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	Typically, corporate restructuring benefits investors. Timing and some simple strategies can help you ensure profit
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	Cadila Healthcare has decided to demerge its consumer products business; Biocon is set to separate its research and development (R&D) activity and form a new company; and L&T will spin off its businesses into separate entities. These are only some of the names. More and more companies are restructuring themselves to cope with the current market uncertainty, which has depressed valuations.

The Reliance demerger and the spinning out of Tech Mahindra as a separate entity from Mahindra & Mahindra were the most prominent restructuring moves that come to memory and these added to the wealth of a lot of investors. Historically, such moves have given good returns to those who had put money into the larger companies. Although demergers can have their own pitfalls, an aware investor can make it work in his favour and ward off any danger that such a move can entail. 

What is restructuring?
A company can restructure itself through two procedures—sell-off or spin-off. Sell-off, often called divestiture, is the sale of a segment of the business to a third party. Spin-off is where the subsidiary becomes an independent entity and the investors are allotted shares of the new entity.

Restructuring rationale
Every company gives a different reason for a spin-off. Usually, spin-offs are done in a market where the difference in valuations of different businesses is huge. 

For example, Reliance’s oil and gas business may have a very different valuation from its refinery and retail business. “By spinning off, you realise the actual value of each business,” says Ashu Dutt, managing director, financial services practice for Asia, Northbridge Capital, a financial services firm. By this logic, a spin-off raises the market value of the firm.

“Also, spinning off a company can attract specific institutional investors having interest in particular sectors. For example, retail company Pantaloon was attracting only retail investors. By spinning off a private equity fund, Kshitij, it attracted a different set of investors,” adds Dutt.

Sometimes, a subsidiary does not fit with the core business of the company and is, therefore, spun off. Says Ranjan Biswas, national director (transaction advisory services), Ernst & Young: “If a subsidiary is not doing well and is pulling down the profit of the company and, thus, its valuation, it is spun off. This is done so that it stands on its own rather than being supported by other businesses of the same company.” 

The benefits
A sell-off generates cash for the parent company that can be used to pay off its debt. This saves the interest on the debt and increases the cash flow to equity holders. 
The prospect of getting a higher dividend pushes up the share price of the parent company. This gives investors a chance to exit at a higher price.

By spinning off, a company unlocks the value of its subsidiary. Usually, existing shareholders are allotted the shares of the spun-off subsidiary in proportion to their holding in the parent company. In other words, if an investor has a 5 per cent holding in the parent company, he will be allotted 5 per cent of the shares in the subsidiary too. If the investor believes that the spun out entity is more attractive, he can decide to exit the parent company after the shares of the new entity is allocated to him,” says Arun Natarajan, founder of Venture Intelligence, a leading information provider on private equity and venture capital.

New investors, too, can gain from a spin-off. They can buy shares of the company that has announced its plan to spin-off its subsidiary and wait until the subsidiary is listed. Subsequently, they can sell the shares of the new company once its price shoots up.
 
Spinning off and listing of a subsidiary increases an investor’s access to information, which he can use to cut risks. 

For example, if the R&D business of a pharmaceutical company is spun off, the riskier segment will get separated from the company. Investors can make a decision accordingly.

What should you know?
Don’t get duped. Spin-offs may not always benefit existing shareholders; they may be used by a company to attract new investors. If a company spins off a subsidiary, it has no liability to give the shares of the new entity to the existing shareholders of the parent company. It may be a backdoor of finding new investors, says Dutt. Also, there are chances that the spun off asset is not valued correctly, he says. 

Dutt warns: “Some companies unnecessarily spin off their core units. For example, if a retail company spins off its logistics business, the exercise will be unnecessary as logistics is core to retail business. In such cases, the shareholders suffer loss.”

Timing is the key. Investors should avoid buying shares of the new entity and existing shareholders may withdraw their investment in the company, if they think the timing of the de-merger is incorrect. 

“Spin-off should not be done when the subsidiary cannot justify its existence as an independent entity, without the support of its parent. If this happens, the subsidiary may not get access to the resources it had under the parent,” explains Natarajan. 

Dutt gives a further perspective: “Spin-off works better in bull market. Companies can get better valuation for their spun-off entity when the markets are rising.” 

What lies ahead?
We may see more sell-offs and spin-offs as companies try to realise their potential value and streamline their operations. Though small investors have no control on corporate restructuring, they can definitely spin money out of it by taking prudent decisions. - 




