.

Once you've identified the services previously provided by
your parent company that you want to continue — you'll
need to discern how to deliver them in a cost-effective
manner for your new operation. Rather than copying your
parent’s complex financial systems, you will want to look
for systems and modules that are more appropriate for
your new organization's size.

It's unlikely that you'll have your financial systems built-out
by your division's first day as a stand-alone company
(DayOne). Setting up transitional service agreements (TSAs)
with the parent company is a common interim solution.
With a TSA, the parent agrees to provide support, in
exchange for a fee, until your new organization’s systems
and processes are up and running. From your perspective,
TSAs may be viewed as expensive, but they are usually a
necessary stopgap to allow your company to operate until
you can transform to your new stand-alone environment.
On the downside, your old parent typically isn't in the
business of selling support services so you'll probably find
that your needs are at the bottom of their priority list.
Sooner or later, you'll need to establish new infrastructure
to support your company, either by building them in-house
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or by outsourcing to an external provider. In either case,
the sooner you exit the TSA, the better — you'll have more
control and often lower costs.

Prepare your people.

It's also important to right-size and right-skill your team.
While you may hire someone internally to oversee
specialized areas such as Human Resources, Tax or
Treasury, consider hiring an external provider that can
support smaller foreign locations or episodic bouts of
transactional work, rather than staffing up. You'll also need
to think of new ways to motivate the employees who are
moving with you. Stock options are no longer a viable
option since the company is now private, so you'll have

to be creative in devising alternative incentive plans that
work. Motivation will be an important part of your success,
as it is likely your entire staff will need to step up their
game to effect the stand-up transition while also dealing
with the increased visibility and pressure to perform that
comes with new ownership.

3. Spin-off as a separate public company (IPO)

It doesn’t happen as often, but sometimes a division goes
straight from the protective harbor of the parent company
to becoming a publicly traded company in its own right.
[t's like leaving home and buying a five-bedroom house
right away — you'll need to develop a wide range of
capabilities to negotiate mortgage loans, take care of your
own maintenance, and deal with nosy neighbors. But
with this added responsibility also comes a great deal of
freedom--- if you want to, you can knock out the kitchen
wall and paint the dining room fire-engine red.

When your division is spun off into a new public company,
the pressure is on to demonstrate your organization'’s
worth to the investment world — and to showcase

your ability to lead a public company. This is one of

the most complex types of carve-outs; you will need

the infrastructure of a private stand-up as discussed
previously — plus the capabilities needed to meet
investment community expectations, provide external
financial reporting, and comply with Security and Exchange
Commission (SEC) and other regulatory requirements. The
opportunity provided to a high-level financial executive in a
new public company can be great — and so can the risks.
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Special considerations for this carve-out:

Consider your mindset.

Going from leading a division to running your own
public company — what a career leap! If you and your
organization meet or exceed Wall Street’s expectations,
you can reap substantial rewards. But you'll also be put
under the microscope — not only by your shareholders,
but also the media. You'll need to present yourself and
your organization to the world with confidence, skill, and
knowledge. You will need to get up to speed fast.

Find your baseline.

In addition to having to do the things described above in
the PEl sale, finding your baseline takes on even greater
level of importance in the case of an IPO. Since the SEC
requires multiyear historical financial statements prior to an
IPO, you'll have additional workload on your hands. Given
that parent companies often don’t generate full balance
sheets for divisions, you will probably need to develop

a methodology to create estimates based on historical
information. You'll also need to work with your auditor to
have these reviewed and finalized to support your filings.

Create a transition plan.

With an IPO, you need to develop and communicate (both
internally and publicly) a long-term vision supported by a
business model that's sustainable. You'll need a plan that
incorporates the key people, processes, and technology
that will allow you to attain the vision. And you need to
execute your plan so that your people, processes, and
systems are up and running on Day One. Plus, as a public
company, you'll be expected to announce — and hit —
short-term targets to uphold shareholder confidence (and
your company'’s stock price).

Prepare your people.

Your new company will require a different mix of skills,
many which may not exist within your current staff. In
addition to needing people who can support corporate
finance functions, like Treasury and Tax, you will also
need people skilled in investor relations and regulatory
compliance. Though your former parent may provide you
the option to take a few people in these areas, in most
cases, you will need to look outside your organization to
fill the roles, either through new hires or relationships with
external providers. While you are busy filling these roles,
don’t overlook your existing employees. Extensive training
and communications must be carefully planned so that
Day One goes smoothly. Provide support for any released
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employees; those staying on will be watching how they
are treated as a sign of the new company’s culture.

You can’t go home again. (And why would you want to?)
[t's not easy to leave the safety net of your parent
corporation. Even the simplest carve-out requires deft
planning, communication, and execution to capture the
value of the deal. At the same time, you must minimize the
impact on your customers, suppliers, and employees. The
key is to keep your end-state vision in mind as you build
the right mix of people, processes, and systems. And when
things go well, you are likely to find you enjoy your newly
found freedom and opportunities.

The carved out division has a lot to think about regardless
of the type of transaction, but what about the finance
organization remaining with the parent company? The
parent company is not left unscathed during a carve-out.
Much like parents sending their child off to college, you
need to get your house in order (convert the bedroom to
game room you say?).

Special considerations for the parent:

Consider your mindset.

You may initially be thinking that your responsibility

is shrinking because the size of the company you are
responsible for is shrinking. However, this is a great
opportunity to reassess how the finance organization is
structured and managed. While not the same fresh slate as
the carved out division, you should take this opportunity
to think about where you might have inefficiencies, where
you are not meeting business needs, and where you can
leverage the changes resulting from the carve-out to
improve the remaining business.

Find your baseline.

The size and scale of the finance organization is changing,
and you need a new baseline for the go forward company.
New baselines will need to be created for the number

of customers, vendors, and internal stakeholders you

will be serving. You will need to take an inventory of the
systems currently being used and what will be needed on
an ongoing basis. You also will need to assess how much
work it will be to report financial earnings without the



carved out division. If the division had separate standalone
financial statements, this can be easy, but if everything
was done at a corporate level, it may take a fair amount of
work to accurately recharacterize the historical financials
SO you can have accurate comparison points going
forward. Finally, you should understand the cost of the
entire finance organization before the carve-out and then
estimate what it will cost to run the finance organization
after the carve-out. The parent company will typically be
left with stranded costs, which are the result of reduced
scale efficiencies.

Create a transition plan.

The transition plan should have three major focus areas:
separating the finance organization division being sold,
quickly exiting Transition Service Agreements (TSAs), and
creating a new finance organization for the remaining
parent company. The first focus area will likely involve
substantial partnering with the future finance leader of
the carved out division. You want to help him/her be
successful because his/her success will directly impact the
TSAs and the speed at which you can make your own
changes. Once that is done, you should create plans to
exit the TSAs quickly. You are likely not in and do not want
to be in the professional services business, which means
you probably do not have the efficiencies to support the
carved out division, which can lead to increased costs and
burden for the parent company. Finally, you should use
this opportunity to create a plan detailing the changes you
want to make after the division is carved out and TSAs
exited, which should include how to reduce or eliminate
the stranded costs.
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Prepare your people.

Many of the above points related to the carved out
division hold true here as well. The rumor mill will churn,
and people will be worried about their jobs, but you still
have an organization to manage and that is where your
and your teams’ focus needs to be. Everyone will have
separation anxiety and most people will have a desire to
help their former co-workers after they are gone. It can be
difficult for people to separate business from emotion, but
it is something that is critical for the success of the parent
company. Once the division is carved out, people should
only provide those services detailed in the TSAs. This both
establishes that you can track and monitor the services
being provided, but also that your team is focusing on
critical tasks.
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Building a treasury organization
from the ground up

Steps to consider in establishing
NewCo on solid financial
ground




Corporate leadership teams are constantly faced with
meeting organization-shaping goals within aggressive
timeframes to strengthen their market presence, establish
eminence, or simply remain competitive. As leaders of

a new enterprise ("NewCo") formed as a result of a
carve-out — a divested business of a larger enterprise

— you face an even tougher job. In addition to meeting
market demands, you have to separate NewCo from its
parent company and build a solid, right-sized and scalable
infrastructure.

The pressure to deliver is high at all levels within the
organization. In all likelihood, NewCo carries debt
obligations used to finance the transaction, forcing

the need to have lean operations while maximizing
output to sustain operations and drive growth. Since
depending on the former parent is no longer an option,
NewCo must stand up capabilities to perform day-to-day
treasury functions as well as develop a strategic focus to
provide value-add to the business. This article outlines
considerations as you build treasury services to meet your
new company's short and long-term needs.

Build by Day 1 or negotiate for transition support?
In some cases, the parent company may provide fee-based
transition support for a defined timeframe to smooth
New(Co'’s transition into an independent entity. Treasury
services are frequently excluded such transition service
agreements (TSASs) primarily because the parent wishes to
shield itself from NewCo's liquidity and cash management
risks, necessitating the need to perform treasury services
in-house.

Figure 1: Overview of Corporate Treasury’s Responsibilities
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While having TSAs in place can offer short-term relief,
they could create complacency within the organization
and slow down operational separation to standalone
operations. To be a successful standalone entity, NewCo
should consider establish its credibility in the marketplace
as a viable business and build relationships with
operational banks. Although these relationships might be
heavily influenced by agreements with financial institutions
that underwrote the transaction, it is still beneficial for to
NewCo to establish them early to help address liquidity
risks.

Sooner or later, NewCo should consider build treasury
capabilities to complete its operational separation from
its pre-carve our parent. NewCo should consider develop
core capabilities in cash management, financial risk
management, debt management, employee benefits and
insurance to have issue-free operations as a standalone
entity. Ideally, these capabilities are developed before the
deal is closed since many carve-out activities depend on
the Treasury organization.

Here are a few examples of these:

 Legal requires capital accounts to set-up new legal
entities

« Accounts Payable needs banking information to ensure
payments are made from appropriate NewCo accounts;

- Accounts Receivable needs information to ensure
receipt of customer payments and tracking down
mis-directed cash;

« Accounting and Tax need bank guarantees and
insurance to lock in leased properties or establish VAT
and customs capabilities in foreign countries;

- Finance and senior management need reports on
liquidity availability and requirements for tactical and
strategic planning purposes;

« Payroll requires accounts in New Co's name to ensure
timely payments to employees; and

» Human Resources requires corporate credit cards to
replace the parent company’s program



Planning for Day one and beyond

A broad planning approach — called "blueprinting" —
can help you establish a Treasury organization designed

to support NewCo's success. The blueprinting process
starts with the end in mind, which in this case is a vision
for the Treasury organization's end-state that can support
NewCo's strategic goals. An interim state is “Day 1", which

Functional Carve-Out Perspectives

capabilities that might be required of Treasury, including

will outline NewCo's vision for operational separation
from the parent. The blueprint should outline what can

be needed from Treasury to attain Day 1 readiness as well
as the end-state goals. Figure 2 outlines milestones and
tasks that should be considered while designing NewCo's

Treasury blueprint.

This blueprint can only be drawn from a deep

transition support (if any) provided by the seller, as well as
interim and on-going interdependencies with other NewCo
departments. The blueprint should include the Treasury
organizational structure and governance model needed to
meet Day 1 goals, as well as specifying how these can be
refined to meet NewCo's end-state needs.

For Day 1 and beyond, well-designed liquidity and cash
management structure should be established to provide
global and real-time visibility to NewCo's cash balances,

as well as the ability to efficiently move cash across

jurisdictions and entities where possible.

understanding of the short, medium, and long-term

Figure 2: Example treasury report
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Developing this structure starts with having a broad
understanding of NewCo's banking requirements. The first
step is to identify the operating accounts needed to sustain
local operations. Next, overdraft lines to support these
accounts and the need for local letters of credit should

be assessed. Bank guarantees may be required to pay
taxes mandated by local regulation, and guarantees may
be required to secure leases for local properties. Foreign
exchange lines also need to be assessed up front.

Once consolidated banking needs are identified, defining
specific banking relationship (or relationships) is the next
step. Depending on NewCo's credit rating, debt load and
financial covenants, banks may not offer the same services
and pricing as the former Parent.

This may result in a need to shop around for banking
relationships that can provide NewCo's basic requirements
and understand the trade-offs. There is a cost to effective
liquidity management, but the price does not have to

be onerous if you identify critical banking services and
augment these with in-house services provided by NewCo
personnel (e.g. maintaining a target balance in-country
rather than automatically sweeping daily).

Ultimately, NewCo's Treasury group should see itself as

a value-adding partner to the broader organization that
evolves with the company's needs. When a company is
domestically focused, Treasury's operations are usually
simple, possibly providing a one-bank solution with
collections (lockbox) and payments (checks, ACH, wires)

as the main operating drivers. However, as NewCo
expands, so does the complexity of Treasury's operations,
including the ability to adapt to greater risks due to foreign
exchange rates, interest rates, and commodity prices. Also,
as international operations grow, many intercompany
transactions may pass through increasingly complex legal
and tax structures.

Treasury is often tasked with executing cash settlements
for these transactions, as well as monitoring cash balances
for repatriation and providing data to Accounting and Tax
for compliance and reporting purposes.

In this more complex environment, you can benefit

from having an internal advisor: a Treasury leader who
understands NewCo's business and markets and how
these are affected by factors managed by Treasury, such
as banking and counterparty risk, foreign exchange
trends, interest rate fluctuations and working capital
techniques. A highly knowledgeable Treasury organization
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can allow NewCo to eliminate unnecessary and expensive
transactions running through its external banking network
(e.g., processing multiple foreign exchange contracts
rather than netting and going out to the market with
consolidated transactions).

Having this knowledge in-house also can enable NewCo
to process in a bank-neutral environment and not be
beholden to specific bank relationships

As NewCo's business grows, Treasury processes should be
continually streamlined, and its control structure should

be enhanced. If NewCo's treasury needs are basic, using
Internet banking portals and certain spreadsheets may

be sufficient. However, as NewCo's operations evolve in
complexity, NewCo Treasury employees may be challenged
with highly manual processes that involve accessing
multiple portals, manipulating various complicated
spreadsheets and fielding information requests with
ad-hoc solutions.

To reduce operational risk and improve efficiency, Treasury
leadership should develop a strategic view to transform

its operations after Day 1. Mature Treasury organizations
utilize effective technology solutions to automate
processes, enable straight-through processing, and free up
resources to focus on non-repetitive tasks. Such solutions
include not only a treasury management system, but also
a standardized bank communication approach across the
company's banking relationships, sophisticated technology
add-ons to address more specialized requirements, and
direct interfaces with the company's broader finance

and accounting systems. While achieving this level of
sophistication is an end-state goal, Treasury management
should keep abreast of new solutions that become
available and continually update operations using the
leading-fit tools which allow it to evolve as the business
grows.

As a newly created entity, leadership might sooner or
later be confronted with building a Treasury organization
for NewCo. With a Treasury blueprint designed with
NewCo's short-term needs and long-term strategy in
mind, the process of separating from the Parent can be
easier and NewCo may be better positioned to build a
solid and capable infrastructure to support the creation of
sustainable value.
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Functional Carve-Out Perspectives

Five questions every CIO should
ask when divesting a business

Introduction

In any large divestiture, some of the hardest jobs fall to
the CIO: segregate those corporate systems and services
needed by the carved-out business; untangle applications
and infrastructure (some of which took years to put
together) in a few months; do it without disrupting service
to the ongoing business, while often holding or even
cutting costs.

Working with companies from every industry, we've
seen the same pattern again and again: ClOs end up
with their feet in two fires, expected to provide service
above and beyond what they're used to for not one,

but two organizations. Support the parent company and
the divested business; be a profit center and operate on
shoestring budget; have a long-term strategic vision; and
work at breakneck speed. No wonder “breaking up” can
make the CIO feel a little like Dr. Jekyll and Mr. Hyde.

Can anything relieve this pressure? Yes.

First, the CIO’s office should be included on the deal team.
The expectations put on the Information Technology (IT)
organization escalate when Transition Services Agreements
(TSA) for the deal are coined. When the CIO is part of

the discussion (What can the IT organization reasonably
accomplish with current resources? What should the

TSA promise? How long should it be in place? What are
appropriate rewards/punishments for meeting/missing this
timetable?), they can influence the outcome.

Second, in planning for the divestiture, the CIO can ask

five critical questions — questions that help frame the IT
organization’s work, rationalize its use of resources, and
direct everyone's efforts toward a directed conclusion.

1. Will the divestiture change the nature of the
business and, therefore, the purpose of IT?
Sometimes, the carving out of a business can change the
fundamental strategic direction of the ongoing enterprise.
In most cases, the strategic intent behind a divestiture

is to realign or refocus the business — to do away with
noncore businesses and heighten the focus on core
businesses. Therefore, the CIO needs to ask, “What are the
rightsizing implications?”

For example, a company that had been experimenting
with innovation — new products, new markets, or new
technologies — might shift gears, deciding to sell off its
more aggressive operations and reinvigorate its older,

commodity products. The role of IT would radically
change, from developing cutting-edge solutions to
providing low-cost services for a low-margin business. (Of
course, a company could use a divestiture to move in the
opposite direction. The impact on IT would likely be just as
dramatic.)

The sooner the CIO knows of any strategic shift caused
by the divestiture, the better — not only because it would
affect choices made during the transition period, but
because it would have significant after Day One impacts
on resource requirements and utilization, on investments,
and on performance expectations and measurements.

Tactical tips

 After a carve-out, the company'’s footprint will likely
shrink materially. IT needs to align or rationalize
infrastructure, capacity, and applications to fit the
new size and shape of the business.

To perform the rightsizing analysis early in the
planning process, the CIO should engage the

business in defining the nature of the company’s new
business model.

Rightshoring/offshoring options need to be evaluated
with the intent of both reducing the in-house
performance of noncore activities and increasing
leverage of core activities kept in-house.

2. Should we move the divested business, as fast as
possible, from limited to complete separation?

One secret to an effective divestiture is keep the end in
mind: What is the immediate and eventual relationship
between the seller and the divested business? For the CIO,
the ultimate goal is nearly always complete separation
(isolation) of the two entities with the timeline being the
variable aspect. It is usually in the seller’s best interests to
support the carved-out business for a while, until the buyer
is fully equipped to operate the business. If the seller takes
its hands off the carved-out business too soon and the
business fails, shareholders will blame the seller.

What's important is a direction for going forward. How
will the seller’s obligations change over time (Figure 1)?
What do both businesses expect from the IT organization
at each stage? These expectations, as well as performance
metrics, have to be part of the TSA, which should align the
goals of the two organizations.



Tactical tips

- If the goal of the divestiture is complete separation
as soon as possible, the TSA should be rigid, with
escalation clauses that clearly define strict penalties
for not adhering to the schedule. Extending the
agreement should trigger a hefty surcharge. In
pre-sale planning, the seller has responsibility for
controlling the outcome of the carve-out.

Before Day One, all commingled systems and
infrastructure should + be carved out into separate
domains.

If the separation is not time constrained, and if

the seller sees a benefit in supporting the divested
business indefinitely, the TSA should be flexible.

The schedule for complete separation might be
negotiable or even open-ended. The TSA should
include extension clauses for services to be provided
at fair market value. The TSA should also spell out any
activities that could be discounted based on volume
and service levels. (Note: In reality, it's uncommon for
a seller to opt to become a service provider over the
long term.)

Figure 1: IT separation continuum
e Degree of separation —
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Source: Deloitte Consulting LLP

While complete separation (isolation) is usually the ultimate goal
for the IT organization, an interim “limited or logical” separation is
usually necessary when:

+ The deal will close quickly (e.g., within three months).
+ Confidentiality of parent data/information is not critical.

« The deal is still being developed and/or multiple buyers are
being considered.

« The parameters/scope of the deal will develop over time.
« It's important to minimize transition impacts to the divested business.
« The application landscape will likely not change significantly.

For each process or application, IT needs a Day One strategy, an interim
strategy, and an exit strategy. The IT organization’s position on the
spectrum (which changes over time) can affect how data/information is
managed, what reports are maintained and generated, and the type
and level of service provided.

One of the CIO’s particular challenges is resource availability and
utilization, especially if either business (the original or the divested) is
undertaking a major project, such as a systems upgrade, installation, or
integration at the same time. Another consideration: the CIO’s operating
budget. Sometimes, the speed with which the IT organization can move
from the far left to the far right of the continuum depends on financial
constraints and synergy targets. If the CIO has to cut the budget by

10 percent in six months, that automatically impacts the timetable for
achieving isolation.
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The rationale behind a divestiture usually includes cost
savings, as the business being carved out is typically not
an efficient part of the enterprise portfolio. Also, incidental
savings — for example, redundant real estate holdings or
IT infrastructure consolidation — can become possible as a
result of the divestiture.

The sooner the CIO can calculate potential savings,

the better. Foresight about ongoing operating costs is
necessary for the IT organization to continue to work
with fewer resources. What can be done, realistically
and reasonably? The IT organization should answer that
question by analyzing the value of various possible

Figure 2: IT synergy opportunities and priorities
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+ In many cases, the quickest and highest impact
synergies in IT are decisions NOT to do something
— canceling duplicate projects is quick and can have
significant short-term cost savings

+  Once a common infrastructure standard is selected,
implementing consolidation is relatively quick — the key
is making the decision on standards quickly and early in
the process

+ Application consolidation and legacy system retirement
are the hardest and most time consuming to integrate,
but offer “by far” the highest value

+ Standardized technology and business processes are a
fundamental enabler for IT integration

« Forward-thinking IT organization have performance-
driven cultures and a strong focus on continuous
improvement. Metrics should be balanced, promote
accountability, and effectively reflect the status of the IT
organization
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Advantages Disadvantages Cost savings/Risk

Clone-and-go
Set up a copy of production/application on a
separate instance; operational Day One

Clone, vitiate, and go
Clone copy, clean out sensitive date (legal and
competitive), release for production use

Copy, configure, and load

Create a configuration only copy of application,
then load relevant master and transactional
data onto new/separate instance

Extract and go
Extract data from production systems, put in flat
file, and hand over to buyer

Give and go
Hand off production system to buyer

Hybrid
Choose different techniques for different
application suites

Source: Deloitte Consulting LLP

Time-efficient solution; incorporates flexibility
needed for “moving” divestiture

Competitively sensitive data is masked from the
buyer; incorporates flexibility; is operational Day
One

Outcome is predictable; know-how for doing this is

widely available

Quick and easy for seller; low-cost option

Buyer is operational Day One with a system that
is familiar; users are comfortable; seller costs drop
immediately

Overall risk is better managed; more options to
effectively get to day on

Tactical tips

» Most deals have top-line synergy targets. The CIO

should hold a series of blueprinting workshops
to identify the bottom-up opportunities to

Sensitive data might be exposed to the buyer High High
Requires more time than clone-and-go Low Low
Longest timeline; scope needs to be static; more High Low
expensive

Potentially nonviable option for the buyer (may Low High
not have an operational business on Day One);

significant pressure on buyer to keep the business

operational during the transition

Deal will involve personnel seller will no longer Low High
have access to historical data; potentially sensitive

data will be left in the system

Requires detailed planning early on for each suite;  Medium Medium

business participation is increased

I— Passive role

B Provide limited functional assistance

Figure 3: PMO roles and responsibilities of two models
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management
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® Conduct proactive contingency planning

® Aggressively facilitate rapid decisioning
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B Consolidate line-of-business ® Mandate consistent reporting standards
status reports ® Lead programwide communications
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tracking reports clear targets
® Proactively track costs/benefits

blueprinting, read the article “A new house begins
with a blueprint” by Anna Lea Doyle, principal, and
Mark Walsh, principal, Deloitte Consulting LLP).
Blueprinting also allows the CIO to prioritize projects,
again with synergy capture as the driver.

For large applications with significant associated
costs, these carve-out techniques should be
evaluated.

Source: Deloitte Consulting LLP

Benchmarking should be taken with a grain of salt.
While an IT cost model addresses the value of IT
assets relative to their costs, the actual importance

Early on, the SMO answers questions like:

+ What are the critical IT activities that must be prioritized
for immediate implementation?

+ What tools and techniques can be leveraged to
accelerate transition planning activities?

+ How can the integrating firms enable rapid decision
making?

The command-and-control model used in a divestiture

should include guidelines on the appropriate depth of

planning and plan maintenance, a fast-track mechanism

for problem solving or issue escalation, and the definition

of any given IT asset varies by a company’s industry,
revenue, number of employees, and other factors.
That's why benchmarking, while a great tool for
promoting creativity, should not be considered the
source for “black and white” metrics.

In the typical carve-out, time frames are shorter, the scope

of activities is bigger, the number of stakeholders is larger,
and the risks are greater than the IT organization’s comfort
level. Hence, the need for a separation management office
(SMO) modeled on a program management organization

of penalties for decisions not made. For example, in one
deal the steering committee was told that if it could not
make a decision within 48 hours, one of the members
would have to buy dinner for the entire SMO team.

(PMO).

There are two possible types of PMO: decentralized
(passive) and command-and-control (active), as shown in
Figure 3. For an SMO, the latter — the command-and-
control model — is required because of the high risks

of the deal. The SMO has to be involved in every aspect
of the carve-out planning and execution — not from a
status-gathering perspective but from a work-enabling
perspective.

ey
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After the break-up, life goes on.
A divestiture is hard on an IT organization — no question
+ The SMO should be more content-heavy and less about that. Being prepared will help ease the pain all
status reporting-heavy. While many management around. These five questions point to an underlying truth:
offices focus on weekly status reports, the SMO is Good planning and IT participation can make all the
all about understanding the carve-out technique, difference.
identifying roadblocks, making decisions, expediting
processes, and keeping momentum moving forward.

Tactical tips
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the parent company will lose people whose knowledge
and skills are necessary to operations after Day One.
Well-planned communications and retention strategies can
diminish the negative impact.

Tactical tips

- Very early in the process, the ClIO needs a detailed
analysis of skills required for achieving the desired
outcome (not just technical skills, but interpersonal
skills) and the names of the people with these skills.
Are the right people available inside the company?
Will the IT organization have these skills after the
carve-out? Also, the CIO will want to determine a mix
of full-time equivalent and external resources right for
the future operating model.

The CIO should establish a separate contract approval
process for HR retention bonuses. Innovative retention
techniques can also include new job descriptions,
roles, and responsibilities. In fact, an emotional appeal
is typically more effective than a financial incentive.

Clear and consistent communication can help reduce
the number of critical employees that leave during
the transition period, can foster commitment to the
change and the new organization, and can build
support and trust. Town hall meetings are a good,
open format for communicating decisions that have
been made (and not made), including timelines.

The CIO should communication widely and often;
interactive decision-making is highly encouraged.
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13 tips for carving
out an IT function




Introduction
The rumors are true: Your division is being carved out.
It's time to move! (Does that make you panic?)

No matter the size and complexity of a carve-out, the
list of Information Technology (IT) related activities that
need to be completed quickly is long and urgent. If you
have never gone through a carve-out, you'll have more
questions than answers. And the clock will be ticking.

The experience of a carve-out is a lot like your parents
letting you know it's time to move out. Can you

make it on your own? The goal of moving out —
whether from your parents’ house or from your parent
company's shelter — is to achieve long-term prosperity
with limited short-term pain and failures. You should
consider whether our transition tips can help.

Do lots We have all heard the adage: “Control your own
destiny or someone else will.” As you will likely learn,
there are a lot of different ways to plan and execute an IT
carve-out. Since you're the one who will have to live with
the consequences of the planning and execution activities,
set up the effort for positive results by establishing

an aggressive “command and control” IT program
management office (IT PMO), closely aligned with the
overall program PMO.

The IT PMO must be more than just status reports and
issues logs. It should serve as your vehicle to actively plan
and manage the carve-out from an IT perspective. Our
evaluation of 17 M&A IT transactions illustrated to us
the importance of an IT PMO in key carve-out activities,
including Day One and end-state requirements gathering
(blueprinting), IT synergy identification and capture,
carve-out work plan development, and rapid decision
facilitation.

Unlike many other events in a company’s life, a carve-out
can change many if not all of the “value levers” of the
business — and most of the movement impacts or is
dependent on IT. If IT is not at the table to help to shape
the future, then gaps and disconnects are very likely.

2. Do lots of planning before you agree to move out
(don’t reserve the moving truck just yet)

IT is typically the largest synergy-enabler in M&A
transactions. In addition, IT is also usually the “long pole

in the tent” in carve-out planning and execution. Yet,
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from our experience, IT is often the last to know about

a transaction and is left out of the early due diligence

and planning activities. To position your organization for
positive M&A carve-out results, you need to raise the
yellow flag as early as possible — before a transaction is
contemplated — so that IT is included from the conceptual
stage of the deal.

IT may not seem important to the business development
group or deal team, but IT is quite often material to

the deal’s costs and timeline. If the IT infrastructure,
applications, and organization are tightly integrated (or
even partially integrated) with the parent company, the
carve-out will likely take significant time, resources, and
money. Before you even think about renting a moving
truck (or letting your deal team sign a letter of intent),
carefully think through the most efficient and cost-effective
way to conduct the carve-out to meet the Day One close
date, as well as to expedite full separation thereafter.

There are many short-term and long-term IT application
carve-out options, from transition services agreements
(TSAs), clone-and-go, give-and-go, extract-and-go, to
new build. Advanced planning, before a letter of intent is
signed, can provide significant benefits since, at that time,
more cost-effective options are still available, alternatives
to jump-start detailed planning can still be pursued, and
material timing and cost implications can be incorporated
into the valuation model.

The last thing you want is the moving truck in the driveway
before you have finished packing.

3. Read the lease carefully before you sign it

Believe it or not, we have found that, in many cases, the
scope of an IT-related carve-out is agreed to by the deal
team and legal counsel before the CIO even knows a deal
is in the works. Although the deal team and legal counsel
can have the best of intentions, they rarely have a clear
understanding of the impact that offering memoranda
and purchase agreement language have on IT planning
and execution activities. For one thing, when it comes

to IT, many of the promises are vague or not achievable
tactically. For example, with regard to ownership of IT
assets (e.g., applications, hardware, software, and licenses)
and of setup and exit activities, legal language is typically
kept to a theoretical level that is often difficult to interpret.
If there are a lot of shared assets, the picture is even more
complex.



To effectively position your organization for positive
results, develop a relationship with one of your attorneys
(no, there is no lawyer joke following this statement). The
deal attorneys clearly want to make the legal documents
as clear as possible. By building an alliance with them
early in the process, you can share your ideas, answer key
questions, and express your concerns. Your goal should
be to help include language that eliminates confusion,
keeping your overall strategy in mind, while you still have
some negotiating leverage.

When you are making large-scale changes in an M&A
environment, both operational and financial, in a very
short time frame, the rules will change. During a carve-
out, replicating current operations probably should not be
the answer. But before you can begin to paint a picture
of your future IT organization, you must first establish and
understand the basic guiding principles and constraints
(overall and IT-specific) for the carve-out. The delivery
options typically viewed as taboo yesterday (e.g., IT
outsourcing, less scope, offshoring, reduced functionality,
or buy versus lease) may be the only viable answers
tomorrow. Don't rule anything out!

Actively encourage your internal business and IT resources
and your external relationships to challenge the status
quo: “Think out of the box" and diligently brainstorm how
you can create the desired future state. In IT carve-out
situations, it is often easiest to start with the minimum
mandatory IT requirements and build from there. For
example, what is the required applications functionality
for the business to continue operations and hit the future
business goals? What are the mandatory IT infrastructure
requirements to support the business? What are the most
cost-effective methods of delivery? While questions like
these can create some difficult dialogue between the
business and IT, they're absolutely necessary to achieve
the carve-out goals. If the business (the entire business)
and IT can join forces and stay “connected at the hip”

to challenge the status quo and lay the foundation for
change, the carve-out can truly represent a significant
opportunity for the organization.

Ten times a day ask yourself, “How are we possibly

going to get this much work done in the time allotted?”
Regardless of your carve-out plan, there will be a lot of
parallel work and an aggressive timeline. The IT PMO (see
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tip number one above) must play a key role in laying out
the plan, identifying cross-functional and cross-project
dependencies, and helping to orchestrate the program.
Everyone must understand the timeline and commit

to getting their piece of the puzzle done. The speed

and multiple parallel moving pieces associated with an
IT carve-out are typically very difficult for IT outsource
providers to deal with using their standard processes. If
your activities involve IT outsourcing, take the necessary
steps to prepare the outsourcer to accelerate standard
processes and approval procedures to enable an aggressive
timeline.

See the moving truck filled with furniture? The carve-out is
one of the most important moves of your life. To achieve
the benefits of this tip, you will need to start thinking early
about your “wish list” to be put into the deal documents.
But be careful: Don't ask for everything you could possibly
take (e.g., people, assets, applications, infrastructure
components, historical data, licenses, TSA set-up and

exit, and knowledge transfer services). Rather, keep it
simple. Ask only for 1) what you truly need, 2) what you
can afford; and 3) what will help your budget regarding
carve-out set and/or run costs later. You'll want to ask for
more, but avoid the urge with one major exception: free
services.

One common issue of contention should be addressed
early, and that is the separation of shared assets (e.g.,
people, hardware, software, application, telephone
switches, licenses, etc.). To reduce the cost, risk, and
arguments created by these situations, gain clean
agreement and then document a tactically possible
approach (don't forget to agree on who will pay the costs).
This topic may seem trivial, but it's a fight-starter on almost
every deal.

Another often overlooked item in this area is TSA exit
support. There usually is a major focus on getting to Day
One and setting up the required TSAs, but most CIOs
don’t think about securing TSA exit support from their
parent while they still have some leverage. To position
your organization for a rapid and cost-effective TSA exit
and transition, before the deal closes you must discuss,
document, and agree to all the services and help you

will need (from pre-Day One through the end of the TSA
period and beyond). Once the transaction closes, you will
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lose negotiation leverage and be at the mercy of your
former parent to set terms and conditions.

Eating soup is not bad if you like soup. But if you're used
to drinking fine wine and eating filet mignon, soup will be
thin fare indeed. Since most carve-outs involve separating
a business from a larger parent — a parent with deep
pockets — you should be prepared to make significant
changes to your expectations. As a ClO, one of the first
things you will need to do is identify your likely going-
forward IT budget. It's likely that your new budget will be
a fraction of your old one, and you'll quickly realize that
backing into the budget on a short-term basis is extremely
difficult, if not impossible. There are, however, a number

of key things you should consider to improve your position:

See tip number 4. You will absolutely need the flexibility
and cost relief.

See tip number 5. You will need short-term help. It's
better to have used furniture than no furniture at all.

Put on your scope control hat and take your
relationships with the CEO and CFO to another level.
Given budget constraints, you will need to work with your
IT leadership team and the business leadership team to
evaluate and rationalize IT scope. Keep it simple. Strive
for plain “vanilla” implementations wherever possible.

Be ruthless with scope. Every request for non-standard
functionality should require close scrutiny and approval.

If you set an example early in the process and keep the
scope tight, the requests will slow over time. But you can't
do it alone. You'll need a lot of help from the CEO and
CFO to set the stage for the organization to “think lean”:
everyone needs to understand that for the carved-out
organization to be successful, it won't be able to afford a
lot of IT bells and whistles.

Enlist the help of your external relationships. In most
carve-out situations, there is a need for some external
resources to help meet short-term IT budget requirements.
(But if you don't ask for help, you will absolutely not

get it.) This help can and should take many forms: IT
procurement pricing discounts, contractor and consultant
price reductions, software leasing versus buying, spreading
carve-out set-up cost payment over an extended period of
time; potentially back-end loaded to a period where you
can better afford payment, to name a few.
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Plan for the depreciation bubble. In most cases, IT
carve-outs require significant one-time setup costs

(e.g., IT infrastructure setup, equipment purchase, ERP
implementation). All of these present ClOs with yet
another budget challenge: the depreciation bubble.
Given the constraints of the typical IT carve-out, there

is little CIOs can do to avoid the bubble, but there are
some tips you should consider to help reduce its impact
on your short-term budget: for example, you can make
new decisions about leasing versus buying hardware
and software, leasing existing data center space versus
building new, transferring existing software licenses from
your parent, and taking existing fully depreciated PCs from
your parent. While there are no silver bullets in this area,
if you're aware of the bubble and manage it, you have a
fighting chance to hit your budget.

The CIO can pull a lot of internal and external levers to
achieve short- and long-term budget requirements. You
still might have to eat soup most days, but at least you will
have the chance to splurge once in a while down the road.

If your IT operations are heavily integrated with your
parents and if you have an aggressive close window, you
will likely need transition service agreements (TSAs) for

a short period of time (typically 6 to 12 months). The
development of the TSAs should be viewed as a critical
strategic instrument. They are important for two reasons:

First, they will have a major impact on the
effectiveness of Day One. If the TSA services are not
ready and done correctly, you will have a major problem as
a separate entity and your business may be put at risk.

Second, they are a vehicle for efficiently migrating to
the future state. If the TSA period is bumpy, chances are
your migration to the end-state will be difficult as well.
Here, your best defense is a strong offense: The party that
drives the TSA development usually ends up in a better
position from a service delivery and pricing perspective.

You can and should play a major role in the development
of the TSAs in the following areas:

Service definition. Even though the TSAs are legal
documents, you and your team (not the attorneys) should
provide the most important input. Play a leadership role in
identifying and clearly documenting the short-term services



you need. Make sure the services are clearly spelled out in
the document. If the service request is vague, it will likely
lead to contention later. Gain clear agreement in writing
while you still have some negotiating leverage.

Service levels. Chances are your parent is not set up to

be a service provider and cannot routinely provide the
performance metrics of a typical outsourcer. But that
should not prevent you from demanding specific service
levels to keep your business running efficiently for the TSA
duration period. Make sure appropriate monitoring and
issue resolution processes and tools are put in place so you
can protect your business. You'll be happy you pushed this
issue if you do have a problem later.

Duration. In most cases, you will want to limit the
duration of the TSAs for cost and risk reasons (not to
mention the fact that your parent will not want to be in
the service provider business any longer than it must). Be
careful, however, to make sure the TSA duration gives
you and your team enough time to unwind the TSAs and
smoothly transition to the exit solution. If you don't build
in enough time, you may find yourself implementing a less
effective solution and spending extra money just to hit
your deadline. Set an aggressive, but achievable, timeline
for TSA exit.

Pricing. Negotiate the TSA pricing as early as possible,
certainly before the deal is signed. If you wait too long,
you will lose your negotiating leverage. Nobody will

want to delay deal closure because the CIO can't achieve
favorable TSA pricing. The TSA pricing will be a rounding
error for the overall deal, but it could be a showstopper for
your short-term run rate.

Exit-cost relief. A key strategic component of the TSA
pricing is exit-cost relief. You will likely exit the TSA in
phases, so you need to address the cost relief issue early
and clearly. A well-schooled seller will give you cost relief
only when the total TSA is exited. Be aware of this issue or
you might pay double for services.

Exit support. The last consideration is exit support

(often overlooked, but very important). If you have a
well-thought-out TSA exit solution, but don’t have the
migration or knowledge transfer support available from
your parent, you will have a major problem. Before you
sign any TSAs, make sure you and your team clearly think
through how you will exit from the TSAs and what support
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you will need from your parent. Also, identify who will
bear the cost of migration activities. In most cases, the
exit costs can be material. Try to make your parent bear
the cost of the exit support. The parent wants to close the
deal, so usually that strategy will work.

Expect your relationship to change. When you were a
child, you parents responded immediately to your requests.
Once you move out of the house, you might not get

the same attention. The pattern is no different for IT
carve-outs.

When you are owned by the parent and contributing to
the profit and loss, you are a top priority. When you are

a carve-out, your position on the priority list will drop,
sometimes dramatically. To protect yourself from the
changing relationship, do your due diligence, planning,
and negotiations immediately. Your best friends today
may not even answer your calls tomorrow. The people
left behind at the parent company have bosses to please
and — guess what — your priorities aren’t theirs anymore.
Also, your parent’s memory is not what it used to be. Get
everything in writing (even if it's just in an e-mail). If you
have a disagreement after the close and you don’t have
promises and agreements in writing, chances are you'll
have a battle on your hands.

The one characteristic of every effective IT carve-out is the
strong relationship and alignment between the business
and IT. To be effective, IT must stay “attached at the

hip” with the business (your best friends). In designing

a blueprint for the future, the business and IT need to
spend quality time together, function by function, process
by process. As you discuss future operations from three
perspectives — people, processes, and systems — given
carve-out and budget constraints, you will need to pull
multiple levers and make some difficult decisions to
achieve your goals. If you complete the process together,
collaboratively, you will reach your goals with a clearer
understanding of why decisions were made, why scope
elements were eliminated, and how you can work
together to make the blueprint work.
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Don't be afraid to lead and teach the business. The

typical IT organization thinks in “MS project” mode that's
all about projects, planning, and execution. The typical
business function doesn't. If you help the business through
the planning process, you will have joint ownership of the
plan and joint ownership of implementation results.

10. Choose your roommates carefully

Effectively completing a carve-out is difficult. If you don’t
have the right team (the right roommates), it can be
impossible. One of the first tasks that you should work

on is picking people who have the right skills, the right
experience, and the right caliber. You probably won't be
able to take all of the A players with you, but don't settle
for a cast of C players. If there are A players critical to your
business, fight for them. If you believe your parent is using
the carve-out as an opportunity to clean house (yes, this
does happen), demand the names be removed from the
transfer list. If you accept surplus resources today, you'll
bear the cost of addressing the situation later.
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If you can't find the right employees in the parent
organization, don't be afraid to look externally. In many
carve-out situations, the role of IT changes dramatically
and the skills to support the new operation may not reside
in the company. For example, if you’re moving from an
internal-oriented IT environment to a largely outsourced
environment, your team may require new and different
skills and experiences.

Don't be afraid to let go of some parts of your past. You
need to design and staff for the future.

11. Paint a picture of how great your independent
life (freedom) will be

The good news is the carve-out could position IT to reach
new heights; the bad news (real or perceived) is you will
no longer be part of a larger organization (with all the
perks). Some of your A players may not want to go with
the transaction, because they can't see the upside or don't
want to take the risk of working for a smaller company.
You will need to become a sales person. To recruit and
retain high-caliber staff, you will need to convince them of
the opportunity. This may be difficult (especially if you also
feel some reluctance), but the organization’s long-term
results will depend on your ability to create and sell the
future vision.

12. Set an aggressive, but achievable, plan to reach
your goals

ME&A IT is different from most IT projects. Due to
hyperaggressive transaction milestones, it is usually not an
option to complete rationale project planning. In most IT
projects, you lay out the work, estimate the time required
to complete the work, and arrive at a go-live date. For
carve-out projects, the timeline is typically driven by the
deal team, which wants to close the deal quickly. In most
cases, the idea that “time is money” drives the Day One
timeline. In addition, the final separation/TSA exit date

is heavily influenced by the seller (which typically wants
to cut off support as soon as possible to limit risks and
distractions).

Be ready to plan to very aggressive (sometimes seemingly
irrational) timelines. Think and act creatively. Backward
scheduling will become your new forte. You are not the
first CIO to be put in this position, so leverage lessons
learned and strategies from experienced people. Every deal
is unique, but there is no reason to reinvent the wheel. Ask
consultants for some tips (it won't cost you a dime to ask);



they’re usually more than willing to share war stories, and

you may just find the one idea that you were searching for.

13. Be prepared to please the boss (there’s always
a boss!)

Regardless of the type of transaction — a purchase by

a strategic buyer or a purchase by a private equity firm,
sovereign wealth fund, or IPO — one thing is clear: You
will have a new boss. Your new boss’s expectations will
likely be very different from your old boss's. Find out
what makes the boss tick early on, and then make sure
your goals align with his or her goals. The early days of
the carve-out (even before the deal is closed) will be your
tryout; as long as you are aware of that fact and leverage
the tips outlined above, you will position yourself and your
team to start out strong.

Leaving the nest is difficult, but the rewards can be great.
Sure, you'll have to take a few risks, and you will hit some
bad weather on your journey (you can’t cross the ocean
without losing sight of land). But if you leverage these tips
from people that have made the trip before you, you will
have a much better chance of achieving excellent results.

Good luck, and have some fun along the way.
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Epilogue

Epilogue

Divestitures are not simply merger integration in reverse, they are a complex endeavor often involving both breaking
things apart and pulling the remaining pieces together into a cohesive and stronger entity. It takes constant discipline,
careful planning and rigorous execution to successfully navigate the risks to both buyer and seller, while staying
relentlessly focused on capturing value. There is nothing simple about divestitures, but having a robust plan, clearly
defined end-state and knowledgeable team can help minimize transition costs and increase transaction speed.

Deloitte is a leading, global divestiture advisor and has developed a proprietary divestiture methodology that uses our
cumulative experience from more than 1,000 transactions. Deloitte has advised many of the world's leading companies
through large, complex divestitures by helping them reduce risk, accelerate separation timing, and protect the value of
both the divested entity and the parent company. Whether they are sellers, buyers, or part of a business unit changing
hands, Deloitte’s comprehensive approach can help business leaders confront the key challenges across the divestiture
lifecycle.

ME&A strategy

Portfolio strategy
Core competency
and industry analysis
Competitor and
market reaction
analysis

Joint ventures/
alliance assessment
Strategic review

Tax optimization
Separation readiness
review

Transaction
readiness

Quality of earnings/
profit improvement
analysis
Communications
Buyer identification
and relationship
building

Vendor assist
Deal/tax structuring
Preparation of
marketing collateral
Separation blueprint
and perimeter
definition
Operational due
diligence separation
financials
Identification and
quantification of key
value levers/upsides
Design and structure
separation

Transaction
diligence and
execution

Buyer contact
Non-binding offer
evaluation
Management
presentations
Vendor due
diligence

Data room
preparation
Negotiation support
Fairness opinion
Completion
mechanism
Carve-out financials
and business plan
Transition Service
Agreement (TSA)
schedule drafting
Detailed separation
planning

Closing and
seperation

Sales and purchase
agreement advisory
TSA management
Completion
statement advisory
Day 1 plan and
readiness

TSA testing

Post-close
transition

Sales and purchase
agreement advisory
TSA management
Completion
statement advisory
Day 1 plan and
readiness

TSA testing
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