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Unit 6  (Corporate Level Strategy)   

 

CORPORATE RESTRUCTURING : A CONCEPTUAL FRAMEWORK  

  

 Introduction  

The strategic objective of a business is survival with growth and economic independence.  
Within this broad heading of objective the objective of earning profit as well as the social 
objectives will automatically come. However, it is not possible for most of the business 
entities to achieve the desirable growth continuously without making any restructuring or 
reconstruction. This is due to the fact that the ever changing environment will force the 
businesses to cope up with the changes for the purpose of its survival. More specifically, the 
present day business environment is changing radically with the changes in economic policies 
and introduction of new institutional mechanism. Globalisation, market expansion, fast 
changing technologies, continuous need for finance for the purpose for diversification has 
become some common features of the environment of business. In order get benefit from 
these changes, the business need to adopt themselves with these and to re-orient their 
operations through restructuring process. This restructuring process, on an average, is 
invariably leading to the increase in mergers, acquisitions, takeover, strategic alliances and 
buyouts not only in India but throughout the globe also. The present chapter aims to highlight 
the concept and various forms of corporate restructuring with special emphasis on merger 
including Indian and global trends.  



Concept of Corporate Restructuring  

Corporate restructuring is an integral part of the new economic paradigm.  It refers to the 
activities related to the expansion or contraction of a company’s operation or changes in its 
assets or its ownership structure. This activity can be done internally through new 
investments in its various forms, selling off of none core business activities, disinvestments 
etc. It can also be done externally in the form of mergers, acquisitions, joint ventures and so 
on.  

The new economic policy had opened up the gate of liberalisation, globalisation and 
privatisation in India. This created an highly competitive business environment and forced 
Indian companies to restructure their business. The restructuring process has produced in the 
strategies like mergers, acquisitions, takeovers, spin-offs, split-outs etc. The various forms of 
corporate restructuring are highlighted in figure 2.1 below:  

Figure 1: Forms of Corporate Restructuring  

 

FUSIONS  

1. Merger: When the shareholders of more than one company, usually two, decide to 
pool the resources of companies under a common entity is called ‘merger’. If as a 
result of merger, a new company comes into existence, it is called ‘amalgamation’. 
On the other hand, if one company survives and other one loses its independent entity, 
it is called ‘absorption’. 
 



2. Acquisition: The term ‘acquisition’ means when one company takes controlling 
interest in another company or selected assets of another company. The concerned 
assets may be tangible or intangible.  
 
 

3. Takeover: ‘Takeover’ is considered as a form of acquisition where market root is 
followed. In other words it is a market route for the acquisition of a company. If 
management of a prospective selling company is unwilling to negotiate a transaction 
with a prospective buyer, the buyer attempts to accomplish the acquisition by a 
takeover bid, offering to buy shares of the seller (Machiraju, 2008) 
 

4. Joint Venture: When two companies coming together and forming a new company 
with a new ownership, is called ‘joint venture’. This route is normally adopted by 
MNCs for entering into a foreign market.  
 
 
FISSIONS  
 
1.  Privatisation: It is the sale of government owned company in the hand of private 

investors, fully or partly.  

 

2. Demerger: If one or more division of a company is separated from it and form a 
new entity then it is known as demerger.  ‘Spin-off’ is a form of corporate 
restructuring which involves formation of a new independent company by 
detaching part of a parent companies assets as well as operations. Shares of the 
new entity are distributed on pro-rata to the existing shareholders. In case of ‘split-
up’ the entire firm breaks up in a series of spin-offs in such a way that the parent 
firm ceases to exist and only the newly created entities survive. ‘Carveout’ is 
different from spin-off only in terms of distribution of shares. In a carveout a 
portion of shares of the new company are distributed to the public also and the 
balance (major portion) are distributed to the shareholders of the parent company 
so that they can enjoy the control.  

 
3. Asset sale: Asset sale simply involves sale of assets, tangible or intangible, of an 

entity with an intention to generate cash. The asset sold should a relatively less 
important one to the selling entity from the view point of its profitability.  

 
 

4.   Buy out: Leveraged buyout (LBO) is gaining control of a target companies equity 
financed predominantly by debt. The debt is secured by the assets of the company 
involved and is not intended to be permanent. It is designed to paid down in a planned 



manner.  When the management or a division of it gains control of the company 
through LBO, is known as management buyout (MBO).  
 
CORPORATE CONTROLS  
 
1. Buy back: When a company utilises its accumulated profits which is supported by 

sufficient liquid resources in order to cancel a portion of its shares by purchasing 
either from open market or by direct purchase shareholders then the same is called 
buy back of shares.  
 

2. Anti takeover defence: The defensive strategies used by the target companies 
against anti can be classified into two categories – Preventive measures and 
Active measures. Important strategies under each of these measures are briefly 
discussed below:  

 

Preventive Measures  
 
(a) Poison Pills: With this strategy, the target company attempts to make its stock 

unattractive to the acquirer. Poison pills are of two types – (i) a ‘flip-in’ allow 
existing stockholders, other than the acquirer, to buy more shares at a discount. By 
purchasing more shares at discounted price (flip-in), investors not only get instant 
profit but also dilute the shares held by the acquirer, which ultimately makes the 
takeover attempt much more difficult and expensive.  And (ii) a ‘flip-over’ 
allowing shareholders to buy the acquirers share at a discount after merger.  
 

(b) Shark Repellents: The shark repellents are intentionally designed to make the 
target firm attack-proof. In most of the cases, the target company makes special 
amendment to its bylaws which become active only when there is a  
possibility of takeover. For example, the target company may include a provision 
where minimum 75% approval required for a merger.  
 
(b) Crown Jewels Lockup: It is a contract with a third party allowing the target 

company to sell its valuable assets substantially below the fair market price if the 
hostile bid succeeds.  
 

Active Measures  
 
(a) White Knight: White Knight is a strategic partner (company) that merges with 

the target company for adding value and increasing the market capitalisation. A 
White Knight comes to rescue a targeted firm by making an offer to buy it on 
more attractive terms than the original bidder. The search for a White Knight 
immediately after a takeover bid is launched. Such a combination not only 



prevents the unwanted takeover but can also benefit shareholders in short term. If 
such combination proves to be a good strategic fit then it can give benefit in long 
term also to both the concerned parties.  
 

(b) Greenmail: It refers to the buyback of its shares at a premium by the target 
company from the company initiating the hostile takeover attempt. The premium 
on buyback is referred to as ‘greenmail’.  

 
 

(c) Changing Capital Structure: This strategy can be adopted by the target company 
to avoid the hostile takeover. This can be done in two ways: (i) by increasing equity 
by making new issue and allotting the same to a friendly investor. When the threat of 
takeover will over the company may buyback such shares. And (ii) by increasing the 
debt significantly, sometimes replacing equity, with an intention to force the 
unintended bidder to think about the repayment of such loan after acquisition. 
However, this strategy can significantly reduce the stock price of the target company. 
Sometimes the company uses this debt to pay large cash dividend. This is known as 
‘leveraged recapitalisation’.  
   
Types of Mergers 
 
Mergers can basically be divided into the following three types – (a) Vertical Merger, 
(b) Horizontal Merger, and (c) Conglomerate Merger. These are discussed below.  
 
(a) Vertical Merger: When a company merges with its customer or supplier, it is 

labelled as vertical merger. The merger of an entity with its customer is known as 
forward vertical merger (or upstream merger) and merger with customer is known 
as backward vertical merger (or downstream merger).  Thus, the combination 
involves two or more stages of production or distribution that are usually separate. 
Lower buying cost of materials, lower distribution costs, assured supplies and 
market, increasing or creating barriers to entry for potential competitors or placing 
them at a cost disadvantage are the chief gains accruing from such merger (Khan 
and Jain, 2007) 
  

(b) Horizontal Merger: ’Horizontal Merger’ is a combination of two or more 
corporate entities dealing with similar lines of activity. More specifically, in 
horizontal merger, two companies, dealing in the same market, combines together. 
Products may not necessarily be identical. For example, if a hair oil manufacturing 
company merges with a cooking oil manufacturing company, then the same can 
be called as horizontal merger, as both the companies are in FMCG market. The 
purpose of horizontal merger is elimination or reduction in competition, putting an 
end to price cutting, economies of scale in production, research and development, 
marketing and management etc.  

 



(c) Conglomerate Merger: It is a combination of a company operating in one 
industry with another company dealing in a different and unrelated industry. Risk 
reduction through diversification, increase in economic power and profitability are 
the main objectives behind such merger. This type of merger involves the 
integration of companies, nether competitors nor complimentary to each other, but 
involved in a different type of activities. 

 

Motives behind Mergers 

The motives behind merger can broadly be classified in the following heads: (1) 
benefits from synergy, (2) strategic motives, (3) financial motives, (4) organisational 
motives, and (5) other motives. These are discussed below:  

BENEFITS FROM SYNERGY  

The term ‘synergy’ is used to identify the condition where value of the merged company is 
more than that the sum of two separate companies. Synergy has been generally expressed as 2 
+ 2 = 5 effect. Symbolically it is represented as follows:  

V (AB) > V (A) + V (B)  

Where, V (AB) = Value of merged entity  

V (A) = Independent value of company A  

V (B) = Independent value of company B  

The synergy theory states that two enterprises have greater earning power when they are 
combined than when they operate separately. The synergic operating gain arises when the 
merging entities works together. These gains are more likely in horizontal mergers in which 
there are more chances of eliminating duplication facilities. 

The following post-merger benefits can be generated as a result of synergy:  

(a) Reduction of operating cost: Due to the presence of operating synergy the operating cost 
can be reduced by way of avoiding the common cost incurring twice.  

(b) Reduction of cost of capital: The investors generally consider big companies as 
relatively safe. For this, in post-merger era, the investor reduces their expected rate of return 
which ultimately leads to reduction of cost of capital.   

(c) Increase in P/E ratio, EPS and Value per share: Due to presence of operating and 
financial synergy the EPS is expected to increase after merger. P/E ratio is nothing but the 
confidence index of the investors which is expected to be increase after merger. As a result of 
increase in EPS and P/E ratio, the market value per share also increases.  

(d) Raising of debt and equity capital: After merger the earnings and free cash flows are 
expected to be more stable than earlier.  This leads to better credit worthiness and ultimately 



the company can easily raise greater amount of debt and equity capital and that too at a 
reduced cost.  

STRATEGIC MOTIVES  

The strategic motives behind mergers are as follows:  

(a) Economies of scale: Combination of two or more companies will create large operational 
volume which will lead to economics of scale. This economies of scale my give benefit in the 
area of production / operation, finance, marketing etc.  

(b) Market leadership: If the top players in the market combine together then there is 
possibility to get the market leadership. If that be so then the unhealthy competition can be 
avoided. With the bigger market share, it is possible to the merged entity to control the 
market price in a better way which can have some direct impact on the profitability of the 
firm.  

(c) Dealing with MNCs: Merger is considered as one of the effective tool to achieve growth, 
scale efficiency and technological upgradation. With these, a company can face the 
competition from MNCs in a better way.  

(d) Balancing seasonal sales fluctuation: Merging with a company engaged in the 
complimentary business activities may be a good strategy to balance the seasonal revenue 
fluctuation.  Moreover, the range of product mix will increase which will lead to the 
reduction of risk.  

(e) Dealing with downward trend: If the firm as well as the industry in which is belonging, 
facing a downward trend and it is expected to be continued in the next few years also then it 
is prudent to combine with a business belonging to  a promising industry. With the merger 
strategy, the business can get rid of the problem of downtrend and can survive effectively for 
a longer period.  

FINANCIAL MOTIVES  

Due to the following probable financial motives a merger deal may be signed:  

(a) Deployment of surplus funds: When a company has not adequate opportunity to deploy its 
surplus fund internally, then they can think about taking over another company where there 
are enough scope to invest money in the profitable projects. This may add value to the 
acquiring company.  

(b) Tax benefits: If a sick company having accumulated losses merged with a financially 
sound company then such merger will enable the financially sound company to enjoy the tax 
benefits.  Section 72A of the Income Tax Act includes carry forward and set off of 
accumulated loss (other than loss sustained in a speculation business) and unabsorbed 
depreciation in case of amalgamation.  Subject to the fulfilment of certain conditions [Sec. 
72A (2)] the amalgamated company can set-off the loss of amalgamating company against its 
income. They can enjoy the right to carry forward the accumulated losses of the 



amalgamating company for a maximum period of 8 years from the years just succeeding the 
previous year in which the amalgamation was effected. The unabsorbed depreciation of the 
amalgamating company shall be considered that of amalgamated company and are subject to 
set-off against its income. The same can be carried forward for unlimited number of years by 
the amalgamated company.  

 (c) Reduction of operating cost ratio: Operating synergy will lead savings in overheads and 
other operating costs. As a result of these operational economies the operating cost ratio will 
also be reduced.   

(d) Undervalued target company : If the share price of the target company is undervalued as 
compared to the replacement cost of its asset then the merger can be treated as justified 
subject to the fulfilment of other criteria. Put differently, if the Q ratio of the target company 
is less than one then merger can be undertaken. The ratio relates the market value of shares to 
the replacement value of assets (Machiraju, 2008) 

(e) Value maximisation: When everything happens more or less in the line of expectations the 
merger is considered as a successful one. For a successful merger the market value of shares 
increases not only in short term, but in long term also. Thus, it is matching with the objective 
of wealth (or value) maximisation which is considered as the modern day objective of 
financial management.  

ORGANISATIONAL MOTIVES  

The probable organisational motives behind a merger are presented below:  

(a) Removal of inefficiency: Merger is expected to increase the efficiencies, both 
management and scale. If the management inefficiencies are not removed after merger as 
well as after getting proper training and environment, then the idea of replacing the existing 
management may be considered. Moreover, after merger the scale of operation of the 
company is also expected to be in the right direction. A relative approach of measuring 
efficiencies is data envelopment analysis (DEA), which is applied in chapter 4 of this thesis.  

(b) Retaining talented employees: Some talented employee may have the dream of working 
with a big corporate. After merger, the probability of retaining these employees increases.  

(c) Better organisational culture and motivation: After merger, the organisational culture as 
well as the motivation of the employees is expected to move in a positive direction. These 
can have an positive impact on productivity. 

  

OTHER MOTIVES  

This is a residual head. Naturally, the benefits discussed under this head are heterogeneous in 
nature. These are discussed below:  



(a) Revival of viable sick company: When a viable company becomes sick then it is 
considered as a good target company. The purchasing company not only enjoys the tax 
benefits but also the future growth and expansion and that too at a lower cost. Moreover, the 
sick company also enjoy the benefits of turnaround. Amalgamations which take place under 
the aegis of Board for Industrial and Financial Reconstruction (BIFR) fall under this group.  

(b) Anti takeover defence: Merger provides an effective shield from getting being acquired 
by takeover route. When a company feels that it may get acquired by another company, then 
they may use merger of another company as a defence. Thus the company will be able to 
expand its size. As a result, acquisition will become more expensive and unrealistic. 


