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Back to the Future: America’s
Second Great Restructuring

Highlights

W Just as the first Great Restructuring was a necessaty reaction to the trauma of

the deflation of the 1890s, today’s second Great Restructuring is largely a healthy
reaction to the traumatic inflation of the 1970s.

M This Great Restructuting is consistent with the early stages of a secular buil

market.

@ Restructuring will continue for another few years, but the mote speculative as-
pects of the movement will probably subside within a year ot so.

® Restructuring will proceed actoss a broad spectrum of U:S. industry, including
especially food, packaged goods, natural gas, airlines, technology, media, auto
parts, biotechnology, health insurance, diversified financial services, aerospace and

basic industry.

-
e ————

Ralph Waldo Emetson observed over a century ago that “a
foolish consistency is the hobgoblin of little minds,” and no-
where is that more true than in American industty today. Fi-
nancial structures and organizations perfected between 1945
and 1980 to cope with existing economic conditions are be-
ing modified as the U.S. economy faces the challenge of dy-
namic change. This Great Resttucturing that is preparing
Ametica to compete in the twenty-first century is a natural
and necessary reaction to the disinflation of the 1980s, which
has:

* Radically altered the valuation structure of both real and

financial assets, cteating gross disparities between market
prices and undetlying values; and

® Not only lowered the inflation rate, but also fostered in-
tense foreigd: competition and the shift of the U.S. econ-
omy from manufacturing to services.

The Great Resttuctuting is being facititated by increasing
technical capabilities and innovation on Wall Street, low ef-
fective corporate tax tates, the active support of government
policymakers and the willingness of managements to lever-
age their balance sheets.

In truth we are now in the sesond Great Restructuring,
which is a response to—and in many ways a mitrot image
of —the firs Great Restructuring: the trustification move-
ment of 1898-1903, in which many large corporations were
first created. Myriad small enterprises, both rails and indus-
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Sclected companies likely to participate
in industry restructuring

Allied Corp. Louisiana-Pacific
American Express Mead

American General Motorola
BellSouth Pan Am
Chevron Prime Computer
Chrysler National Medical Enterprises
Commodore Rockwell

Bxxon Sara Lee

First Florida Banks Sears

Ford SOHIO

General Dynamics Sonat

HCA Temple-Inland
HNG-InterNorth Texas Air

Intel Texas Eastern
Jefferies Travelers
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[image: image2.png]lievegitfiPlarger and more stable corporations would be less
vulnéapleito price competition and financial collapse. For
muglj the same reasons, they favored government regulation

that uﬂbng other things limited industrial competition. A
telling-example was J.P. Morgaa’s intervention to prevent the
breakup of AT&T in 1906.

This:process of building bigger corporate structures anda
more institutionalized economy continued through the Pro-
gressive Era (1900-1920), the New Deal (1930s), and into the

 postwar yeats, culminating in the promiscuous conglomerate
movement of the 1960s. The “bigger is better” movement
found clear exptession in Washington during the 1960s,
when the the Federal government grew larger and lacger un-
det the Great Society. The incfficiencies of Big Government
and Big Business, fueled by the Oil Shock of the 1970s, itself
2 product of the "Big"” movement (after all, what is bigger
than 4 cartel?), contributed mightily to the inflationaty ex-
plosion of 1972-80.
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A healthy development

Just as the first Great Restructuring was a necessary reaction
10 the trauma of the defiation of the 1890s, today's second
Great Restructuring is largely a healshy reaction to the srau-
matic inflasion.of the 1970s. And just as this Great Restruc-
turing is undeniably a product of disinflation, so too will it
contribute to the successful continuation of the current
healthy combination of low inflation and modest but steady
economic growth, Mote specifically:

e This Great Restructuring is consistent with the early stages
of a secular bult market. The trustification of 1898-1903,
fot example, occutred at the beginning of a bull market in
which the DJIA rose 128% between year-end 1896 and
year-end 1906, Restructuring naturally tends to occur dur-
ing bull markets because only against a background of
sound political and economic fundamentals—such as to-
day's combinarion of low inflation, declining interest rates
and strong corporate cash flows—ate investors and finan-
ciets willing to accept the risks inhetent in restructuring
companies.

Restructuring will continue at a more.-moderate pace for
another few yeas, but the mote speculative aspects of the
movement will probably subside within a yeat or so. A
umber of forces will tend to slow the process, including
rising stock prices which make the market less attractive to
bargain hunters; an increase in effective corpotate tax rates
that reduces the ability of firms to.service debt; and regu-
latoty restrictions on such vehicles as junk bonds and hos-
tile takeovers, But these vehicles are less important than is
usually supposed, and politicians will be'slow to astesta
teend that is simultaneously enriching many constituents
and making the U.S. economy more internationally com-
petitive.

Restructuting will continue across 2 broad spectrum of
U.S. industry, including especially food, packaged goods,
natural gas, aitlines, technology, media, auto patts, bio-
technology, health insurance, diversified financial setvices,
aerospace and basic industry (see Table 2 for detals).
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n PaineWebber projections for industry restructuring

Consumer

Energy

Financial Services

Health Care

1ndustrial Markets

Technology

Transportation

Utilities

In auto industry, strong cash flows create good opportunitics to maximize shareholder values via spin-offs and
stock buybacks. Slow growth will force consolidation and share buybacks in auto parts.

In food and household products, we wilt sce a continuation of the back to basics movement of the past few
yeats—spin-offs, share buybacks and industry consolidation—to raisc ROE and.achieve economies of scale.

The metget boom in media will continue, but with television propertics expensive the focus will shift to print media.

In advertising, strong free cash flow and other factors create an impetus for share buybacks, diversified
acquisitions and—most important—leveraged buyouts.

Slow growth and valuable real estate holdings create restructuring opportunitics among department stores.
Oppotunities are fewer in specialty retailing, where growth is still strong,

Restructuring is already well advanced in integrated oils, whte Chevron:and Sohio offer best opportunities. Huge
cash flows and slow growth create major opportunitics in narural gas (Sonat, Texas Easten, Columbia).
Deteriotating fundamentals and declining asset values make for limited opportunitics in-oil service. Schlumberger
and Halliburton ate the most likely to restructure. In the E&P sector consolidation will continue:

Intense acquisition activity will continue, driven by the cyclical profitability of vatious financial markets and
efforts to optimize business mix. Many firms could enbance sharcholder value by selling theif security brokerage,
finance company, asset management and mortgage banking operations. Lasge.depositoies such as Manufactutets
Hanover have considerable opportunity to increase sharcholder value by spinning off assets; thc same is true of
financial conglomerates such as Transamerica. Declining profitability will force consofidation-in health insurance
whete five to ten integrated companies, encompassing IMOs, hospital management.and iisutance operations,
are likely by 1999.

Internal restructuring is company specific—not driven by economic fundameitals. Baxterand American Home
Products may do some testructuring, and share buybacks by pharmaceutical fompanies ate likely, Many biotech
firms will sell out. Schering-Plough and Wamet-Lambert are trading a5 poténtial acquisitions even though no
unfriendly takeovers have yet oceurred in the indusery. Most drug companies are tradiig.at peices well below the
valuations of the recent Revlon and Richardson-Vicks deals. .

Much restructuring is in prospect as the lower dollar temporarily improves deteriorating fundamentals. This
process is well advanced in the chemical industty. Restructuring ac DuPone and FMC s feasible if management
consents. Electrical equipment companies will continue to shift to-higher-value-2dded mitkets. Cash buildups
and tighter defense budgets will create restructuring opportunities in acrospace: Allied, General Dynamics and
Rockwell zre on the acquisition crail. O

Economic pressute is forcing consolidation into four to six megacompanies including IBM, AT, GM, GE. Most
semiconductor companies will be bought; DEC, Data Genetal and BUNCH companies até'dlso candidates. Some
of these companics could coalesce into megacompanics that can compete with IBM, GBand Hitachi.

Rails sell at low multiples of gross cash flow, and some companics, aotably Butlington Northern and Norfolk
Southern, sell at low multiples of free cash flow. Consolidation will continue among the alflines. PanAm presents
an interesting restructuring play while 2 number of smallet carriers, including Piedmont, Ozark, USAiz, PSA, and
TWA, are likely to be acquired. :

Financial pteconditions exist among the electrics but regulators posc barticts. Restrucrucing forced by outsiders is
unlikely, Some metgers are likely especially among smaller, geographically contiguous electrics. Diversification
moves by telephone utilities have been unsuccessful to date but will contiaue. Share buybacks ate diso probable.
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The Great Restructuring of cotpotate America now taking
place is so pervasive and multifaceted that it is hard to find a
theme. At least six major activities are reshaping the finan-
cial and organizational structure of U.S. corporations:

1. Consolidation of industries, both those in good financial
health (media, food, financial services, regional banks)
and those under financial pressute (oil, natural gas, air-
lines).

2. Leveraged buyouts of entire companies (Beatrice, Macy's,
ARA, Blue Bell, Passons, Levi Strauss, Wometco).

3. Liquidating ot streamlining of divessified companies by
spinning off divisions via LBOs and sales to other corpora-
tions (ITT, Gulf & Western, City Investing, RCA, Ameri-
can Can).

4, Hostile takeovers oriented toward dismembering the tar-
get (Revlon, Union Carbide, CBS, Disney, Crown Zeller-
bach, selected raids in the oil paich).

5. Majot acquisitions, many designed to raise the acquiter’s
technological sophistication or alter its business mix (GE-
RCA; IBM-ROLM; GM-EDS; GM-Hughes; Allied-
Bendix; Allied-Signal; Monsanto-Searle; U.S. Steel-Texas
Oil and Gas; St. Regis-Champion International; acquisi-
tions of brokerage firms).

6. Heavy use of leverage and share repurchases to return cap-
iral to shareholders, raise EPS and discourage hostile ten-
der offers.

Many observers consider these activities an aimless and ex-
pensive reshuffling of corporate assets that excessively lever-
ages the American economy while doing little to increase ec-
onomic efficiency. A few pessimists draw dark patallels
between the 1980s on the onc hand and the 1920s or 1960s
on the other. But such judgments ovetlook the valuable eco-
nomic function of this Great Restructuring, which will boost
not only stock prices but the long-tetm growth rate of the
U.S. economy. While the financial risk in the U.S. economy
is being substantially incteased, this is a cost worth bearing.
The teason: The restructuring is redeploying people, capital,
factories and natural resources to maintain the profitability
of corporations in an economy increasingly matked by low
inflation, intense compaetition and a bias toward services. Re-
structuting will do much to improve U.S. productivity
growth, which has steadily slowed for two decades and cur-
rently lags far behind that of Europe and Japan.

Enhancing efficiency

Industry restructuring enhances efficiency in three key ways.
For one thing it shifts resources to more profitable economic
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The second great restructuring:
Causes, effects and prospects

sectors. Mergers, LBOs, share buybacks and dividend in-
creases allow investors to tealize underlying values in their
equity holdings that had not been reflected in rising profits
and stock prices. Stock market gains from buyouts and buy-
backs can be invested in other parts of the American econ-

omy whete funds caa be profitably employed. From the stand-

point of cotporate otganization, resttuctuting leads in two
opposite but positive ditections: toward-vety large companies
(such as GE-RCA) that can better compete with big Asian
conglomerates, and toward small, well focused, entrepre-
neutial companies that have lower ovethead and greater flex-
ibility than conglomerates. Finally, the fear of being un-
kindly restructured by outsiders is prompting managements
to take difficult and controversial steps, such as plant closings
and layoffs, that raise profitability and stock prices.

A historical precedent

In assessing the investment implications of this Great Re-
structuring the approptiate historical analogy is neither the
1920s not the 1960s, because merger activity in those decades
did not reorganize the American economy. Rather they were
speculative excesses characteristic of bull market peaks, when
easy monetaty policy (during the 1920s) and high P/Es (dur-
ing the 1960s) facilitated the opetations of a handful of Wall
Street promoters. The best analogue.for this second Great
Restructuting is instead the first Great Restructuring, the
great merger movement of 1898-1903; which historians inel-
egantly call the “trustification” of the Ametican economy.
At the turn of the century financiers:.combined dozens of
medium-sized companies to create giant industrial combina-
tions ot “trusts”, controlling in most cases 50-90% of an in-
dustry. Prominent among them were U.S. Steel, Allis-
Chalmers, DuPont, National Biscuit, Borden's and the
forerunner of Union Carbide. Corporate Ametica as we know
it today is partly the product of trustification and related eco-
nomic reforms of the eatly twentieth century, which replaced
the chaotic laissez-faire economy of the ninetcenth century
with a mote stable, bureaucratic, unionized, regulated and
inflation-prone business system.

The Great Restructuring of the 1980s is actually reversing the
evolutionary effects of trustification by liquidating or shrink-
ing many large corporations and shifting financial power
from professional managers to investots and financiets, This
trend is, in wzn, part of a.broader shift of the U.S. economy
back toward 2 nineteenth century pattern of low inflation,
deregulated industries, tough foreign competition, weak un-
ions, high financial leverage, a predatory climate on Wall
Street and in gencral a mote volatile and entreprencurial
economy. Amosphous though it is, no investor can afford to
overlook this tendency because it is simultaneously making
the U.S. economy more efficicnt and mote tisky.
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Disinflation creates atiractive values in financial markets

After collapsing in the bear matket of the early 1970s, the
volume of acquisitions and divestitures has been accelerating
steadily over the past decade for two key reasons (see Chart
1). In the first place, because of disinflation the stock market
offers great bargains. In the late 1960s corporations were val-
ued in the marketplace at 125% of the value of their undet-
lying assets, but the bear market of 1973-74 lowered the ra-
tio to 42% at the end of 1974. At year-end 1980 the figure
was 34%, and at year-end 1985 the figure is estimated to
have been only 66% (see Chart 2). The reason for these huge
disparities is that a stock is theoretically worth the present
value of its future stream of dividends. The high inflation of
the 1970s lifted the replacement value of corporate assets
even as high interest rates were depressing the present value
of the prospective dividend stream. As inflation has fallen,
prices of stocks have not yet fully adjusted for its effects.
When viewed from the perspective of PaineWebber's Equity
Valuation Model, most activity has been concentrated in
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companies that had been ranked among the best relative val-
ues when that activity was initiated. Rately are they poor rel.
ative values when activity is completed. Today, as a result,
CEO:s can often buy cotporate assets much motre cheaply
than they could build them. High inflation and interest rates
gave the financial markets a shore-term bias, creating bar-
gains today for those who take the long view.

This restructuring bias will be eliminated as disinflation and
falling interest rates ultimately lift P/Es, causing stock prices
to reflect mote fuily the long-term eatning power of cotpo-
rate assets. Until then several factors will continue to induce
many companies to buy rather than build. Most important,
the stock market offers unigue assets that are difficult or im-
possible for a CEO to replicate. Examples include television
networtks, well entrenched consumer product franchises,
enormous networks of natural gas pipelines, and well estab-
lished Wall Street firms. Even if these assets cow/d be dupli-
cated, it would take a long time and entail great risk. Fora
CEQ who has only five or ten yeats to reconfigure his com-
pany, it often makes mote sense to buy than to build, even if
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(as it usually is). These considerations have particular force in
today's fiercely competitive environment; corporations can-
not 5o easily expand overseas, as they did in the 1960s, ot
raise prices, as they did in the 1970s. Thanks to the 1981 tax
reform, corporations have very strong cash flows, and a logi-
cal way t0 use them is to buy unit growth through acquisi-
tions. In capital-intensive industries this will be all the more
true after elimination of the Investment Tax Credit, which
will make greenfield plants far mote expensive to build.

Disinflation creates structural changes
in the U.S. economy

The second major cause of this Great Restructuring is the ec-
onomic impact of disinflation, broadly defined to include
not only a lowet inflation rate but also industry deregulation,
intense foreign competition and the shift of the U.S. econ-
omy from manufacturing to services. Although they have a
cyclical component, these trends ate fundamentaily secular
and structural in nature. The industtialization of Korea, Tai-
wan, Hong Kong, Singapore and eventually maintand
China; the successful move of Japan into high technology;
the food self-sufficiency of India and China; the declining
energy-intensity and steel-intensity of advanced economies;
and heightened competition in deregulated secvice industries
are all trends that will remain in place. Taken as a whole, the
U.S. has responded to these changes quite successfully. In
the past decade the U.S. economy has added 21 million new
jobs, an increase of 24%, even as Western Europe was losing
jobs, and economic gtowth in the current economic recovery
has roughly matched the postwar norm. But one economic
sector that has conspicuously underperformed the overall
economy is latge cotpotations. Between 1974 and 1983 the
aggregate paytoll of the Fortune 500 dec/ined by 9.5%. Such
‘major industries as steel, oil, nonferrous metals, tites, agri-
cultural equipment, petrochemicals, metal and glass contain-
ers and machine tools have been shrunken considerably. Ait-
lines, trucking, hospital supply and hospital management
ate also being pulled through the disinflationary wringer.

This Great Restructuring is simply a rational corporate re-
sponse to this unprecedented competitive crunch. The re-
sponse takes a variety of forms. Some corporations engage in
strategic shrinkage by shedding underperforming assets and
buying back stock to raise EPS. Other companies merge with
tivals in order to gain economies of scale and combine the
technical and financial strength of two organizations. $till
others acquire fitms oxZside of their industry in order to en-
ter businesses—such as pharmaceuticals, financial services,
factory automation and actospace—in which the U.S. still
has a comparative advantage.

Rationale superior to “go-go”' psychology

While these mergers bear a superficial resemblance to those
of the 1960s and carly 1970s, they are fundamentally differ-
ent because they have a legitimate economic rationale and
ate making the U.S. economy more efficient. In the 1960s
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conglomerates such as ITT, Gulf & Western, Litton Indus-
tries, LTV and City Investing acquited dozens of telatively
small companies in untelated industries, usually by swapping
their high-P/E stock for the cheaper stock of the fiems they
acquited, Creative “synergy” was expected to develop be-
tween different divisions, making the whole greater than the
sum of its parts: Diversification was also defended as a way to
reduce the volatility of carnings over the business cycle. In a
similar vein, the Boston Consulting Group used its business
matrix comprised of cash-cows, dogs, stars and question
marks to convince managements to redeploy cash from ma-
ture divisions into newly acquired high-growth businesses.
The paradigm behind these strategies was the CEQ as portfo-
lio manager, shrewdly buying—and then managing from a
distance—a combination of businesses that would maximize
earnings growth and minimize earnings.volatility. The glam-
our of conglomerates in the go-go years of the late Sixties re-
flected widespread faith in the sagacity of corporate manage-
ments, who propetly received much credit for the great
prospetity of the U.S.

Fortune noted how ITT Chairman Harold Geneen had mas-
tered the art of “tightly centralized modern management,”
while Litcton management tevealed that “in our defense work
we have developed.a systems fnanagement capability and are
interested in using it in new ways.”

Unfortunately “systems-management” wotked no bettet on
the corporate battle field than it did in Vietnam because the
conglomerate concept contained setious flaws. Corpotate ex-
ecutives who assumed the role of portfolio manager generally
excelled as'nejther industrialists nor investors and ended up
with a motley hodgepodge of businesses that they did not
understand. With vety few exceptions synetgies were illusory,
in patt because antitrust constraints prevented the acquisi-
tion of several companies with truly complementary opera-
tions. For a variety of reasons the petformance of medium-
sized growth companies often deteriorated after they were
acquired. They were saddled with headquartets costs
amouating to 5% of revenues; the founding entrepreneur
often departed after selling out; and morale in the acquired
company tended to decline when it had to conform to a0 un-
familiar corporate culture. Furthermore, conglomerateurs of-
ten made poot acquisition decisions, had trouble running
the companies in economic downturns and gave manage-
ment an unhealthy short-term bias by compensating division
hieads on the basis of current profitability.

For all these reasons the conglometates were vulnerable to in-
tense foreign competition and econemic turbulence during
the 1970s. One function of this Great Restructuring has been
to eliminate this weakness. Most conglomerates of the go-go
years, notably Gulf & Westetn, ITT, RCA, Fuqua and City
Investing (Teledyne is the outstanding exception) have fared
pootly and been partly or entircly dismantled. LTV is strug-
gling with its acquisition of Jones and Laughlin, Many other
corporations, including Ametican Can, General Mills, Ral-
ston Purina, R.J. Reyniolds and Warner-Lambert, have spun
off unrelated divisions in order to concentrate on their core
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the volume of the tate Sixties, but it is now otiented not to-
ward diversification but rather toward industry consolida-
tions, strengthening the core business or shifting to a more
profitable business mix. “Synergy” is invoked only in se-
lected instances where it has real plausibility, such as the cre-
ation of financial supermarkets and integrated technology
companies. Though success is far from assured in the new
mergers, the odds are relatively good because managements
are acquiting firms in industries they understand.

Factors facilitating restructuring

These two basic factors—the relatively attractive value of fi-
nancial assets and the structural shifts in the American
economy-—have given corporations a strong incentive to re-
structure. Several other factors have greadly facilitated the
process. Pethaps most important is the increasing technical
capabilities of Wall Street. Twenty years ago a hostile take-
over of a large corporation was difficult to engincer because
the requisite infrastructure was not in place. Otiginal issue
junk bonds had not been invented, and thete were virtually
no large M&A departments on Wall Street. Institutional ia-
vestots owned a much smaller share of outstanding equity
than they do today (14% in 1967 versus 29% in 1983), and
client pressure for good shore-term pordfolio performance was
less intense. Block trading and merger arbitrage were poorly
developed arts, and leveraged buyouts did not become an ac-
cepted technique of corporate finance until the 1970s. As
large mergers became cver more common during the 1970s
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these practices and institutions have matured and coalesced
into a corporate takeover network that makes the corporation
a more liquid form of property than ever before. Conse-
quently the success rate of defense against hostile takeovers is
only about 25%.

Suill another facilitating factor is a highly supportive legat
and political envitonment. At atime when price competition
is intense and U.S. corporations are ceding one market after
anothet to big Asian companies, antitrust concerns have lost
their urgency; antitrust litigation no longer offers a good
takeover defense. Second, the accelerated depreciation in the
1981 tax bill has dramatically improved corporate cash flow,
increasing the ability of companies to setvice debt. Despite
the capital investment boom.of 1983-84, corporate cash
flow, minus capital investment, is generally higher (both ab-
solutely and in proportion.to.cash flow) in the current cycle
than in the 19705 (see Chart 3). Having come of age during
the rising inflation of the 1960s and 1970s—tather than the
violent deflation of the 1930s—executives and financiers are
willing to accept the risk of heavily leveraging their balance
sheets. Equity was withdrawn from the economy at about a
$68 billion rate in 1984 and 1985 (see Chart 4), while debt
issues have risen markedly, Consequently net debr issues—
defined as debt issued minus equity issued—is at historic
highs: It ran at a $231 billion annual rate in 1984 and the
first half of 1985, versus $56 billion: in the second half of the
1970s. However, the tax environment is likely to become less
friendly in the future. Depteciation schedules will become
less generous if tax reform is enacted. Moreover, both the tax

a1
°}

Inteenal funds cquals economic profits phus depreciation
Source: Federal Reserve




[image: image8.png]Chart 4
Net equity issues

65 66 @7 68 69 70 71 72 73 .74 75 716

reform package passed by the House and recent IRS rulings
raise after-tax acquisition costs by restricting the tax benefits
of writing up acquired assets and depteciating them.

The third facilitator of the Great Restructuting is the increas-
ingly entreprencurial spirit of U.S. business. At a time of
disappointing performance by corporate America, the stature
of enttepreneuts and ventuse capitalists has risen. Leveraged
buyouts provide a way for cotpotate executives to get into the
act. And poor corpotate performance has increased not only
the financial but the political vulnerability of large corpota-
tions. When the public looks at faltering companies like Un-
ion Carbide, Revlon and Gulf Oil and asks, “What have you
done for the U.S, economy lately?” the appropriate answer
is, “Not much.” In statk contrast to the 1960s, such firms ate
viewed less as national institutions than as pieces of property,
to be bought, sold, subdivided and leveraged like pieces of
real estate.

Restructuring is occurring as a single “wave” because all of
its separate elements—divestitures, shate buybacks, LBOs,
acquisitions, etc.—are inextricably linked. Sellers need buy-
ess and vice versa. For cxample, Ralston Putina doubled its
ROE to 28% in four yeats by selling several businesses, in-
cluding its Buropean consumer products business, which was
bought by Quaker Oats. The cash was used to buy back stock
and putchase Continental Bakeries from ITT, which was stag-
ing a restructuring program of its own. Ralston’s restruc-
turing hinged on the willingness of Quaker Oats to rmake an
acquisition and of ITT to make a divestiture.

Economic effects
The net effect is positive

The net economic cffect of the Great Restructuring is clealy
positive because it increases economic efficiency. But it does
introduce significant new financial risks as well. One of the
key reasons why the American economy has tecently out-
paced Europe’s, despite a low savings rate and heavy defense
butden, is more efficient markets. The labor matket is far
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mote flexible, U.S. capital markets (especially the venture
capital and new issues matket) ate much larger, and the
country offers a bigger free market fot new products. Still an-
other strength is the U.S. market for corporate control: Re-
structuring is weeding out inefficient managements, stream-
lining ineffective conglomerates, transforming lackluster
cotporate divisions into effective small companies and gener-
ally encouraging cost cutting. (To be sure, Europeans have
their own version of restructuring—privatization of socialized
industties.)

While the exact effect of testructuring cannot be quantified,
its overall value is casily demonstrated. Merely by streamlin-
ing conglomerates and encouraging corpotations to spin off
underpetforming divisions, testructuring increases efficiency.

‘Many smaller divisions of large companies languish because

they teceive inadequate attention from top management.
Systematic studies show that after a division becomes inde-
pendent performance improves because decisions can be
made faster, ovethead is slashed, morale rises and manage-
ment has a greater financial motivation to excel. And spin-
offs help the parent company as well by allowing it to focus
attention on its priority businesses. ITT, for example, isin-
vesting heavily in its telecommunications business to keep it
internationally competitive, instead of treating it as a cash
cow. Now.that it is out of the energy and shipping busi-
nesses, R.J. Reynolds can focus on the consumer markets.

The threat of hostile takeovers s also forcing established
managements to-examine their businesses from a fresh pet-
spective in order to cut costs and use assets more effectively.
Companies that have no profitable way to use cash are mote
frequently buying back stock—a financial technique little
used a decade ago. In the wake of the threats from vatious
raidets, Disney has made better use of its film library and
Florida real estate. Greyhound is planning to increase the ce-
turn from its downtown bus stations. Arco is shutting down
its unptofitable Philadelphia refinety. Labor costs are also
lowered in takeover battles; Catl Icahn was able to secure
congcessions from TWA workers who feared a buyout by Frank
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While testructuring is often viewed as a tesponse to adversity,
it actually reflects some favorable cconomic trends and is un-
winding economic distortions associated with the high infla~
tion of the 1970s. The vertical integration so crucial for com-
panies during the shortage environment of the 1970s is far
from optimat in an age of gluts. It is more efficient for a
newspaper chain to purchase newsprint from a paper maker
than to own its own mills and timberland. The energy indus-
tty has had to shift from an environment in which the antics
of OPEC made even the most costly exploration profitable to
one in which drilling is ofien 2 questionable use of cash. The
avenues to profit growth in the health care industry have
changed completely as the age of cost-plus pricing has disap-
peated. The free cash flow available to the electric utilities is
a reflection of greater energy efficiency.

A more problematical aspect of the Gteat Restructuring is
large acquisitions, which remain vuinerable to many of the
same fotces thar have undermined mergers in the past. Deals
that make sense on paper often do not work in practice, usu-
ally because of “people problems™ or weaknesses in the ac-
quired business that the acquiting managemeat did not an-
ticipate. Moreover, the acquisitions continue to be carried
out at fairly steep multiples, in part because they are concen-
trated in popular sectors of the stock market. At a time when
“disinflation plays™ such as food and media stocks are trad-
ing at historically high rclative multiples, managements are
spending heavily to acquire such companies. Although
PaineWebbet does not expect a revival of high inflation, one
has to wonder whether ABC, General Foods, Nabisco and
similar deals could become a disinflationaty analogue to the
ill-timed efforts of Fluor, Arco, Sohio, GE, DuPont and
many other companics to acquire hard asset inflation hedges
between 1978 and 1981, near the top of the market.

If recent metgers have a bettet chance of success than their
predecessots, it is because managerial decisions ate not being
warped by antittust constraints and have, as noted, legiti-
mate economic funcrions. The oil, broadcasting, regional
bank, hospital supply and food industries are being consoli-
dated by mergets. Because the metged companics ate in the
same industty, the acquiring management is less likely to
make serious conceptual mistakes, and real cost savings and
operational synergies are possible. Capital Cities’ acquisition
of ABC gives the company's local affiliates access to cheaper
programming and also an edge in the advertising matket be-
cause majot buyers can reach nearly 25% of the national
market with a single buy. Baxter Travenol’s manufacturing
skill is complemented by American Hospital Supply’s mar-
keting orientation, while R.J. Reynolds will be able to sell its
De!l Monte goods through the distribution network of Na-
bisco. As for the recent cross-industry mergers, many of them
are logical ways either to shift from commodity businesses to
specialty businesses——Allied’s move into auto supply and aer-
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ospace is the best example—or to bring technology to the
factoty floor, as GM’s purchase of EDS and Hughes should
do. As for the technology sector, we expect it to coalesce into
four to six “‘mega-corporations” that are powerful enough to
compete with the big Japanese conglomerates.

Still another positive effect of the Great Restructuring is to
encourage investment by raising the returns of shareholders.
Publicly traded equity is.in effect becoming a more attractive
asset because shareholders enjoy more of the perquisites of
ownetship. Many different constituencies have a claim to the
cash flows of corporations, including employees, suppliers,
local communities, the IRS, bondholders and shareholders.
The thteat of hostile takeovers has magnificd the leverage of
shareholders in the battle for cash flow. Unprofitable plants
are being closed more quickly; managements ate avoiding
highly dilutive acquisitions.that have licttleioperational ra-
tionale; companies are leveraging theirbalance sheets even
though it lowers the price of outstanding bonds; and man-
agements are bargaining more vigorously with unions. Thus
instead of passively waiting for favots from management,
shatcholders ate wielding miote powet in the boardroom.

The negative is increased financial risk

Cleatly the negative side of testructuring is a major increase
in financial risk. The problem'is not so:much the overal/
amount of debt in the American economy; the-debt to eq-
uity ratio of the-overall U.S, economyis well within historical
notms. And while this tatio for U.S. corpozations, as mea-
sured by histotical book values, rose from 61% in 1965 to
73% in 1983 this is not the case if one uses. twomore mean-
ingful measutes: the matket valiies:and the téplacement val-
ues of ousstanding debt and-equity.(sce Chart 5). Netinter-
est cost, a5 a percentage of economic profies:plus net interest,
is currently at 24%, as compared-to 21% in the years 1976-
78. One can argue that increased leverage is actually a posi-
tive trend for U.S. compatiies. Since debt is a'less expensive
form of capital than equity, highot:leverage brings the cost of
capital for U.S. companies closer to-that of Japanese compan-
ies, which are already highly leveraged.

LBOs could be a trouble spot

It is not the guantisy of debt that poses the problem, but
rather the guality. Two trends-cause concetn, First, in the
predatory climate prevailing on Wall Strect today some com-
panies ate doing LBOs or taking.on large; quantitics of debt
not for sound business reasons but simply to ward-off suitors.
Usuatly these decisions are miade hurriedly, in the midst of
takeover wars, when the uppermost concern of top managers
is the safety of their own jobs rather than the long:term fi-
nancial viabitity of the companies they run. Companies that
have done LBOs to avoid takeovers include Dr. Pepper and
Uniroyal, and even Gulf Oil received an LBO proposition be-
fore it merged with Chevron. In the midst of takeover wars
Disney threatened to take on large amounts of debt and CBS
did pursue this strategy. To ward off GAF, Union Catbide of-
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Chart 5
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fered to buy back 53 % of its shares, selt off its most profit-
able and stable divisions (the consumer businesses) and leave
the relatively cyclical tesidual company with an extremely
high debt to equity tatio. The major oil companies also have
leveraged their balance sheets grearly, increasing the volatil-
ity of earnings and presumably of exploration budgets, the
lifeblood of the oil service industry.

LBOs ate a valuable financial innovation that increases the
entreprencurial dynamism of the U.5. economy by enabling
industrialists to finance big deals with methods similar to
those long available to real estate developers. But levetage
cuts both ways: The cutrent boom in LBOs bears an uncom-
fortable tesemblance to the REIT mania of 1972-73, the en-
etgy lending boom of the late 1970 and the venture capital
craze of 1981-83, The lavcer parallel scems particularly apt.
The bear market of 1973-74 shattered the ventute capital in-
dustry, creating a buyer's market for the few ventute firms
that continued to finance start-ups. Competition was slight,
prices wete reasonable and the capitalists had plenty of time
to select deals. Such favorable conditions produced superb
long-term investment returns of 30-40% annually, a fact that
became evident when venture capitalists took their successes
public in the new issuc markets of 1980-81 and 1983. Imita-
tors rushed into the market, and soon too much money was
chasing too few good deals. The price of venture deals rose as
the quality declined. As early as 1981 veterans warned that
the industry was overhcated, but the temperatute continued
to tise for another two years before disaster hitin 1984 and
1985.

Something similar is occutring in the LBO market. The eatly
deals of the late 1970s were small in size and were doneina
noncompetitive environment at reasonable prices. Because
the field was not crowded, financiers could focus on non-
cyclical service industries and on the neglected divisions of
large corporations. The success of these LBOs drew large
sums into the matket, while the supply of approptiate targets
has shrunk and stock prices have tisen. The necd to put to
wotk hundreds of millions of doltars raised from outside in-
vestots is forcing financiets to deal with vety large companies,

Source; Rederal Reserve

such as Beatrice, that ate intrinsically more complicated and
tisky than $20 million enterprises. Moreover, the economic
environment is less favorable than-in the 1970s because rising
inflation is.no longer rapidly taising the price of the assets
that secure the debt.

Still angiher danger is that, as corporate divisions are sold
and resold like so many parking lots, morale will suffet and
profitability will drop. Consider the genealogy of the biggest
1BO to date. In 1983 Norton Simon Inc. was acquired by Es-
matk. Then Esmark was acquited by Beatrice. Then in Octo-
bet 1985 Beattice proposed an LBO to be financed by spin-
ning off a numbe of divisions. One has to wonder how
many of Norton Simon's best mahagers have hung around
over the last two yeats to find out who their boss would be
next month. Furthermore, the debt 1oad created pressure to
sell off divisions and metge operations too quickly, While or-
ganizational chaos threatens profitability, junk bond financ-
ing leaves little room for unpleasant surprises, because the
yield on juak bonds, currently an estimated 12.82%, is only
170 basis points lower than the 1984 ROE of the S&P 400.
And returns on equity ate more likely to trend down chan up
in.a disinflationary envitonment. Still another disadvantage
of junk bonds is that, in contrast to bank debt, they sevet the
liok between debtot and creditot, making workouts more
difficult,

Compelling evidence of the fragility of some LBOs is availa-
ble in the medid industry, Broadcasting and newspaper com-
panies ate ideal buyout candidates. Noncyclical, non-capital-
intensive and relatively slow-growing, they generatc large
free cash flows that can be used to setvice debe. They face no
foreign competition, and revenucs are driven by consumer
spending, which led economic expansion in 1985. Fusther-
mote, interest rates have been declining since the summer of
1984, Despite these advantages several media LBOs, includ-
ing Harte-Hanks, Arcata National and Storer Communica-
tions, appear to be encountering trouble in covering their in-
terest costs. The reason: Pricing in the national advertising
markets has been somewhat weaker than expected. Needless
to say, a recession ot a spike in interest rates would do far
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greater damage—particularly to companies that were trying
to sell off assets to lighten their debt load. Complications in
the Beatrice, Mary Kay, MGM/UA, TWA and Macy’s deals
are further evidence of the financial fragility of large LBOs.

How restructuring is likely to proceed

How will the Great Restructuting proceed over the next sev-
eral years? Predictions are hazardous because they hinge on 2
wide range of political and economic factors. The most prob-
able scenatio is fot restructuring to proceed at a slower pace
in 1986-88 than in 1984 and 1985. Nevertheless, the volume
of activity will be high by comparison with 1980-83. The
most financially daring deals will decline in importance
within a year ot so as financial accidents makes the risks more
evident to lenders. While restructuring is far from over, giant
LBOs and hostile takeovers by shell corporations will decline
in importance.

To some observers, this may appear to be a contradiction, be-
cause LBOs and hostile takeovers ate such 2 prominent patt
of the restructuring process. This is, however, partly an illu-
sion; hostile takeovers are less important than they seem be-
cause they are so protracted. A huge friendly deal like GE/
RCA or Philip Morris/ General Foods is over quickly, while a
bloody corporate war such as Revion ot Union Carbide drags
on for many weeks, with reporters dissecting every move and
countermove. Of the 23 biggest deals of 1985, all valued at
$1 billion or more, only 3 were hostile takeovers. Morevet, a
study by the Congressional Research Service found that of
$32 billion in junk bonds issucd in 1984 only $11 billien
wete used in mergers and LBOs (as compared to gross shate
buybacks in 1984 of $93 biltion). Only 15% of LBOs and
1.4% of merget activity were financed with junk bonds. To
be sute, raidets have played a key catalytic role in the Great
Restructuring, which is not fully reflected in the aumber of
deals they complete. But that role has now been petformed;
corporate managemens fully recognize the utility of maxi-
mizing sharcholder value by shrinking if necessary. This fact,
together with the strong cash flows of acquisition-minded
companies and the evident need for restructuring in many
industties, means that even after lenders turn more cautious
and finance fewer LBOs and hostile acquisitions, restruc-
tuting will go forward.

Puncturing the speculative balloon

The speculative dimension of restructuring will subside,
much as it did in the venture capital atena, once lenders lose
significant sums in an unsuccessful deal. Two reasons why
this has not alteady occutted ate 2 favorable economic and
interest tate background over the past three years and the
greenmail phenomenon, which enabled raiders to score big
gains without actually having to run an acquired company
and setvice heavy debt loads. The key variable that will slow
speculative restructuring is mote likely to be economic than
political. A rise in interest rates, a tecession or simply 3 catas-
trophe in 2 particular deal could all be the trigger. Federal
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Reserve opposition is unlikely to be decisive because:

® Cotporate organization falls outside of the Fed's jurisdic-
tion.

* Dealmakers can circumvent regulations; preferred stock,
for example, can be substituted for junk bonds.

* Most important, the Reagan Administration strongly op-
poses restrictions on hostile takeovers. Recently the SEC
decided to support only one of several restrictions on hos-
tile takeovers that the Commission had under considet-
ation.

A shakeout in the speculative side of restructuring will un-
doubtedly be a negative for stock phices, and investors should
remember that rising cotporate leverage, detegulation and
other factors ate cteating a fundamentally new and more
risky financial envitonmeant. The shakeout would affect both
stock groups that are trading on takeover expectations and fi-
nancial sectors, such as life insurance companies and selected
S&Ls, that hold the paper. But in the long run this shakeout
would actually be bullish; by squeezing speculative froth out
of the matket it will help to sustain the secular bull market
in stocks and bonds that is accompanying disinflation.

Basic process will go forward.

Resttucturing will continue cven after speculative takeovers
have subsided, despite.the following negative forces:

© Rising stock prices. '
* Increasing political opposition, which would become par-

ticularly imporant if a Democtat returned to the White
House in 1988 and took a tougher antitrust stance.

® A probable rise in corporate taxes, caused both by tax re-
form (which should increase corpotate taxes by ac least
20%) and possibly by the tik increase associated with im-
plementing Gramm-Rudman.

« Unfavorable changes in the fecapture provisions of the cor-
porate tax code, making it less atueactive for companies to
acquire deprecizble assets, write them up to appraised
value and depreciate them.

*® A declining number of actractive acquisition and restruc-
turing candidates.

Significant though they are, these potential barriers will not
quickly short-circuit restractuting for thtee reasons. First, re-
structuring will go forward because, unlike the conglomerate
boom of the 1960s, it is economically necessary. For example,
consolidation of the technology sector into financially power-
ful mega-companies that can stand up to the Japanese is vital
to the long-tetm health of the U.S. economy, With major
semiconductor companies running large losses, consolidation
is not likely to be opposed by tegulatots on antitrust or any
other grounds. Similarly, the only alternatives to consolida-
tion of the aitlines ate cither re-regulation or widespread
bankruprcies. Second, increasingly sophisticated individual
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investors would not weicome Congtessional action that
ended the wave of mergers and buyouts that is boosting
stock prices. Finally, there s still ample room foc activity in
the following areas:

+ Consolidation in technology.
« Further restructuring in chemicals.

o Further consolidation of food, tobacco and household
products.

Diversification by aerospace companies.
o More restructuring by electrical equipment companies.

o Consolidation of the HMO/hospital management/health
insurance industry.
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Restructuring and consolidation in the natural gas indus-
tey.

o Continued reshuffling of businesses in diversified financial
services.

Consolidation of the aitlines.

Consolidation of the auto parts makets.

Thomas M. Doerflinger
Edward M. Kerschner

The 1980s is not the first time that restructuring has contrib-
uted to a seculat bull market. Between 1898 and 1903 a se-

* ties of factors improved the investment outlook and in-
creased the willingness of investots to assume the risks of
restructuting. The favorable factors of the 1980s are declin-

- ing inflation and intetest tates; the reduction of the capital
gains tax rate in 1978; the cotporate tax cut of 1981; and the
pro-business orientation of the U.S. in gencral and the
Reagan administration in pasticulat.

The fotces that encouraged restructuring at the wen of the
century were moderate price inflation and a testoration of so-
cial harmony, For investors, as for most Americans, the 1890s
was a difficult decade. Continuing a deflationary trend that
dated back to the 1870s, a serious depression struck the econ-
omy in 1892. Intense price wars buffeted manufacturers and
bankupted many of the nation’s railtoads, the ptimaty issu-
ets of publicly traded securities. The laissez-faire environ-
ment of the late nincteenth century also conttibuted to polit-
ical radicalism and social untest culminating in labor strife,
notably the bloody sttike at Andrew Carnegie's Homestead
works. Still more unsettling to investors was the insistence of
Western farmers—who as debtors had been injured by the
deflation of the 1880s and 1890s—for reflation of the econ-
omy via a monetization of silver. This was the Democtatic
Party’s majot campaign promise in the divisive Presidential
election of 1896; candidate William Jennings Bryan curled
the hait of every respectable capitalist by accusing New York
and London bankers of conspiring to deflate the currency.

The first great restructuring

A favorable background

Duting the late 1890s two contradictoty events brightened
the investment climate and laid the.groundwork for both
cotporate restructuring and a secular bull market. Republi-
can William McKinley soundly defeated William Jennings
Bryan in 1896, allaying Wall Street’s fears of continuing so-
cial unrest. But Westesn farmers, paradoxically enough, nev-
ertheless got the inflation they wanted, courtesy of gold dis-
coveries in Alaska and South Africa that taised the monetary
base of the world economy. Between 1896 and 1914 whole-
sale prices fose 47%—a radical departute from the 46% de-
cline in prices between 1873 and 1896, So long as it was not
manufactured by the Demacratic Party, moderate inflation
was welcome on Wall Street because it helped end the de-
pression of the mid-1890s, raised corporate profitability and
stopped the spate of bankruprcies that had plagued inves-
tofs.

Thanks to this combination of rising ptices and social har-
mony, the Dow Industrials rose 48% berween 1897 and 1899
and created an oppottunity for J.P. Morgan & Co., Kuhn
Loeb and Co. and a few other firms to consolidate corporate
Ametica and make the world safer for investots. As the lead-
ing representative of European {reditors; Morgan during the
1890s had already reorganized the railroads into a national
oligopoly of seven regional groups. His 2im was to restrain
competition, maintain freight rates and ptevent a replay of
the vicious competition of the 1890s that had sent so many
roads into receivership. In essence the trustification of indus-
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trial America between 1898 and 1903 did much the same
thing for manufacturers. In these years one industry after
another—food, chemicals, steel, machinery—announced the
merging of dozens of small manufacturers into trusts claim-
ing a major share of the market. On May 9, 1899 the front
page of The New York Times bore stories with these head-
lines: “Railroad Trust Forming?” **Big Flour Milt Transac-
tion,” “'A $65,000,000 Plow Trust” and “The Window Glass
Trust: It Is. Claimed that Nincty Per Cent of the Country’s
Production will Be Controlled.”” Like the restructuring activ-
ity of today, thesc operations were facilitated by innovation
on Wall Street, particularly the development of a market for
industrial securities. Prior to the 1890s very few industrial
stocks were widely traded; indeed, the DJIA was not cven in-
vented until 1896,

U.S. Steel

Aside from large underwriting fees the chicf aim of Morgan
and his peers was to curb price wars and other unprofitable
manifestations of unbridled competition. The epitome of
trustification was the creation in 1901 of U.S. Steel, the first
U.S. company with a capitalization of mote than $1 billion.
The key to the deal—the move that made it financially
viable—was the acquisition of Carnegie Steel. Andrew
Catnegie was not an casy man for financiets to negotiate
with, because he hated bankers and the companies they cre-
ated. Of onc concoction of the dealmakers—Federal Steel—
he said, I think Federal [is] the greatest concetn the world
ever saw for manufacturing stock certificates . . . But they
will fail sadly in steel.” Carnegie had always taken delight in
slashing wages, improving his mills, cutting prices and bank-
supting his competitors in order to expand market share.
When J.P. Morgan threatened to create a huge vertically inte-
grated trust that included many makers of wire, hoops, nails
and other fabricated products that had formerly purchased
their steel from Catncgic, the ironmaster struck back by be-
ginning construction on a $12,000,000 tube milt that would
be able to undersell Morgan's trust. Carnegic had Motgan by
the throat and the banker knew it. Motgan had little choice
but to buy out Carnegie and create U.S. Steel, an agglomer-
ation of no less than eight different corporations and 142
separate companies.

Inflation was valuable to promoters in appeasing headstrong
industrialists like Carnegie. Promoters had to be very liberal
in exchanging common and preferred stock in the aew enter-
ptises to induce the industrialists to sell out, and conse-
quently the capitalization of the new trusts—the total value
of the common and preferred stock of the companies—
greatly exceeded the aggregate book value of the companies
included in them. Inflation, together with the monopoly
pricing power of the trusts, enabled the new concerns to gen-
etate the profits needed to pay dividends and intetest on all
of the new stocks and bonds.

The merger movement of 1898-1903 was part of a more gea-
eral institutionalization of the U.S. economy that made it
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more stable and less frantically competitive than it had been
in the nineteenth century. This process teally went forward in
two stages, the Progressive Era (1900-20) and the New Deal
of the 1930s. During the Progressive Era the trusts were cre-
ated and the legitimacy of government regulation of private
enterprise was established. In these years the FDA and Fed-
eral Reserve Systemn wete established; the [CC was strength-
ened; the legat and political status of trade unions improved;
public ownetship of municipal utilities began; and restric:
tions on immigeation were proposed. Though they distrusted
big business and feared the merger wave, the middle-class re-
formers who supported these Progressive initiatives found it
easier to deal with the trusts, which welcomed long-term eco-
nomic stability and could absorb the costs of new regulations
because they had plenty of pricing power, than with scrappy
entreprencurs whose social conscience was outweighed by
their desire to minimize costs.

Preventing the breakup of AT&T

The best example of how Wall Street followed Washington's
lead in institutionalizing the U.S. economy is J.P. Motgan’s
shrewd and successful maneuvering to prevent the breakup
of AT&T. The company was created in the 1870s by Alexan-
der Graham Bell and three associates but swiftly passed un-
der the control of a group of Boston Brahmin financiers. In-
stead of aggressively building a national telephone netwotk
by reinvesting profits, they milked the company for high div-
idends; kept rates too high to encourage widesptead use of
the telephone; employed a decentralized managetial struc-
ture that led to bad service; and forced out of the company 2
gifted manager named Theodote Vail. Not surptisingly, the
service of American Bell (as the company was then known)
was wretched and when its tclephone patents expited in the
mid-1890s, it swiftly lost market share to more aggressive in-
dependents. From a standing start in 1893, independent
companics grew to over 4,000 separate systems in 1902. After
ignoring this competition for many years Ametican Bell’s
management finally responded by investing heavily in new
equipment, which caused the company's debt/ equity ratio
to soat to 48% by 1905.

The need for external financing, combined with the increas-
ingly dangerous competitive threat, thrust AT&T into treach-
erous waters. To the roving sharks of Wall Street, AT&T
looked like an increasingly vulnerable whale, still large and
succulent but weakened by the relentless attacks of hundreds
of small ptedators. With the backing of Rockefeller money,
P.A.B. Widener and WJ. Elkins, two raidets from Philadel-
phia who had made fortunes in municipal trolley systems,
created a competitive telephone company and prepared to
challenge AT&T in the lucrative Eastern urban markets.
Other leading entrepreneurs wete also entering the business.

One man who opposed the fragmentation of the American
telephone system was J.P. Morgan, then at the height of his
powet. Morgan belicved that, in the telephone industry as in
steels and railtoads, unrestrained competition was wasteful
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rather than productive, and he persuaded fellow bankets not
to support Widener and Elkins. Motgan’s influence ovet
American Bell inceased as its needs for capital outpaced the
ability of Boston bankers to caise it. Finally in 1906 J.P. Mot-
gan and Co. underwrote a convertible bond issue for the
company, which did not seil well and gave him effective con-
ttol of his.client. His fitst move was to reinstate as CEO The-
odote Vail, who had been separated from AT&T for more
chan two decades. Vail swifcly moved to improve service by
invésting heavily in new equipment, taising the motale of
management in the field, buying out the independent com-
paniesand in general creating a monopoly under the bannet
“one policy, one system, one universal service.”

- Another swing of the pendulum

Bighty yeats latet, Judge Green has undone J.P. Motgan's
handiwotk. And this is symbolic of what is happening in the
U.S. economy as a whole:-This second Great Resiructuring of
the 19805, together with deregulation, Joreign competition
and other forces, is parthy reversing the institutionalization of
the U.S.izconomy in the early swentieth century. The drift
towatd a ninetecnth century cconomy is fundamentally posi-
tive for stock matket investors, who fare best in 2 dynamic
economy, Given the weak savings rate of the U.S. itis impor-
cant thatthe busiaess system be flexible enough to use capi-
tal efficiénty.

But investors should remember that the other side of this
trend is rising financial tisk. As the financial safeguards in-
troduced by J.P. Morgan and several generations of govern-
ment regulators are eroded, investors increasingly will have
to look'out for themselves. The ninetcenth century provides
some clues as.to the potential dangers. Much of the Ameri-
can economy then——particulaly the transportation system—
was financed with newly issued junk bonds. As prices and
profits rose during upswings in a business cycle, investor op-
timism would increase and promartets would become more
aggtessive in the deals they proposed. Investment bankers in
seatch of large underwriting fees would concoct ambitious
railroad projects that'were typically very highly Ieveraged;
fixed costs were covered with bond sales to investots in Bu-
tope and Ametica while the promoters and entreptencurs
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hield o to-the equity. So long as credit was plentiful, raitroad
traffic was expanding and investots were optimistic, these
deals worked well. But when business conditions soured
many major deals collapsed, bankrupting leading Wall Street
fitms and sending large riumbers of railroads into receiver-
ship. This scenaio occurted repeatedly on a 20-year cycle un-
1il J.P. Morgan, the Federal Rescrve Board and two world
wats changed the tules of the game:

 The panic of 1819 was preceded by heavy land speculation
and kicked off a depeession that lasted several years.

Several inflationary ycars of heavy speculation in commod-
ities, Western lands and the state-guaranteed securities of
cailroads and canals culminated in the panic of 1837.
Many states defaulted on their bonds, and the U.S. econ-
omy remained depressed until about 1845.

-

The comparatively mild panic of 1857 sent well over a
thitd of the U.S. railtoads into receivership.

Following several yeats of feverish tailroad construction,
the panic of 1873 was precipitated by the collapse of Jay
Cooke and Co., a leading Wall Street firm. The U.S. econ-
omy was depressed for five yeats.

The panic of 1892, precipitated by the fall of Baring
Brothets in London, started a deptession lasting about
four years.

Although it obviously was not the whole cause, junk bond fi-
nancing contributed to all of these downturas because heav-
ily leveraged railtoads and their many creditors and suppliets
could not absotb major revenue losses.

While today all sorts of safeguards, paticularly the interven-
tion of the Federal Reserve and other parts of the Federal
government, would prevent a replay of the serious depres-
sions of the nincteenth centuty, investors should remember
that the de-institutionalized Ametican cconomy that is now
taking shape offets highet risks as well as higher rewards. In
many tespects, the years 1945-1980 will be a poot indicator
of what lies ahead.

‘Thomas M. Doetflinger
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Restructuring is at various stages in the consumer industries,
Less cyclical industries, such as media, food and household
product companies, which have relatively stable cash flows,
are in advanced stages; cyclicals, such as the auto companies,
have just recently begun their efforts to boost the value of
their shares.

Consumer companics ate using excess cash flow primarily
for:

* Acquisitions, if they expand margins through economies
of scale (food, household products, cable systems and spe-
cialty retailers); improve production technologies (autos);
of improve niche. positions (advertisersand auto patts).
The auto compantcs ate alone in their tendency to diver-
sify into other areas. Traditional retailers are also diversify-
ing, but within retailing with.the purchase of specialty re-
cailers,

® Stock repurchases (autos, foods, houschold products and
advertisers).

Companies tend to divest segments or merge with other
companics when:

© The industry they supply is consolidating (auto parts).

* Managements take a “‘back to basics” approach which re-
emphasizes their core business (food and household prod-
ucts).

In general, the closer the company is to the consumet in the
ptoduction-distribution-sales channel, the mote valuable its
assets and the greater the chance that these have not been
propetly valued by the market. Broad, potentially underval-
ued asset categories ate:

® Prime real estate (tetailers, gaming and lodging).

¢ Brand name identification (media, food, entertainment
and houschold products).

* Expensive-to-reproduce distribution systems (media, food
and household products).

* Limited competition due to barriers to entry created by
tegulators (media, gaming and lodging).

Autos: Substaatial opportunity
to boost shascholder values

‘Through the 1950s and 1960s, the Big Three U.S. automak-
ers had little need for the capial markets. Three to four per-
cent unit growth was buoyed by explosive suburban (and
concomitant highway) growth, baby boomers swelling the
teenage driving population, and low auto operating casts. Si-
multaneously, pricing power was nearly oligopolistic, and the
U.S. companics generally ruled the automotive world. Auto-

- motive technology was faitly stable, and capital spending

(lasgely inteenally funded) was used primarily for capacity ex-
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Consumer industries

pansion and extensive annual cosmetic model changes.
While the auto companies were involved in some non-auto
businesses such as defense and household appliances, the
core auto businesses were generally the shining stars.

In the 19705 and early 1980s cataclysmic changes (skyrocket-
ing fuel and interest costs, surging Japanese competition,
slowing secular unit growth and a prolonged recession)
forced the auto companies to tuth to the capital markets for
both debt and equity. In addition, the Big Three discovered
the benefits of healthy finance subsidiaties that could help
provide below-market rate loan incentives. By 1979 or 1980,
the companies realized that they were in the grips of mote
than an ordinary recession and that prospects had dimin-
ished for future aute industry growth. Secular auto sales
growth of only about 1% annually is likely through the
1980s. An increasing number of auto companies wotldwide
will be scrambling to shate thac meager growth, and pricing
will be highly competitive.

Present: Acquisitions and stock buybacks

These industry conditions dictate a rather narrow choice of
broad long-term strategies: boosting auto earnings growth
through massive cost teductions, diversifying, and/or parti-
ally liquidating through stock buybacks and/or high divi-
dend payouts. Each of the Big Three has employed cach of
these strategies during the past five years, and each is likely
to continue to do so during the next five to ten yeats, A $1-2
bitlion acquisition in some form of technology is likely at
Chrysler, while we assign 50-50 odds of an acquisition of up
to $5 billion in acrospace, defense ot telecommunications at
Ford. To the extent that neither of these companies finds
suitable acquisition tatgets (they appear to be quite pfice
sensitive), further stock buybacks of up to $1 billion at Chry-
sler ot up to $5 billion at Fotd arc a possibility. At General
Motors, the spate of major acquisition appeats to be over;
the “extra” $3.0-3.5 billion that GM has after its capital
spending and working capital requitements are met.in the
next (theotetical) 1989 trough probably will be-used for a
combination of stock buyback and dividend increases. We as-
sess ftee cash based on what the companies shotild have in
the next trough because that seems to be the way cach ap-
proaches its capital budgeting.

Future: Possible spin-ouis to realize asset valué

Each of the Big Three’s finance subsidiaries has grown signif-
icantly (through internal growth and acquisition) during the
past five years. In addition, each has sizeable other non-
automotive businesses. All of these non-automotive busi-
nesses should grow faster than the 7.0-7.5% annual secular
carnings growth we estimate for the core automotive busi-
ness. The problem is that these above-average growth busi-
nesses ate buried—both by the massive size of auto opera-
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Table 3
Chrysler cash flow, 1985-89E
In millions of dollars

PainéWebber

Table 5
General Motors cash flow, 1985-89E
In millions of dotlirs

1988 1986E |‘J$'Ei l‘)gi 1989€ . . 7I')S§E 77”%5 l')ﬁTE 1988E . l‘)!lE
Net income $+1594 81575 $975 $575  $265 Net income $+3534  $3783  $3503 $3212 33379
Depreciation & Depteciation &
amortization +500 610 610 610 610 amortization +6475 7150 7150 7150 7450
Financing + 1805 0 0 0 0 Financing +609 ¢ 0 0 o
Stock buyback 831 446 0 0 0 Stock buyback -0 0 0 o 0
Dividends -114 186 180 180 180 Dividends - 1580 1580 1580 1580 1580
Capital spending 1500 1500 1250 1250 1250 Capital spending =900 9000 9000 9000 9000
Acquisitions - 1041 0 0 ¢ 0 Acquisitions -2700 0 0 0 0
Cash flow 413 33 155 -245 =553 Cash flow - 2662 353 73 -218 =51
Cash & mark sec: Cash & mark sec:
Prior year 1700 2113 2166 2321 2076 Prior year 8567 5905 6258 6331 6113
Current year 2113 2166 2321 2076 1521 Cutrent year 5909 6258 6331 6113 6062
Table 4 L . .
Ford cash flow, 1985-89E cal per shase price l.f the earning potential of a}ll of 'xhc asscts
In millions of dollars were fully realized in the markecplace. On this basis, Ford
appeats the most undervalued and General Motots the least
WESE  198GE  IBTE_ 10880 19695 (because some of the splitting out has already occurred). If
Net income $+2369 $2455 $2184  §1933 $1691 we assume all the excess cash is to be used for share reput-
Depteciation & chase, Ford still appears the most undervalued and Generat
amortization +2350 2710 2710 2710 2710 Morots the least. The overriding conclusion, however, is that
Financing +780 0 0 o [ . ionifi
Stock buyback _ 846 500 0 0 0 some attempt at spin-outs and/of buybacks would signifi-
Dividends 515 500 470 470 470 cantly enhance the market value of the stocks.
i di - 00 00 0t 00 PEYIN . .
i:g::;ll:‘%:: 18 —”Sgg 3 0 3 0 3 g 3 o In the case of the finance subsidiaies, thete are major barti-
Cash flow 138 575 924 693 431 ers to spin-offs:
Cash & matk sec: « Parent company's need to control auto loan rates for incen-
Priot year 5943 6081 6656 7580 8273 tives.
Cutrent year 6081 6656 7580 8273 8704 :

tions.and by long-entrenched investor petceptions of the
companies a auto companies. If the businesses were valued
sepatately, based on their individual forecast growth rates,
the sum-of the'values at each compaay would exceed our es-
timated maket value for each of the individual auto stocks
as the compaiies atc cutrently constituted, Tables 7, 8 and 9
present out estimated ‘makee vaue for Chrysler, Ford, and
General Motors (which has alteady scparated EDS and
Hughes from the matket value of the “plain vanilla” com-
mon) as cutrently constituted; each of the businesses that we
believe could be “spun out” in some manner; the aggregate
sum of the market values of the separate parts; the theoreti-

o Potential use of the finance subsidiaties” assets to lend to
auto COMPELITOls at attractive rates.

o Prescrving freedom to transfer capital from parent to sub-
sidiary.

Given these bartiers, the best solution appears to fie along

the lines of General Motor's separate class of stock for EDS

and Hughes. The chief advantages of such an instrument

are:

o Preserving an enormous amount of control by the parent
corpotation.

Table 6

Potential share repurchase by the Big Three automakers
Shaes Total spem Cash + mark scc
seputchased %of Avgest on repurchases 1989E
millions' shaces outseanding pricc pald bidlions billions
Chrysler 10 1.1% $47 $0.470 $1.032
20 22.2 47 0.940 0.562
Ford 60 33.7 60 3.6 5.0
80 45.0 60 4.8 3.8
GM 25 7.9 80 2.0 4.12
40 126 80 3.2 3.0

'As of 12/31/86.

N
v

I |
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Table 7
Chrysler spin-offs
Markct Spia-off Pricc
Net iscome vatwe - el
Chrysler Financial 140mil 1.12bil 4smil $24.90
Gulfstream 45mil 450mil 22.5mil 20.00
Total
addod valoe New normal New price
pee share 1986 EPS per shase
Cheysler $17.45 $8.72 $52.75
Table 8
Ford spin-offs
Marker Spla-off Vas
Net lacome valne e o Ford shareholdees
Ford Motor Credit $400mil $3.25bil 90mil $36.00 $18.00
Ford Acrospace 60mil 800mil 43mil 1.7 4.44
added ois accmal 1906 byl
Per share i l"‘l;l::
Ford $22.44 $9.45 $57.00
Table 9
General Motors spin-off
Net income vabae P hh:h': M sarchoigon
GMAC $1bil $8bil 138mil $50.00 $25.00
added vigos sormal 1908 byl
1966
per share EPS b
GM $25.00 $9.09 $55.00
¢ Rewarding management and shareholders of the subsidi- Auto pares
ary with earnings or dividends accruing to the above- Past: Reis o
. Y : Reinvestment opportunities abounded
average growth earnings of the subsidiary. inanto indusiry

* More nearly realizing fair matket valuc of the subsidiary's
carnings in the new special class of stock, as appears to
have been amply demonstrated in GME stock trading as &
technology stock rather than an auto stock.

Chief disadvantages of using a separate class of common are:

¢ Investors shying away from the complexity of the instru-
ment, an initial problem for GME that seems to be fading
tapidly and one that should continue to fade for each suc-
cessive similar issue.

¢ Liquidity of the new issue, which appears to present only
minor concern, since each of the entities in question, ex-
cept Ford Aerospace, has an estimated market valuc in ex-
cess of $1 billion.

The advantages appear to outweigh the disadvantages.

In the 1950s and 1960s, the halcyon days of the U.$. auto-
mobile industry, suppliers to the automobile industty prolif-
ctated. The automakers sought high-volume production runs
to maximize economies of scale—the rule was to keep the
line running no matter what. Because of the huge size of the
auto companies, suppliers could participate in economies of
scale even if they were only one of pethaps hundreds of sup-
plicts of a given auto pact—a situation the auto companies
fostered by refusing to rely too heavily upon only a few sup-
plicts lest problems at those suppliets should halt the pro-
duction line. With faitly stable automotive technology, sup-
plicrs could afford to concentrate on the same product year
afer year with lirtle fear of obsolescence. While pricing was
always difficult because of the thousands of suppliers serving
a handful of customers, profits and cash generation were
kept high by faitly low capital speading requirements (after
the initial investment) and economies of scale.
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In the 1970s, rapidly increasing foreign competition and
consumer demand for fuel-efficient cars resulted in rapid
technological change. The auto companies generally dictated
changes in components tequirements, and suppliets scram-
bled to keep up. By the early 1980s, a severe cyclical down-
tutn in auto demand and escalating capital spending de-
mands (for capacity to produce new products) took their toll
and put many small auto suppliets out of business, Excess
and obsolescent capacity was enotmous—many companies
were operating at only 15-20% of capacity in those days.

Problems on the original equipment (OE) side of the busi-
ness began to spill over into the aftermarket. Supplices who
had never sold into the aftermarket began to do so in a des-
perate effort to cover fixed costs in the face of declining auto
demand-and product obsolescence (many components could
no longer be sold to OE customets but still weze needed to
repair existing cats on the road). Aftermarker distribution
channels, which had always been of Byzantine complexity,
were totally disrupted: Everyone was selling to everyone else
on the basis of price. During the preceding decade of the
1970s, aftermarket companies had been enjoying the resulis
of an aging car population that had been growing at three
times the rate of the people population since World War I1.
They also had benefited from high inflation, which allowed
manufacturets and distributors of low-ticket items generally
1o do.slightly better in their pricing than pass on the general
rate of inflation. By 1980 the 15% anaual earnings growth
that many companies enjoyed during the 1970s had come to
a halt, although it took several years for investors and the
companies themselves to tecognize fully this unpleasant fact.

In summary, by 1980 all sectors of the automobile industry—
automakers, OE suppliers and aftermartket companics—were
in a total mess. Many companies petished between the end
of 1980 and the end of 1982, but not nearly enough to re-
lieve significantly the excess capacity situation. Excess capac-
ity, exacerbated by increasing foreign imports, plagues both
sectors of the auto parts industry today.

Present: Fundamentally sirong auto paris companies
generate profits and cash, but face shrinking
reinvestment opporiunities

Both sectors of the auto parts industry are ripe for classic in-
dustty consolidation, which the next recession should acceler-
ate by purting marginal competitors out of business. The
winners—which will gain market share—will be companies
that have a) strong balance sheets (to support high capital
spending by past standards), b) a proven ability to partici-
pate with OE customers in product development and/or de-
liver high-quality products on time, and ¢) a loyal customer
base. Market share gains for suppliers and aftermarket com-
panies alike, however, ate apt to be costly. Excess capacity
and low inflation are likely to create severe pricing pressure
at least through the next recession, and industry unit growth
through the 1980s is likely to be only about 1.0-1.5% annu-
ally as opposed to 2-3% annually in the 1970s for suppliers
and 5-7% annually for aftermarket companies.

PaineWebber

In general, the auto parts companies are coming to terms
with diminishing secular earnings growth. Undil the past 12
to 18 months, investors wete unwilling to admit that after-
matket companies would not return to the robust growth
rates of the 1970s, and stock prices consequently were unteal-
istically high.-During the past year ot so, stock prices have
generally declined relative fo:the matket so that all of the
companies we monitor now appear about faitty valued on the
PaineWebber Equity Valuation Model.

Future: Acquisitions and more stock buybacks

Most of the companies we follow are good cash generators,
and several would like to make:modest acquisitions in the
auto patts industry. Most of the managements do not see
their companies as multi-industry companies and hence are
unwilling to stray fat from the businesses they know that
they know how to manage. However, managements are also
well aware of the fundamental problems in the industry and
would only consider an acquisition if it provided an unusu-
ally good fit with existing business and?or the acquiree were
a “steal.” Therefore, stock buyback provides an excellent al-
ternative use of cash. Particularly good candidates for further
shate repurchase ate Genuine Parss:and Dana, both with over
50 million shares outstanding. These companies, unlike most
of the other parts companies, have enough shates in float, so
a buyback would not significantly reduce their liquidity.
Genuine Parts is currently in the process of a 4 million share
tepurchase progtam, while Dana is currently buying back 5
million of its shates. Federa/-Mogui has.tepurchased 700,000
shares in a 1 million share buyback.

Food and household products

The packaged food industry is.large and stable, with moder-
ate underlying real growth of 1-2%. It is also very profitable
with ROAs averaging about 25% . Excess cash is generated by
most companies, and balance sheets are generally very
strong. The high financial returns are a function of competi-
tive patterns in the industry. Competition is at the product
line ot segment level, i.c., breakfast cereal, salad dressing,
dry dog food, etc., and typically three ot four large compan-
ies dominate each of these categories. Competition is stable
because new entrants ate vety rare. Competitive “pecking or-
ders” were established yeats ago; most of the players “know
theit place’ and pricing tends 1o be vety *‘statesmanlike.”
Advertising and merchandising—not price cutting—are the
main marketing tools. Each major packaged food company
has its own unique portfolio of these branded franchises,
which some industry observers.refer to as “‘cash machines.”

While there has been considerable-industty consolidation in
recent years, competition at the subsegment level has not
changed all that much during the last 30 years. In the 1950s,
population and household formation growth rates were dou-
ble those of today, so the food and household product com-
panies spent the bulk of their cash flow in capital expendi-
tures (additional plant capacity) and expanding marketing
budgets. Acquisitions played a diminished role in the 1950s
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and were used primarily to fill in voids in existing product
lines. With slower household formation duting the 1960s
and 1970s many food company managements diversified ex-
tensively outside of the basic food business in an effort to
“juice up” the overall corporate growth rates. The stracegic
concept was that the excess funds generaced by the slow
growing food opetations couid be deployed in other busi-
nesses with supposedly higher growth rates. This acquisition-
oriented strategy worked for a while for a number of com-
panies, but by the late 1970s managements began to have
second thoughts. Eaenings problems arose in many non-food
operations, reducing both overall corporate growth and fi-
nancial teturns. In the early 19805 a new strategic game plan
started to emetge which we call *“back to the basics.” This
strategy involved selling off (redeploying) non-food assets
and concentrating efforts back on the basic packaged food
business.

The sea change in strategic direction appears to have begun
in mid-1980 when Donald P. Kelly, Chairman of Esmark,
Inc., announced large-scale divestitures of non-food assets
together with the repurchasc of about 50% of the company'’s
outstanding shares. These moves tesulted in a doubling of
Esmark’s stock price, which apparently attracted the atten-
tion of top management in many other food companies.
Upon closer examination, this concept proved to be a rela-
tively low-risk way to increase earnings per share, raise return
on equity by leveraging underleveraged balance sheets, and
enhance shareholder’s value. Not coincidentally, the food
group has significantly outperformed the matket from 1981
through 1985.

Mariy companies have adopted this strategy in one form or
another. Norton Simon, Inc. sold off 2 number of nonconsu-
mer assets and bought in considerable quantities of stock be-
fore being acquired by Esmark in 1983. Carnation had been
using excess cash flow to reputchase stock befote being ac-
quired by Nestle. Both Nabisco Brands and General Foods
had been divesting non-core assets and buying back stock be-
fote their acquiisition by R.J. Reynolds and Phillip Morris, te-
spectively. The Beatrice Companies began a major asset rede-
ploymeat program eatly in 1983 and bought in over 11
million common shates. This strategy was reversed with'the
putchase of Esmark in August 1984. The completion of the
proposed offer to purchase Béatrice by Kohlberg, Kravis, Ro-
berts & Company probably will result in a massive corporate
restructuring orchestrated by guess who—Donald P. Kelly.

H.J. Heinz and Sara Lee have been buying material amounts
of stock since carly 1983. Kedogg also significantly reduced
its outstanding shares through a large repurchase. Borden
has been a seller of assets and a buyer of its own stock for sev-
cral years, Ralston Purina embarked upon a major asset tede-
ployment program in 1982, and to date the board has dutho-
tized the repurchase of 39.7 million common shares.
Additional latge divestments and share buybacks are distinct
possibilities over the next several years, In recent years
Quaker Qats has been divesting underperforming assets, and
in 1985 the Board authorized the purchase of 3.0 million
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shares. During 1985 General Mills underwent a major corpo-
tate restructuring that involved the sale of a number of un-
derperforming properties and the spin-off of its fashion
(Crystal Brands) and toy (Kenner-Parker) operations in No-
vember 1985, The result is a coripany that is a relatively pure
packaged food and restaurant operation with a much more
stable and predictable eatnings base and a ROE in the 20-
30% range.

This “back to basics” philosophy can also be seen in the cos-
metics industty with Avon Producss' sale of Mallinckrodt
specialty chemical company. Despite its good performance
since Avon putchased it in May, 1982, Mallinckrodt was clas-
sified as non-core (in contrast to Avon's beauty business) and
was tecently sold for $675 million. (The deal should be con-
summated by March 1986.)

The Reagan administration’s relaxed antitrust stance has also
fostered industry consolidation, Cash from the divestiture of
non-core businesses can also be used to acquire companies in
one’s basic business. Corpordtions have a window of oppor-
tunity to acquire leading branded products in the United
States. For example, when Procter & Gamble was forced to
divest Clorox Co. in 1968, it was impossible to acquire a
leading branded product. Most major.acquisitions in 1985
(R.J. Reynolds/Nabisco, Phillip Morris/General Foods,
Nestle/Carnation) have involved:not only leading brands,
but also the dominant players in-each respective product cat-
egory. This could cause further-consolidation in the house-
hold product and food industries over the next two years in
auticipation of 2 pro-antitrust administration in 1988,

An example of where the “back-to-basics” philosophy could
continue to run its coutse and generate increased shareholder
value is Dars & Kraft, an asset rich company whose undetly-
ing values appear to be well in excess of the cuttent stock
price. Since 1980, Dart & Kiraft has been divesting itself of
propertics not refated to its core food and consumer products
businesses. Operations with sales in excess of $1.1 billion and
net assets of $600 million have been sold. Kraft Intetnational
and U.8. Food service opetations have been restructured and
reorganized, During 1984 the company tepurchased about
13% of its common shates outstanding. Dart & Kraft has.a
low ratio of long-term debt to total capital (15.6%), and 2
number of non-food operations, including Tupperware,
Duracell, Wilsonart, West Bend housewares and Hobart
kitchen equipment. By divesting itself of these businesses
(which will comptise an estimated 33% of 1986 operating
profit) the company could generate $2.4-2.7 billion net of
taxes (see Table 11 for valuation details). In addition, we esti-
mate thac Dart & Kraft's pension fund is probably $500 mil-
lion overfunded using realistic assumed rates of teturn. Add-
ing this to an estimated $700 million in cash and short-term
investments at the end of 1985, Dart & Kraft would be left
with $3.6-3.8 billion with which to buy back stock or make
an acquisition in the food area, moves the financial commu:
nity is likely to view positively.
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‘Table 12 shows how dramatically Dast & Krafi could boost
EPS by using $3.6 billion to buy back stock, although we be-
lieve the use of proceeds for a food acquisition would also be
viewed very favotably, Management has indicated no-inten.
tion to follow the steps discussed here. Nonctheless, the vai-
ues.are there, making the stock attractive.

The underlying trend of ““back to basics” is very strong:be-
cause it has succeeded in taising stock prices. If companies re-
vert to diversification policies, investors would once again be-
come disenchanted and stock multiples'would suffer.
Corporate managets do notwan this to Happen, especiaily
in light of the danger posed by corporate taiders. This leads
to an-obvious conclusion that consolidation will become even
stronger in the future; buying related companies is generally
viewed favorably. Moreover, as ptice/earnings ratios rise,
shate tepurchase programs become less attractive, Conse-
quently these companies will have to use excess cash flow to

, buy related houschold product and food companies. Finally,
and probably most important, there is a scarcity of strong,

Table 10
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branded franchises on the shelf. To be competitive one must
own a leading brand. Therefore, the price and competition
for these public.companies are likely to increase over the next
two or three years. Years down the road, when consolidation
runs its course, these companies will accelerate their dividend
bayout ratios to deplete excess cash.

Media

Most media companies are cash generators and face the ques-
tion of how to teinvest this cash effectively. In general, the
group has vety favorable chatacteristics: zero foreign compe-
tition, relatively good pricing power (although long-term
growth may be slower than the consensus currently believes,
which could diminish the pricing outlook) and low cyclicality,

These characteristics caused media to be among the first in-
dustties to testructure—largely via mergers and leveraged
buyouts. Five of the largest twenty LBOs in the period 1979-
84 were in media. Despite what seemed like the most actrac-

Estimated leveraged buyout valucs for selected food companies

I msllions of doflars, excepn per share data

Dart & Keat Quaker Oats
1986 EBIT of $1,116 million x 8 $8,928 1986 EBIT of $392 million x 8 y $3.136
Plus: Cash 700 Plus: Cash 100
Overfunded pension fund 500 Overfunded pension
$10,128 fund 100
Less: Totat debt mil 680 $3.336
Less: Total debe msif . 10
Net value mif $9,448 * ) ol debum 210
Number of shates outstanding s/ 145 Net value mif $3,026
Number of shares outstanding ms/ 377
Pershare  65.00 Pershare  $80.25
Current matket price $40% per share Current matket price $56Yz pet share
General Milts Raiston Patina
1986 EBIT of $425 miltion x 8 $3,400 1986 EBIT* of $525 miltion x 8 $4,200
Plus: Overfunded pension fund 100 Plus: Estimated proceeds from
$3,500 sale of agri products 650
3 T * il & Estimated proceeds from
Less: ‘otal debt* mif 75 sale of Van Camp 200
Net value mil $3.025 Estimated proceeds from
Number of shares outstanding mi/ 44.5 sale of Soy Isolates 250
Pershare  $68.00 Cash 500
Current market price $58 per shate Excess pension fund assets 160
*Estimated as of $/31/86. $5.960
Less: Total debt msf 925
Net value $5.035
Number of shates outstanding mif 75.2

Pershare  $67.00
Current market ptice $47%s per share

*Hstimated eammings for Consumer Products, Continental Baking and residual
intesests in sestaurants and Keystone.
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Table 11
Dart and Kraft divestiture of non-food segments
Dollars in millions, 19868

PainéWebber

Estimated  Sale P/E Sale Net
Opoerating Net  loag-term ratios? gross. ldeptifisble  Gainon Tax on Net roceeds
~ peofit__ income’ _ growth rate rangs  procecds assets Sale gain® galn  from sale
Tupperware $1320  $725 5-10% 13 $943 $500 $443 $148 $295 $795
o
16 1,160 660 220 440 940
Duracell 112.0 61.5 15-20 13 923
o
17 1,046,
$1,061 830 231 77 154 984
0
1,196 366 122 244 1,074
West Bend
and other 21 115 8-10% 12 138
to
13 150,
Hobart 48 26.4 8-10% 12 317
o
13 343 \ .
[ $627 560 67 2 4 605
0
678 18 39 79 639
Wilsonare 47 5.8 8-10% 12 310
[
13 333,
Total act proceeds from divestitures: $2,384 10 82,653
! Assumes 45, 1%: tax mate.
Based on premiuins to S&P 400 (1986E 5&P 400 P/E = (0/3).
SAssumes an avetage 33%tax on geins on sale.
Tble 12 cently, cellular phone nétworkshave been among the capital-

Dart and Keaft impact on estimated 1986 EPS of
divestiture and stock buy-back
Dollars in millions, except for per share data

With
divestitures
Withoot and stock x
» divess buy-back. Change
Net from food products $354.3 $354.3
Net from operations to
be divested 197.7 0.0
Net intetest income on
cash not uscd-for
dividends 00 66
Total net income $552.0 $360.9 (34.6)%
Shaces outstanding ma/ 145.4 60.2 (58.6)%
EPS $3.80 $6.00 57.9

Computation of aumber of shares to be reputchased:
$3.6 biltion/$42.29 per share = 83.2 million shares.

tive LBO characteristics available and an imptoved interest
rate environment, we are secing some early signs of
problems—Harte-Hanks Communications issuing $400 mil-
lion in debt, probably to cover cash flow problems; possible
cash flow problems at Arcata; and probable asset sales at
Storer Communications.

Histotically media companics have used excess cash flow to
acquire capital-intensive media companics, mostly in the ca-
ble and computct-based delivety systems businesses. Re-

intensive industries into-which media companies have
moved. Acquisitions in this atea aré likely to continue, but
would be much less attragtive under proposed-tax law revi-
sions that would change the Investment Tax Credit and de-
preciation allowances, Acquisitionsbased expansion tradi-
tionally took place within one industry. However, cross
industry acquisitions within the media sector.are increasingly
likely because all media industries are now being valued by
the stock market on the same basis; discounted future cash
flows. Media companies also prefer media acquisitions for
both synergistic and defensive reasons: if a medium is in
jeopardy most likely it will be from a threat by another me-
dium, new or old, with similar matkets.

The media industry is very far along in spinning off vertically
integrated divisions, such as forest products, which are below
average petformers. Times Mirror is.contemplating a timber
trust, for example. While there is potential for léveraged
buyouts to continue in the media industry, most have been
completed and some completed LBOs are showing signs of
cash flow problems. A major difficulty has been weak pricing
in competitive, national—as distinct from local—matkets so
that in effect real interest rates have been higher than ex-
pected despite the recent bull matket in bonds.

Industry consolidation is likely to continue with more deals
of the Capisal Cities/ ABC type. General Electric/RCA is




[image: image22.png]22

probably in the best cash position to do so while CBS cer-
tainly desires to do so. The purchase of group broadcasters
provides economies of scale, both by selling advertising
actoss many markets in one sttoke and by providing cheaper
programming to stations. Group broadcastets which:could be
acquired are Rollsns, Heritage and Tafs. Burthese-and other
broadcasting properties are very expensive, and possible ac-
quisitors are probably waiting for priges to decline, Therefore
merget activity is likely to shift to the'print industry during
the next year ot two. High stock prices have also increased
the likelihood of IPOs by private firms, in some cases undo-
ing LBOs.

Retailers

Restructuring in the tetailing industry has been relatively
limited. Howevet, Macy 's leveraged buyout has focused in-
vestoss' attention on other potential restructuting candidates
in the industty. Over the last several years most of the re-
structuring in the industry has taken the form of selling less
profitable divisions, but investors ate currently focusing on
the undervaluation of tetailets’ real estate holdings, reflect-
ing rapid store expansion during the 1960s and 1970s. The
major depattment:stotes and generat merchandise chains
find themselves facing few untapped markets and losing
market share to specialty retailers. On the other hand the
specialty retailets have formats with growth potential and in
need of real estate or “shelf space.” As a result many tradi-
tional retailers have been acquiting more rapidly growing
specialty retailers, Both K mart and Associated Dry Goods,
for example, have acquired specialty retailers during the last
few years. Statistically, according to our EBIT (eatnings be-
fore interest and taxes) screen, there are several LBO candi-
dates among the major tetailets including Sears, Roebuck, K
imart, Penney and Woolworth (see Table 13). Another possi-
bility is asset sales. Aied Stores, fot example, is hoping to
sell five shopping centers for $500 million. Characteristics
that make these companies attractive as restructuring candi-
dates include:

® Untealized real estate values. Because most traditional re-
tailers have not expanded tapidly since the 1970s, real es-
tate values are understated on the balance shect. Particu-
lasly ateractive ate tetail sites in utban ateas that would be
suitable for other commercial use such as office space.
However, most major tetailers are predominantly mall-
based, limiting alternate uses for that space, The majority
of space is also leased, limiting the potential for sale/
leaseback financings.

.

Consumer franchise. Retailers have built up consumer loy-
alty. Sears, for example, has a strong franchise in durable
goods as consumets perceive their house brands as provid-
ing value.

Many retailers could benefit from selling less profitable
businesses.

The most likely restructuring candidate among the retailers
we follow is Seats, Roebuck. There is significant undetlying
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value, and new management appears to have the desite to re-
alize that value sooner rather than later. The most significant
change at:Sears will take place at the outset of 1986 when
Edward Brerinan beconies chairman and chief executive offi-
cer. Mr. Brennan made significant changes while head of
Sears’ merchandising group, closing 150 stotes whereas only
5 were closed in.the priot ten yeats. He probably will con-
tinue to be an instrument for change in his new role. Re-
structuring would make sense for Sears because the market
currently values Seats.at less than the sum of its parts (see Ta-
ble 14). By valuirig each of the various segments of Sears in
{ine with what their peet groups ate capitalized at in the
market we arrive at a total of $52 pet share compared to
Sears’ cutrent stock price of about $40. Including the value
of the real estate our estimate of Seats’ market value per
share is $64-66. Specific steps that could be taken to realize
some of that value include:

* Sale/leaseback of the Seats’ Tower. The tower is carried on
the books for $200-300 million and the current market
value is $1.2 biltion.

Sears owns 437 of its 796 stores, Less profitable stores
could be closed and would generate capital gains of about
$10 million, Sears has been consistently closing matgina!
stores during the last several years so we estimate about
only 10% of owned stotes might fall in the marginal cate-
goty. : ’

As the Store of the Future renovations wind down mer-
chandising should be generating cash which could also be
used to repurchase shares.

.

Sears will be opening at least 115 smaller stores per yeat in
communities with populations under 100,000. Conse-
quently acquisition of another retailer for real estate pur-
poses wouild make sense as aless costly way to expand.

Specialty resailers

Specialty retail companies have been able to gain macket
share from general metchants because of their ability to offer
a limited selection with value-added via better prices, cus-
tomer service, selection ot any combination thereof. The
emergence of the large specialty store chain is a relatively re-
cent phenomenon, with the large quasi-national chains in
evidence today, such as The Limited, Toys R Us, Tandly, Kin-
ney Shoe Stores (Woolworth) and Walden Books (K mart),
emerging from stage two to stage three of their growth cycle
during the late 1970s (see Table 15).

Economies of scale. The force driving the specialty chains’
growth is economy of scale. Fixed corporate ovethead
expenses—e.g., merchandise buyers, computetized inven-
tory and financial controls and all other central management
and personnel expenses—become a smaller and smatler per-
cent of sales as multiple stotes divide the expenses between
them. Because retailing is not capital intensive, return on as-
sets is high, and once a chain reaches a critical mass, cash
flow is positive and can support rapid unit expansion or latge
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‘r‘ F Lﬁ;l(‘)licrecn for retailers

Dollors in millions
Stated price/
Earniag power x 8' Mkt capitaizations? Debt/ book value
Company 1/13 price minus long:term debt column t equity 1984
Macy's’ $3658 1.00° 14.0% 3.0°
Allied Stores ($67'2) 2347 0.68 38.0 1.2
Associated Dty Goods ($38%4) 2090 0.73 34.0 13
Carter Hawley Hale ($27%4) 731 0.74 85.0 1.6
Dayton Hudson ($42'2) 3860 1.07 43.0 2.2
Federated ($66Y%4) 4466 0.73 28.0 1.3
May ($617s) 2957 0.90 41.0 19
Mercantile ($75%) 1282 0.87 28.0 L6
J.C. Penney ($56':) 6515 0.65 55.0 0.9
K mait ($33%4) 6393 0.66 93.0 1.2
Wootworth ($39%) 2414 .79 35.0 1.6
Sears ($§37%4) 26,436 0.52 87.0 L3
"Pretax catnings plus intetest.
Based on 1715 closing prices.
*Assumes scock price of $68 for Macy's.
Table 14
Possible restructuring of Sears
Book value  Market valuc
per share per sharc
L4 PP estimate Reason
Meschandising $15.29 $23.00 1.5 x book value; K mart cutrently selling at 1.5 x book value,
Ul ‘ Allstate 1.20 19.00 L7 x book value; Fiteman’s Fund IPO sold at 1.2 x book and the
" stock is currently ac 1.5 x . Ohio Casualty cutrently selling ac 1.6 x
12/31/84 book.
Scars Credit Division 319 6.85 Comparable industry stocks sclling at 10 x camings. Our 1985
forecast is $265 million.
Dean Witter Fin'l Svcs. Group 2.59 4.10 1.6 x book value, below that of most brokers,
Coldwell Banker 1.42 4.10 Subjective estimate of $2.75 per shate for operating franchise and
$1.35 per share for capital gains on real estate,
Sears World Trade Q.12 0.14
Parent (4.33) 4.33)
Real Estate — 10.70 437 stotes at $10 million capital gain (pretax) cach plus $1 billion for
_— _ Sears Tower.
Toul $29.48 $63.56 I
i
payouts to investors. Thus, the specialty retail industry dis- gory 3, which encompasses a wide range of companies in
plays the following characteristics: terms of size, profitability and growth prospects. Companies

that are now truly national, with slowing unit growth poten-

* High on 1o cnt—ROE at cyclical lows ately tial, such as Tandy, ate most likely to be departing from their

sinks 10%. rowth pattern of the tecent past, Tandy is particulacly in-
. growth p !
* Economics of scalc that encourage new unit expansion, triguing because of its tremendous potential cash flow in the i
bal future which poses challenging teinvestment decisions. A rel- b
* Swong sheets. atively mature company like Tandy has low capital needs and i
¢ Few wruly national companies—most still developing a large incoming cash flows over the next several yeats.

consumer franchise. Tandy's projected cash flow. We estimate thac Tandy will
‘J‘ . ¢ Consolidating and highly competitive industry. generate $1.2 billion in cash over the next five years after ac-
K - . . . counting for repayment of debt and capital expenditures but
Excess cash flow after initial build-up of uaits. before cash uscg i{\ operations. Because Tandy buys most of
We have identificd four stages of growth in Table 15, cach its inventory outright, we have accounted for another $600
with a diffcrent set of financial parameters and consider- million used to finance inventories over the next five years.
ations. Most publicly traded specialty retailers fall into cate-

¥
i
i
i
|
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Table 15
Growth phases of specialty retailers
Companics Characteristics n Options
Stage t
Private, self financing ® Stay ptivate
* Go public and increase unit growth
Stage 2
Small significant growth * Raise equity at fow cost (high P/E)
potential cash user ® Leverage and increase unit expansion
Economies of scale not yet achieved * Sell out to larger company
Stage 3
Chatming Shoppes Large store base but far ® Invest in unit-¢xpansion
Limited from mature
ToysR Us Emerging consumer franchise + Stop growing-and go private
Excess cash
Stage 4
Tandy Approaching maturity in unit expansion Repurchase stock
McDonald's Strong consumer franchise nvest in telated businesses

Excess cash

This leaves an estimated net cash flow after all outlays of
$600 million, a debt/equity ratio at the end of the period of
5%, and 2 return on equity of an estimated 18% (assuming
cash is invested at 2 5% after tax rate).

Management has said that it does not want to make any ac-
quisitions for a pricc above book value, which severcly limits
the-company's opportunitics. It is mote likely that Tandy will
find a book-value-price in a ptivate company ot in a division
of a larger company than in an independent public company
where favorable prospects for the future are discounted in
the stock price. Tandy could follow the route of many other
retailers and go into financial setvices, ot it could pursue
more opportunitics to integrate its cxisting businesses back-
watd, such as entering computer software development ot in-
creasing the percent of its hardware which is self-
manufactured. Tandy could also enter related recail busi-
nesses such as video and andio softwate. The company does
have.over 2,000 franchised stores or dealer stores which it
putchases whenever the opportunity arises. The 1,200 com-
pany owned stotes and 825 dealer/ franchised stores abroad
have been a drag on earnings over the past several years;
Tandy should exit Eutope and perhaps Asia if at all possible.

.
.

* Diversify
o Make acquisitions

* Sell unprofitable assets

Tandy stock buyback. Because thete may be few business op-
portunities offering rates of return compatable to what Tandy
can earn on its own business, at an opporturne time in the fu-
tuze Tandy could borrow against future cash flow to repur-
chase stock, thereby locking in a price. At a price of $45 per
share, a stock buyback currently would be antidilutive and
would raisc Tandy’s projected ROE to above 40% on calen-
dar 1986 carnings, assuming 2 $600 million tender offer.
Management has publicly expressed a willingness, although
not an intention, to take the company’s net worth down o
$500 million through stock repurchases. The company ended
the fiscal 1986 year on June 30 with a net worth of $1.063
billion.

Lee S. Isgur

Ann C. Knight
Linda T. Kristiansen
Eric ). Larson
Margo F. McGlade
J. Kendrick Noble
Roger W. Spencer
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Industry restruceuring—beginning or ending?

74 no other sector has restructuring been more sweeping than
in cnergy. The seeds of dramatic change were planted inthe
decade 1972-81, when domestic oil prices rose from $3 to

$35 per barrel and natural gas ptices jumped from $0.19 to
$2.46 per Mcf. During this period of rapid earnings growth
and spectacular stock matket performance, a major change
occurred in the economics of the industry: Enetgy demand ©
peaked and then began to decline. Mote impottant, demand:
for energy was “uncoupled” from OECD economic'gtowth:
because the service sector of the worldwide economy out-

paced overall cconomic growth, and conservation measures.. *
reduced demand from the industrial sector. Managemenis re-
sponded to the changing envitonment by dlvcmfymg out of
energy, but most of these cfforts failed. The  major. mtegmtcd
companies expanded their chemicat chenical’ busmesm dra.. .
matically, and several companies acquired mining:compahnies :
(Arco-St. Joe Minetals, Sohio-Kennecott), de(mtmcnt SOt
(Mobil-Montgomery Ward), or industrial companiés:(Exvon-

Reliance), The basic businesses-of oil and gas prodictioniand’ .

tefined product sale also requncd massive capitil. expcndl- :
tutes to insure future earnings growth, Among the'inte- .
grated and production compames caplul spending:focused”’
on explotation. Oil service companies expanded assat bases
dramatically. during this period as:demand for exploration...
equipment and services overwhelmed supply. In general, the
energy industry scemed to have adequate investment oppot-
tunities.in its basic business to generate future camings
growth,

These conditions changed tadically when oil prices began 0
fall in 1982. The industry awoke to a new era, one in which
the established long-term strategies of exploration and diver-
sification had little effect on stock prices. Stock prices of the
major companies fell to a level where oil and gas reserves
wete valued at $4-5 per barrel, well below average finding
costs of $10-12 per battel. This disparity created the opportu-
nity for corporate raidets to take advantage of strong balance
sheets, undervalued assets and managements’ indifference to
stockholders. As raid after taid occurred, the industry began
a giant downsizing program aimed at eliminating unproduc-
tive assets and realizing underlying value for the benefit of
sharcholders. Exploration programs were reduced, assets were
sold and the industty became a net generator of capital.

Restructuring of the majors: The easy part is over

Qil industry restructuring has gone through two distinct
phases over the last few years, with takeovers and buyouts of
Gulf, Getty, Marathon, Cities Service and GAO being phase
1(1982—carly 1984), and the going concern changes at
Arco, Unocal and Phillips being phase 2 (carly 1984—
present), Phase 1 seemed to be simply grabbing bacrels for
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Energy

$5 rather than drilling at $10-15 per bbl. Restructuting was a
new theme and stock prices were still very cheap.

By carly 1985 ol stocks had posted two years of good relative
performance and many candidates were gone. Companies
wrned to aggressive defenses to avoid the clutches of Boone
Pickens and other catalysts for change. Rather than isk a

‘takeover, companies were piling up debt, buying back stock,

wiiting off assets and reducing employees. “Downsizing”
and “'rationalization" were the buzzwords, but the result
was the same: increases.in stock prices despite deteriorating
industry fundamentals,

MUCh of the industry’s restructuring is now behind us. Survi-

+~vors:have installed elaborace takeover defenses, all ccmpamcs

have cut’ costs,many have repurchased shares and stock prices
areat the:loftiest levelsin four years. The number of poten-

: tia) acquirers Has dwindled-and companies have leveraged up

the balance sheets: Muich of what can be done has been
done. Future oil industry restmcturmg is likely to be charac-

‘tenzed\more by-“surgical fine'tuning” than “freight train

upheaval,” Continued but smaller share repurchases, modest

futthér-employee cuts, and wite-offs ate probable, but gen-
erally. i

f the magnitude of the last two yeats. However, if
oilprices fall by several dollass per barrel, compamcs may
theég; 80 thmugh anocher wave of cost cutting or significant
downsizini.

Inyestors have comé'to éxpeat ongoing rationalization, and it
may e more difficult to-make money from anticipating re-
structurings. For example, Kerr-McGae recently rallied on
the hews:of an-¢xtra 159 shate repurchase, then fell back to
whare it was just priot to the news. Sohio is selling below its
1985 high, despite thie recant write-off announcement. In
1986 and beyond it may ibe more useful to select oil invest-
mentson the badis of earhings, cash flow and the il price
outlook than to try:to-anticipate the next major restruc.
turing.

One wild card we would watch for is the possible use of mas-
tet limited partnerships (MLPs).as acquisition vehicles—
offensive rather than defensive-weapons. Their proliferation
could provide *“cheap cutsency” to buy barrels of oil rather
than to drill for it. In a miore conventional fashion, Sohio
and Chevron appeat to offet the most restructucing potential
in the next one to two.years.

Sohio: The domestic oil company offering
the greatest restructuning potential

Although all of the domestic oil companies have done some
testructuring over the last two years, Sohio is onc of the few
still in a position-to take dramatic steps that could affect its
stock price. The stage was set this past fall when Brisish

Petrolenm, which owns 5% of Sohio, atranged a $6.5 bil-
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lion line of credit. That action appeared to be a catalyst that
sputted-Sohio to announce a $1.15 billion asset write-off. So-
hio's earnings performance has lagged other major domestic
oils in 1985, and we believe the company is under pressure
by outside shareholdets, as well as British Petroleum, to en-
hance shareholder value.

Table 16
SOHIO~Caurrent estimates and
proposed restructuring

Proposed %
Cutrent _ restructuring change

1986 EPS $6.25 $7.85 +26%
1986 CFFO/share 15.75 18.0 +14
Dividend 2.80 4.00 +43
Breakup value/share 77.00 82.00 +6
BOE* per share 12.18 15.24 +25
Debt % capital 36% 55% .
+23

*Basrels of ol equivalenc

Sohio could-slash capital spending from $2.6 billion in 1985
to $1.5 billion in 1986, borrow $2.3 billion, generate $500
million in cash by divesting Kennecott, buy in 20% of the
outstanding shares, and raise the dividend from $2.80 to
$4.00. Our calculations, shown in Table 16, suggest that
these changes would raise EPS and other valuation parame-
ters by over 20%. Although restructured oils with highet
debt ratios sell at multiple discounts to nonrestructuted oils,
a major restructuring could still boost the stack ptice to $60,
much as occurred with Arco stock in 1983 after a restruc-
turing was-announced. The major potential obstacle is a fall
in oil prices; management could be ctiticized fot initiating a
restructuring in the midst of an oil price collapse. But in the
spring, when oil prices should have settled out at some lower
level and the stock has fallen back below $50, this move
could be very well advised.

Chevron: Share repurchases probable in early 1987

All oil companies confront a lack of conventional investment
oppottunities, but Chevron is distinguished by two other at-
tributes that make 2 major share repurchase likely next year:
The company generates substantial excess cash from opera-
tions, and management believes that the traditional 10%
debt ratio is too conservative. Assuming that ol prices stabi-
lize in the $20-22 range over the next year Chevron could
generate over $1.0 billion in excess cash (befote debt repay-
ment). Since debt tepayment needs are the major impedi-
ment to buying stock, the critical variable over the next sev-
eral months is the debt ratio with which management will
feel comfortable over a sustained period. Currently members
of senior management suggest that a debt to total capital ra-
tio near 30% would be acceptable, compared to just under
39% at year-end 1985. Without further major asset sales, a
30% debt ratio is attainable by late 1986.
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Until che debt ratio is reduced by several percentage points
Chevron is unlikely to tepurchase stock except on a modest
scale. But once management reaches its debt tatget Chevron
could—depending on major factors such as capital spending,
oil prices and the company'’s stock price—-fund repurchases
of 5-10% annually over the balance of the decade.

Natural gas: The restructuting boom continues

The U.S. natural gas industry was botn in the 1920s to ex-
ploit cheap and plentiful gas finds associated with oil explo-
ration. Gas sales and pipeline construction expanded rapidly
through the 1960s, based on cheap price-controlled gas sup-
plies. Demand peaked in 1972, and the first phase of indus-
tty contraction began in 1976 because price controls led to
supply shortages which significantly and-permanently te-
duced volume. The second phase of industry contraction be-
gan in 1978 with the statt of gradual gas price decontrol un-
der the natural gas policy act (NGPA) of 1978. Wellhead
natural gas prices rose from $0.19/Mcf in 1972 t0 $2.46 in
1982 while U.S. consumption féll from 22.7 Tcf in 1972 to
18 Tcf in 1982. This contraction in demand appeats perma-
nent; we project only 1% annual secular growth and negligi-
ble earnings growth for pipeline operations.

The sluggish growth outlook has led to an imporeant in-
dustrywide disparity between stock market valuation of pipe-
line equities and theit values, usually realized only in take- t
overs, as determined by their cash flows. The pipeline
industry’s large depreciable capital base-makes it a major
cash generator with unusually large and stable cash flows—
typically two to three times carnings. In addition there is
value to the pipelines’ irreplaceable franchise—hundreds of
thousands of miles of pipe connecting gas production to
burnertips in a nationwide network. Yet the sub-matket
earnings growth outlook that we project, coupled with grow-
ing uncertainty about the future of the industry, have led
pipeline stocks to trade at sub-market multiples of earnings.

The case for resiructuring

These economic trends create major opportunities for indus-
try restructuring. The dominant theme is for companies to
stop spending money in a traditional quest for EPS growth
via diversification and to employ vatious means of liquida-
tion to increase shareholder values. The sutplus of cash flow
and shortage of attractive investment opportunities in the
pipelines’ basic business and even closely allied activities—of
which exploration and production (E&P) is typically the most
attractive—suggest that shareholders are unlikely to be re-
warded with appropriate risk premiums if their cash is rein-
vested within the corporations.

The key issue is whether the pipelines face only a temporary

hiatus in earnings growth or whether instead opportunities {
for carning ateractive retutns on capital have been forever
compromised. We doubt that the basic business of pipelin-
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ing will ever again be as profitable as it was in.the period
1920-82. The national gas pipeline infrastructure is largely
complete; it needs only mainienance and occasional infill.
Of diversified activities only E&P appears to offer, for many
companies, long-term investment opportunities that justify
retaining shareholders’ funds and then only in judicious,
well-managed operations. Some individual company opeta-
tions also promise renewed profits long-term—perhaps
Sonat's deep water tigs or Texas Eastern's Eastman Whipstock
in oil setvice.

Techniques for realizing values

‘To date the principal means for realizing pipeline values has
been takeovers. However, there has also been some voluntary
testructuring, mainly involving spin-offs of propertics either
as corporate entitics or partnerships. In a few cases, though
not the majotity, these can be interpreted as measures to de-
fend against potential hostile takeovess. Pipelines takeovers
have boomed since 1982. (Table 17 lists past pipeline take-
overs.) In 1982-83 most buyers of the latger pipelines came
from outside the industry though some, like CSX and
Burlington Northern, wete in broadly similar businesses. Key
motives for these Phase 1 takeovers were:

 Pipeline takeovers were self financing and anti-dilutive on
cash flow due to the above mentioned large cash flows.

+ Pipclines gave buyers (themselves in slow growth indus-
tries such as railroads) a stake in the energy business,
which they belicved would at least offer a positive growth
1ate.

* The 1982 round of takeovers tended to be anti-dilutive on
earnings because stock prices for pipelines were extraoedi-
narily depressed from 1982 through much of 1983.

In 198485 pipelines themselves were the principal buyers.
Reasons included:

 Sttong cash-flows continucd to make pipeline buys seif-
financing. Lower intetest rates helped the arithmetic.

# Pipelines lacked other uscs for their own cash. The last
segments of construction for the U.S. pipeline network—
tie-ins to new producing arcas in the Rockies and the
Gulf—were completed in the early 1980s. Alternate in-
vestments.in diversifications such as oil and gas explora-
tion were made less attractive by the uncereain oil price
outlook,

Acquisitions began to scem the only route to unit volume
growth (i.c., real growth) as management orthodoxy
shifted to a low-growth view of U.S. nawral gas sales, de-
mand and profits.

Acquisitions also scemed a route to margin expansion via
“synergy” in an environment of industry consolidation.
Gas pipelines” roles have shifted partially from wholesalers
to transporters over the past two years and therefore new
business imperatives have come to the fore such as secut-
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ing desitable market outlets and (less important) supply
soutees,

* Increasingly, the only way to sustain ROEs near historic
upper-teens levels scemed to be higher corporate leverage.
Diminishing Investment Tax Credits, low growth, bur-
geoning competition and declining nominal interest rates
{which pace regulated returris) il threaten pipeline ROEs.

Takeovers. Pipeline buyout prices have occurred mainly in
the range of 4-6'times trailing year cash flow and 1.3-2.2
times book value. (Takeover'values for past mergers are in Ta-
ble 18.) Book value is a legitimate constraint on values for
pipeline and distribution property buys because earnings
power is limited by book value under current regulatory re-
gimes. Higher prices canbe paid-for unregulated intrastate
properties because these can be written up and depreciated,
effectively increasing tax-sheltered cash flow. For oil and gas
properties prices.paid in recent acquisitions have averaged
$5-6/batrel equivalent.

Spin-offs. There have been two sorts of spin-offs in the pipe-
line industry. The fitst involves straightforward sale of distri-
bution companies by pipeline:parents and has been among
the most successful means of value creation in the annals of
corporate restructuting. The value added has been very real
because such spin-offs have forced local regulatots to allow
the spun off companies higher teturns in otder to susvive. In
most cases the regulators pteviously relied on a fat corporate
parent to subsidize distribution earnings. Examples include
American Natural Resources’ spin-off of its Wisconsin distri-
bution arm in the carly 1970s, followed by the spin-off of
Michigan Consolidated as Primark in 1982. In the same year
People’s Gas of Chicago spunvoff its intetstate pipeline and
unregulated subsidiaries to.create MidCon Inc. More re-
cendly, Columbiz Gas and HNG-InterNorth have created
value by spinning off distribution units.

The second and fanciet spin-off has involved cteation of mas-
ter limited partnerships by pipelines with sizeabie explora-
tion and production properties and second-stage spin-offs of
partnetship units to shareholders as dividend supplements.
This has added valuc by getting a larger portion of corporate
cash flows out from behind the bottom line and into useful
form for cquity holdets. Basically E&P cash flows, aug-
mented by government tax deductions available-to E&P part-
nerships, sustain the value of the partnership security. Thus
capitalized, the cash-created value can be sold. in the market-
place for cash when received as dividend by equity holders.
The resultant improved yield has helped angment stock val-
ues. Examples include Transco and Enserch.

Disttibution company spin-offs have generally traded accord-
ing to utility industry fundamentals, wherein security yield
and book value dominate. Master limited partnerships tend
to trade at a slight premium to the after-tax net present value
of oil and gas properties. However, the final value is sensitive
to cash yield, including tax benefits, and to the undetlying
cash flow available to support yield,
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Table 17
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Mergers and acquisitions involving FERC-tcgulated pipelines from 1982 to present

Acquired
Pacent Acquired macker
company pipelinc by state

Acquititions By nom-pipelines ——=-—r—rrsms e

Burlington Northern El 'Paso Natural Gas Co, 1982-83 AZ,CO, NM,
N OK, TX, UT,
Goodyear Tire & Celeron Corp. (included Mid Louisiana Gas Co., 1983 LA
Riibber Co. Louisiana Intrastate Gas Cotp., & Tuscaloosa Pipe line Co.)
CSX Corp ‘Texas Gas Transmission 1983 AR, CO, IL,
IN, KY, LA,
e MS. OH, OK.
- TN, TX
Williams Cos. Northwest Energy Co. 1983 CO. D, MN,
OR, UT. WA,
wyYy
Acquisitions by pipelinay ————————————n————e St
Northwest Baergy Co. Cities Setvice Gas (now Northwest Centrat Pipeline Corp.) 1982 CO, KS, MO,
NE, OK, TX,
wy
MidCon Corp. (Natural Missippi River Ttansmission Corp. 1983 AR, IL, LA,
Gas Pipeline) MO, OK, TX
Houston Nacural Gas (1) Transwesteta Pipeline Co. 1984 AZ.KS,NM
Cotp. (Houston Pipe OK, TX
Line Co.}
(2) Flotida Gas Transmission Co, 1984 AL, FL. LA,
MS, TX
MidCon Corp. (Natural Tatham Cotp. pipelines including Sugar Bowl Gas 1984 LA, TX
Gas PipeLine Co. of Corp. (renamed Acadian Gas Pipeline System), Pelican
Ametica) & Texas Oil Interstate Gas Corp. Bayou Interstate Pipeline Corp.,
& Gas Corp. West Lake Arthue Corp, and Tidal Transmission Co.
MidCon Corp. (Natural Conversion of 457 mille crude oil pipeline 1984 ™
Gas PipeLine Co. of (formetly Texoma Pipeline Co.) to natural gas service
Ametica), in conjusction 40 mile “ineerstate segment” owned by Natural Gas
with Thansok, lnc., Pipe Line Co. of America.
and Houston
Pipeline Co.
Coastal Corp. Ametican Natural Resources (ANR Pipetine Co., Great 1985 IL N, A,
(Colotado Interstate Lakes Gas Transmission Co.) (50%) KS. LA, MI,
Gas Co.) MO, OH, TN,
Wi, WY
IncerNorth, Inc. Houston Natural Gas Cotp. (Houston Pipeline Co.) 1985 TX, NM
(Northen Natural Gas Co.)
MidCon Corp. (Natural United Gas Pipe Line Co. 1985 ALFL, LA,
Gas Pipeline Co. of MAS, TX
Ametica)
‘Tenneco Corp. Mid-Louisiana Gas Co, Louisiana Intrastate Gas 1983 A
(Tennessee Gas Pipeline Co.) Corp., Tusealooss Pipeline Co. {from Goodyear Corp.)
Phillips Gas Pipetine Co. Conversion of 500 mile crude oil pipeline 1984 T
(fotmetly Scaway System) to nacural gas service
Future restructurings Sonat. Earnings and ROE ate ttending down., Sonat was

The key to adding value is bringing cash flows up to the
shareholder. For tegulated opetations this can be done in two
ways: selling out or buying in shares. With.the temporary ex-
ception of MidCon, pipclines—some of which are so liquid
they are vireually dissolving in surplus cash—have done little
in rerms of buying in shates. We project broader use of buy-
ins over the next sevetal years. Levetaged buyouts are inap-
propriate for most regulated companies because of heavy reg-
ulation.

awash in cash but aggtessive reinvestment in E&P and oil
service has sopped up the surplus and compelled fresh bor-
rowing. Litdle teturn is expected from these investments over
the next several years, but the company can be rapidly re-
turned o a cash surplus position by stopping this discretion-
ary investment. This makes the company a prime target for a
takeover, which is why Oscar Wyart has been buying shares
that he will finance via an offering of exchangeable securi-
ties.
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Toble 18
Gas utilities: Takeover valuation
Per share calculation
—=— Range of financeable buyout prices ~—. - -
Normatized Wi e el e
cash flow 3x of oxef  PW target act/cf value acvbk  ar2.2x bk
Natural gas pipclines
HNG-InterNorth Inc. $18.50  $74.00  $92.50 $111.00  $70.00 3.8% $40.72 L7% $89.58
Mitchell Encrgy 500 . 2000 25.00  30.00 om am 10.58 23.28
Pacific Lighting 1140 4560  57.00  68.40 am m 3507 77.15
Panhandle Eastera 1150 46,00 5750  69.00  43.00 42 3803 L3 8366
Seagull Energy 300 1200 . 1500 1800  22.00 7.3 10.56 2.1 23.23
Sonat, Inc. .00 4400  55.00  66.00  45.00 4.1 35.47 L3 78.03
“Texas Bastern Corp. 1200 4400 5500  66.00  s50.00 42 2011 L7 64.04
Transco Energy 2100 9098 11373 13648  70.00 33 34.63 20 7619
Williams Cos. 900 © 3600  45.00  34.00  40.00 44 343 L1 82.35
Acwal buyouts
Texas Gas ‘Transmission' 1135 4540 5675  68.10  52.00 4.6 37.10 4 8162
Northwest Pipeline’ 3.00 2000 . 2500 30.06  38.00 7.6 2077 14 4789
El Paso' 400 1600 20,00 2400 2400 6.0 10.83 2.2 23.83
American Natural Resources 1470 5880 7350 8820  65.00 44 32.04 20 7049
Houston Natural Gas 1000 4000 5000  60.00  70.00 70 3120 22 68.64
Celeton (10 TGT, figures in $MM)! 80.0 3200 400.0 480.0 446.0 5.6 500.0 0.9 1,100.00
United Energy 11.00 4400 3500 6600  41.00 37 3100 13 68.20
MidCon Corp. (with UER) 1750 70.00 8750  105.00  75.00 43 3849 LY 8469
Texas Oil & Gas 3500 1400 1750 2100 17.00 4.9 7.17 24 15.77

Restnucturing could involve an aggressive share buyin pro.
gram financed via:

¢ Cutback on discretionary investment in oil service and
E&P, which is not likely to match historic ROE i this dec-
ade.

* Debentures convertible into the $53 million of Bosse Cas-
cade common stock Sonat owns as a consequence of its
50% ownership in the Boise Southern forest products joint
ventute,

In addition, the balance sheet contains $400 million expai-
ate cash eatned via offshore contract drilling that can’t be rc-
mitted without incutring tax. This could be invested in over-
seas sccutities that can be spun out to shateholders who
could then collect dividends and/or trade them in ADRs; for
example, Sonat could underwrite a chunk of British Gas pri-
vatization, buy a piece of Notsk Hydkro, etc.

Texas Eastern. The company has a legacy of heavy debt from
its Petrolane takeover, limited EPS growth prospects and po-
tentially large discretionary cash flow. It now is being man-
aged in a classic growth orientation, reinvesting cash in exotic
E&P plays in an attempt to replace oil production potentizl
beforc North Sea properties peak in 1987, The company is
being cyed as a takeover candidate. To avoid being taken
over would require a complete turnaround in strategy: a
sharp cureailment of capital spending and increasing share-
holder values befote an outsider does so.

® Texas Eastern’s North Sea oil properties could be spun off
into a separate corporate entity with shares trading in Lon-
don and ADRs in New York. Based on U.K. stock values

ICash flows fot long-metged entities refer to fiscal year preceding 1akeaver,
2Figuies for Celeron are aggiegate, not per share,

we would project significantly higher market valuation.
New corporate shares also could be spun out to present
sharcholders.

¢ Houston real estate properties.should be rolled up into a
feal estate trust of partnership wherein cash flows from tax
advantages could be capitalized.

¢ Gas and products pipelines and LPG retailing should be
retained as core cash cow businesses with share buy-ins
usedas the principal means for returning cash to share-
holders.

® All other business operations should be sold, including
Petrolane’s U.S. drilling operations. Some might be pack-
aged as management LBOs. Tax deductions probably
would add more to cash available for sharcholders over the
next several yeats than oil setvice and diversified opera-
tions ate likely to.

Columbia. Here testructuring makes sense as much for oper-
ating reasons as to augment shateholder value. Columbia is
the quintessential transportation pipeline—the least cost
transpotter in the northeast and a faitly high cost gas vendor
(notwithstanding recent producer settlements). From an op-
etating standpoint its interstate pipeline operations would be
better off twinned (perhaps on a friendly merger basis) with
a strong wholesaling pipeline, which could improve its con-
nections to sources of gas shipments. This step could lead to
the following:

® Remaining distribution company operations should be
spun off or sold off, as was Allegheny and Western.




[image: image30.png]30

* Spinning off distribution would ger Columbia out from
under the 1935 Public Utilities Holding Company Act.
While this would make it more vulnerable to a hostile
takeover it would also free management to use cash flows
mote to shareholder advantage.

+ Columbia’s strong cash flow and strong E&P operations
lend themselves to establishment of a master limited part-
nership and spin-off of units to augment shaceholder
value.

Oil service: What are the assets worth?

In no other area of the energy industry has the current corpo-
rate trend to “recapitalize” (LBOs, share buybacks, take-
ovets, etc.) been less in evidence. The few recapitalizations
that have occurted were share repurchases (some ill-timed)
thae to date have had little positive effect on stock prices.
However, they perhaps have served to prevent further deteri-
oration in matket values. We attribute both the lack of sig-
nificant recapitalization and the modest impact of share re-
purchases to investors’ and managements’ difficulty in
assessing the value of petroleum setvice companies in an en-
vitonment of declining demand for pettoleum services,
chronic excess capacity, and ever-tising price discounting in
virtually every sectot of the oilfield. Moreovet, despite many
claims to the contraty, oil setvice companies do not appear to
be dramatically undetvalued in the current stock market.
Our work suggests that the stocks are selling at fair or exces-
sive values considering the bleak outlook for industry funda-
mentals.

Here may lie the key to the absence of recapitalization in oil
service. The recapitalization trend in corporate America has
been value driven—virtually all such activity has been con-
centrated in stocks undervalued by investors. But what are
oilfield assets (ot companies) worth in an industry where rev-
enues have declined by approximately 10% annually since
1981 and where the cost of exploration is higher than the
cost of purchasing new reserves? On the auction block, rigs,
vessels and related equipment typically sell at only $0.10-
$0.15 on the dollar. Yet the 14 largest petroleum setvice
companies followed by PaineWebber sell at book value and at
4-8 times estimated 1986 cash flow from operations. Our free
cash flow analysis, which is detailed in Table 19, indicates the
group selling at approximately 72% of free cash flow values,
or in the middle of a five year 55-95% range in which the
group has traded since early 1981. Finally, using a screen to
identify undervalued companies based on carnings before in-
terest and taxes, the oil service companies generally appear
fairly valued. Thus under a variety of measutes of value the
oilfield services industry does not offer managements or in-
vestors significantly undervalued stocks.

This does not mean that recapitalization will not occur, nor
does it mean that share repurchases will not have a positive
effect on future stock prices. Out free cash flow analysis indi-
cates that some companies can taise return on equity dramat-
ically through a long-term shate repurchase progtam. Critical

PaineWebber

to this analysis is our expectation that a recovery will occur in
the 1988-90 period. Further, certain oil service companies
continue to have very unptofitable non-enetgy business lines
that were acquired or significantly expanded during the
boom periods of the mid-to late 1970s. These include Sch-
lumberger (Fairchitd), Halliburton (Brown & Root), Hughes
Too/ (BJ-Hughes, Hughes Drilling Fluids, mining), Big
Three (Nowsco USA), and McDermott Internationa! (trading
operations, engineered materials).

Of this group, Schluriberger and Hailiburton seem to offer
investots the most long-term upside potential, primatily be-
cause of restructuring. Managements of Hughes Tool and
NI Industries'have indicated little interest in shate repur-
chase programs ot divestiture or write-off of currently un-
profitable businesses. Sinice we believe the attraction to re-
capitalize will continug:and perhaps intensify, the greatest
upside potential could lie with Hughes and NL Industties
because investots have little or no expectations of such recap-
iealization.

Schlumberger: Ample capacity, limited desire

Schlumberger is a recapitalization candidate because of its
substantial cash position and rising cash flow. Moteover, the
company’s semicondugtor subsidiary, Fairchild, is expected to
lose more than $130 million in1985; prospects for 1986 are
only a bit better. The recent announcement that the com-
pany would repurchase 25 million shares and charge against
carnings a $485 asset writedown represents.the first major
step toward restructuring. Stock options historically have
been 2 major source-of compgnsation for Schlumberger's key
people; the fout-year slide in'the stock price'has made many
of these options-virtually worthless. In-an industry where fre-
quent layoffs have. madé survivors feel critical to company
operations, stock options have become a less important in-
centive. However, with staff now structiired fora U.S. rig
count as low as 1,500, stock-options should become more im-
poreant. Consequently the pressure on management to sup-
port or improve stock price has risen.over the past few years.
As indicated in Table 19, Schlumberger shows up as one of
the most attractive candidates for recapitalization, Our de-
cailed free cash flow analysis strongly indicates that Schlum-
berget's retuen on equity. would'be positively affected by a
share repurchase program. The current program, an 8% re-
purchase program to be accomplished within two years, is in
our opinion probably the statt of a more aggressive program
to repurchase as much as 25% of outstanding shares over an
extended period.

Over the next year of so, fundamental and strategic trends
may well work against the compaay’s share price. First, the
company continues to be intetested in acquiting more oil-
field service assets, particularly a geophysical company. We
sense a high acquisition price and further earnings dilution
should such a merger occut. Second, PaineWebber expects
ctude oil prices to stabilize in the $20-22 range ove the next
several months. And Schlumberger 1986 consensus EPS esti-
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Table 19
Valudtion parameters—petroleum service industry
o) 2 6) 4) 2] (6 7 18) ) 1o
Present Cutrent Current Cureent
value of 1986E. PE price/ price/ price/
free cash cash flow calendar  1986E cash fece cash book
Fiscal V3186 1966E  flow per Book poer  yrbasls flow  flow per value
e _year  Prie BPS sharc value! share’ 1986E  persharc  share (%) 0
Oil service and equipment
Baker International 9/30 $14.88 $1.20 $23.80 $14.05 $3.17 12.40 4.69 62.5%  105.9%
Big Three Industries 12/31 25.13 1.85 33.40 14.65 4.60 13.58 5.46 75.2 1715
Halliburton 12/31 25.38 1.80 32.90 26.45 5.10 14,10 4.98 77.1 95.9
Hughes Tool 12431 12.68 (0.15) 20.50 16.56 2.10 nm 6.04 61.8 76.5
McDermott Int'l. 3/31 17.25 (0.56) 21.70 22,90 4.50 am 3.83 79.5 75.3
NL Industries 12/31 12.88 0.60 16.60 11.34 2.60. 21.46 4.95 77.6 113.5
Schiumberger Ltd. 12/31 35.13 2.80 44.90 24.24 5.20 12.54 6.75 78.2 144.9
S&P 400 229.56 18.15 126.01 12.65 182.2%
) (12} ) (4 s
32 Week 3
52 Week price/ 37 Wask 1.3 Mke pe 1.5 Mkt pe
price! Jree Pprice! + debt + debe
1986E cash flow cash flow book value + ptd equy + pfd cquy
—— per shar per share (%) (%) - cash/ — cash/
e __High Low High Low Highi Low 8' EBIT? 8' EBIT*
Oil service and equipment :
Baker International 71 5.7 81.7% - 65.5% 134.3% - 107.7% 155 124
Big Three Industries 49 - 37 78.9 - 595 180.9 . - 135.7 1.31 119
Halliburton 6.0 - 45 94.3 7L.6 1219 -~ 92,6 115 0.82
Hughes Tool 69 - 52 87.9 66.4, 95.9 725 3.93 0.96
McDermott Int’). 67 - 37 147.0 81.3 131.6 72.8 4.30 0.72
NL Industties 65 - 44 82.3 54,9 1206 . 805 1.69 1.02
Schlumberger Ltd. 8.0 5.9 95.1 70.2 1810 ..133.6 Li7 0.83
S&P 400 1729 - 1433

mates, currently in the $3.00-3.30 range, are suspect given
the tough operating environment we foresee for the oif serv-
ice industry over the next year. Nonetheless, with the shares
trading only 8% above their 52-week low and only 15%
above their 1982 low, we expect the current restructuting
plan to have a positive impact on the company's stock price.

Halliburton: Strong desire, limited capacity

Halliburton has been far more aggtessive than Schlumberger
in recapitalizing. In 1984 the company repurchased 10 mil-
lion outstanding shates at an average cost of $32 per share,
and a plan to repurchase another 10 miilion shares was an-
nounced. Moteover, apptoximately 35% of identifiable as-
sets in the marine construction arca were written off in 1985,
and this writcoff should help support carnings over the the
next year. Finally, Halliburton appears 1o have largely sevdled
its outstanding litigation concerning the South Texas Nuclear
plant partially built by Brown & Root, and thete is 2 declin-
ing probability of litigation from Comanche Peak, 2 power
plant being built by Brown & Root.

Halliburton’s major problem continues to be the gradual de-
tetioration in activity and pricing ia its oilfield operations as

"Book values s of the most rocent quarter.

?1986E cash flow from opezations.

3Column 14 uses PaincWebber’s 1986 EBIT estimate.
Column 13 uses & normalized BBIT estimate,

well as a limited ability to continue the share repurchase pro-
gram that began in 1984. We have reduced our 1986 catn-
ings estimate from $2.15 to $1.80 per share and expect no
material increase in.the investment portfolio in the foresee-
able future. Funds to finance the currently authotized share
reputchase program will be borrowed or taken from the cur-
rent investment portfolio. With approximately $1 billion in
cash, Halliburton may have limited ability to repurchase
mote than the cutrently authorized 10 million. Beyond

1986, we expect earnings.and cash flow improvement; the re-
structuring that has occutred to date will have more of an im-
pact on earnings should any material recovery in industry
volumes and pricing occur.

Exploration and production:
Survival is the only strategy

Consolidation/ restructuring in the E&P sector has occurred
in response to detetiorating industry fundamentals and the
conscquent massive withdrawal of external capital. As
growth opportunities have diminished and financial pres-
sures intensified, the number of independent oil and gas
companies has been reduced dramatically—on the order of
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60% since 1981. Oil and gas assets are being concentrated in
stronger hands that have the ctitical mass of assets and the fi-
nancial wherewithal and operating capability to cope more
effectively with the current depressed industry conditions.

In an effort to maximize the value of oil and gas holdings,
niew ownetship structures have emerged such as the master
limited partnership. Since Apache Petroleum was fotmed in

1981 the number of MLPs has proliferated. At last count,
over 30 MLPs with a total market value approaching $15 bil.
lion were in existence. To the extent that MLPs are efficient
conduits for providing a high cureent cash return and the
flow-through of tax benefits, investors have tesponded by
placing a substantial premium on oil and gas assets held in
partnership form.,

Four years into the industry downturn, the consolidation/
festructuring process is already well advanced, Since 1982
there has been a spate of mergets and acquisitions, share re-
purchases, debt exchanges and restructurings (asset spin-offs
and the creation of MLP and royalty trusts), licerally affecting
evety major E&P company. Because of this extensive restruc-
turing activity and the continued etosion of underlying val-
ues, the remaining scope for restructuring is faitly limited.
Companies with a significant debt load andorshort reserve
lives ate not ideal MLP candidates. These considerations

PaineWebber

would appear to rule out MLPs in the case of Irexco and
Pogo Producing. Sabine has the basic attributes required for
an MLP {low debt, strong cash-flow), but would be exposed
to a large recapture tax liabsility if it formed an MLP,

Noble Affiliates has just completed the spin-off of its loss-
plagued contrict drilling subsidiary to shareholders, and it
has a good exploration record and the apparent support of 2
major stockholder interest, one of the few underlevetaged in-
dependens. It could have ongoing appeal as restructuring
candidate, perhaps through the implementation of a major
shate repurchase program. A total of eight medium-sized
and larger E&P companies included at one time or another
in PW's B&P Quarterly Statistical Profile have been acquired
in the past two yeats. While speculating on future takeovers
is highly conjectural, Lear Petrolesm (gas transmission as-
sets), Lowisiana Land and Sabine would appear to offer the
best values in this regard, though big premiums should not
necessarily be expected in any deal. i
James L. Carrol!
Thomas A. Escott
R. Bryan Jacoboski
Paul R. Leibman
Deborah Waroff

Rapid change in the financial services industry has already
led to a considerable amount of restructuting, which has
benefited investors farsighted enough to anticipate the key
developments. This applies not only to the widely followed
insutance and depasitoty groups but also to diversified finan-
cial companies.

Diversified financial services

Consolidation of diversified financial services has been dra-
matic for many reasons, including:

* Falling interest rates caused by lower inflation have made
financial businesses inherently more attractive. -

* Financial deregulation has enabled new participants to en-
ter previously regulated businesses.

¢ Improved technological expertise has peemitted fiems
more casily to monitor and process complex and diverse fi-
nancial businesses,

Among the major deals encouraged by this combination of
factots ate the acquisitions of Shearson, Dean Witter, Bache,

Financial services

CIT Binancial, IDS, Coldwell Banket, First Nationwide Sav-
ings.and PinanceAmerica. Although many of these deals

‘wete telatively small, no other sector can tival the financial

arez in terms of the number of transactions. Interestingly

.enough, consolidation is occurring through acquisition of

both parent companies and subsidiaries.

We expect this acquisition activity to continue, At the heart
of all chis buying and selling lic three basic problems for
companies trying either to increase or reduce their involve-
ment in what we expect to be a rapid-growth industry. First,
most of these companics are inherently cyclical and there is
rarely a.consensus in the matketplace as to where a given
company and industry stands relative to the cycle. This has
often created attractive purchase oppottunities for companies
willing to buy subsidiaties with cyclically depressed earnings
from parents who were overly cager to rid themselves of a
problem operation. The sccond major problem is that the
pace of change in the financial markets has made it difficult
to develop long-term business plans. Finally, continuously
evolving product distribution methods require latge capital
expenditures that may lead to equity offerings, mergers, or





