Case Study

THE LBO OF AGI 

OVERVIEW

In October of 2003, Kirkland Partners, a private equity fund based in Chicago, was considering the leveraged acquisition of a small chain of fitness centers in New England. Such an acquisition would complement Kirkland’s investments in private medical companies targeted to older, wealthier individuals. The question was whether the seller’s asking price of $31 million was worth paying, and if so, how the acquisition could be financed.
The New England company, Active Generation, Inc. (AGI), was considered a good opportunity because its layout, equipment and target client group were very similar to Kirkland’s previous, successful, leveraged buyout and its owners, based in Rhode Island, had been interested in selling Active Generation so that they could create liquid estates for their heirs. In recent years AGI had refocused their equipment and staff to target middle-aged and retired health-conscious clients. The fitness centers offered dietary supplements, natural foods, and chiropractic services as well as equipment rooms and exercise classes. AGI’s management had been interested in expanding though an acquisition, but the owners were not willing to come up with the additional capital needed.
Kirkland’s chief investment officer had to develop an offering price for Active Generation that was low enough to make the acquisition’s value positive in the future. She was also concerned with possible exit strategies in 5-7 years, although at its present size a public offering was out of the question. With the right incentives for management, it was reasonable to assume that under Kirkland’s ownership, AGI’s operating margin could be increased from 7.0% to 7.8%, principally from the outsourcing of billing facilities and improved loyalty incentives that would secure long-term contracts with affinity groups. AGI’s owner-CEO had been considering retirement for some time and, unfortunately, had not been aggressive with respect to expansion. Kirkland believed that AGI’s historical sales growth of 8% could easily be increased to 11%. After four years, however, Kirkland did not consider that growth would continue above the growth rate of the US economy without further, significant investment in the AGI operation. Kirkland was not prepared to consider such a commitment in formulating its offer.

In order to improve operating performance and growth for at Active Generation, Kirkland Partners realized that some incremental investment in working capital, estimated to be 12% of each incremental dollar of sales, would be necessary, given Active Generation’s anticipated 2003 sales level of $44 million. The cost of maintaining plant and equipment was assumed to have been matched by depreciation charges.

Health center shares were trading in the public market at 12.6 times expected 2004 earnings per share and 1.3 times recent book value per share. Stock market analysts at First Chicago Securities had calculated a Beta factor of only 0.9 for such companies, which on average had a 20:80 debt-equity ratio. Long-term government securities were trading on a yield basis of 5.2%. Market analysts believed that the inherent investment risk in investing in large company stocks required a 5.5% market premium over long-term, risk-free securities. Similarly, analysts believed that the risk in investing in small private company stocks required a 12.0% market premium over long-term, risk-free securities. AGI’s corporate tax rate was 28%.
Kirkland Partners had been discussing the potential acquisition with several bankers. Initial calculations suggested that the acquisition might be financed with a leveraged capital structure such as the following:
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In considering their options for estate planning, the owners of Active Generation had appointed a Boston-based appraisal firm to provide a valuation of their fixed property, plant and equipment and other long-term assets under two scenarios: one, if Active Generation were to commence its operation all over again, what would it cost to replace all of its long-term assets at current market prices; two, if they were to halt all operations immediately, what cash proceeds could they expect from a liquidation of those assets.

The appraisal stated that the replacement value of the fixed assets (the fitness centers and the exercise equipment) was $15,658,600, and the company’s unused land was appraised at $11.3 million. If Active Generation were to simply go out of business, the fitness centers could be liquidated for about $9,649,800. Active Generation’s present balance sheet discloses net working capital of $9,246,000. Active Generation’s management had always been fearful of financing with debt, so their only capital was represented by equity, which had a book value of $23,646,000.

ASSIGNMENTS
1. What is the company’s weighted average cost of capital?

2. Use discounted cash flow valuation to estimate the company’s stand-alone value.

3. Estimate a range of post-acquisition values for the company, taking into account the debt used for the LBO, possible corporate restructurings, and other effects. 
4. Can the deal be financed in a way that satisfies all investors?
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