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1. Rationale and purpose

This paper considers divestment. When the Scottish Government (SG) takes a
financial stake in strategic commercial assets, the ultimate aim is to return the
business to the private sector and secure value for the taxpayer and a future for the
business. The Business Investment Framework (BIF) within the Scottish Public
Finance Manual (SPFM)" highlights the need to have an up to date exit strategy
relating to a business intervention:

“Where public funds are tied-up in an investment, they are not then available to
support the delivery of general public services. It is therefore important for Ministers
to have a view, at the point of investment, on their long-term aspirations for the entity
in question and the terms of the investment should reflect the length of time that
Ministers then expect to hold it, in whole or in part. Where possible, potential exit
strategies must be identified and subject to periodic review. Officials must ensure
there are periodic review points at which the SG and the entity formally review the
need for Ministers to hold an investment where there is no defined exit. These review
points should consider performance against the initial strategy. Exit strategies should
be accompanied by a benefit realisation plan to secure value for money outcomes”.

The requirement for consideration of an appropriate exit strategy is also highlighted
in the National Audit Office’s ‘Monitoring and responding to companies in distress’
good practice guide?, where it states “if intervention is being considered, the
government will need to understand the costs and benefits of all its options, and
clearly document its decisions including consideration, from the outset, of exit
options, which are prepared for appropriately and in a timely fashion”.

It is important therefore that SG proactively considers its divestment options in
relation to its commercial assets. This guidance will look to address this by setting
out best practice in relation to devising and reviewing appropriate exit strategies
across existing commercial assets and in consideration of any future interventions.

The guidance is intended to primarily focus on how SG will exit from the commercial
assets currently managed by the Strategic Commercial Assets Division (SCAD),
however the intention is that the principles laid out here can be easily applied to
similar scenarios.

2. Definition

An exit strategy is a plan for selling or disposing of a financial or business asset
when certain conditions have been met or exceeded. An exit strategy should revolve
around maximising value and ensuring a smooth transition for the business where
applicable.

1 Annex A: Business Investment Framework - Scottish Public Finance Manual - gov.scot

(www.gov.scot)

2 Good practice guide - Monitoring and responding to companies in distress (nao.org.uk)
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When Scottish Ministers intervene and provide financial support e.g. a loan or
guarantee, there is a policy reason to retain an interest. When intervention objectives
have been met or when a business turnaround has occurred, it may be prudent to
consider exit or divestment options. The business may now be in a more stable
position following SG intervention in terms of management, governance processes
and profitability etc, and the timing right to consider a return to the private sector.

This mirrors the approach taken by private sector lenders who will consider the route
to exit (repayment of their loan) as part of the initial rationale for providing financial
support.

3. Key aspects of a good Exit Strategy

There are a number of elements that should be considered when developing an exit
strategy, including:

e Timing

o The exit / divestment strategy should be part of the thinking at the initial
intervention phase, with consideration given to the reasons for
providing financial support and what SG is looking to achieve from the
intervention.

o This should then be regularly reviewed as part of the ongoing
management and monitoring of the asset.

o Sponsor teams will need to consider appropriate timing in the context
of original or revised objectives being met, the stability of the business,
and the readiness of the market for repatriation of the business.

o External advisors can help to support this decision making by
assessing business profitability and testing the market for potential
interested parties.

¢ Alignment with objectives

o Sponsor teams should be clear on the initial rationale for public sector
ownership or financial support provided to a business, and this should
be reviewed at regular intervals against measurable indicators to
determine if the rationale is still applicable. When the objectives have
been progressed or met then the focus can be pivoted towards
planning for divestment / exit.

o Setting clearly defined SMART objectives on day one is important as
this will allow for periodic reviews to measure whether objectives have
been met or not. If the original objectives are no longer fit for purpose
they should be refreshed and updated with further guidance on
objective setting available in the SMART Objectives guidance note.

o Monitoring agreed KPls as part of the objective setting exercise is an
important step in the consideration of divestment and ultimately in
development of the overarching rationale for exit.

o This should be considered as part of the Monitoring process as
highlighted within the Monitoring Framework. Examples of key metrics,
that once met / addressed, will assist in determining if it is an
appropriate time to consider an exit are:

= SG’s original policy rationale has been met e.g. job preservation;
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Stable management;
Positive profit generation and cashflow;
Continued commercial growth;
Market stability and private sector interest.
o Similarly, the following principles may also be included as drivers for an
exit / divestment:
= To expose the company to the rigour and competition from the
market or scrutiny from shareholders for the overall benefit of
the company. Whilst lightening the fiscal burden for SG and SG
expenditure, divestment may also have the potential to improve
the service the company delivers and enhance commercial
efficiency.
= Attracting foreign and strategic investment.

e Tracking objectives - Benefits Realisation

o Defining objectives as early in the intervention process as possible
helps ensure all parties are working towards the same outcome. A
strategy developed at the outset of an intervention is also easier to
monitor.

o Once objectives are set they, and the intended benefits, should be
tracked as part of the Benefits Realisation Management process. For
context, benefits are defined as the measurable improvements from
change, which are perceived as positive by one or more stakeholders
and contribute to organisational objectives?, while Benefits
Management provides a structured approach for the identification,
appraisal, planning, tracking and realisation of benefits*.

e Divestment assessment
o To make an informed decision on divestment, we may consider
undertaking:
= An evaluation of the divestment’s proposed objectives.

- This would involve ex-ante (based on projections)
consideration of the impact of proposed divestment on
the company, the Scottish market, the Scottish economy,
VM analysis, risks assessments on policy objectives,
transfer of liabilities and any remaining residual liabilities
for ministers. It should also help assess long-term
impacts and whether exiting could undermine long-term
SG strategic objectives such as regional development or
achieving net-zero targets.

= Competition assessments.

- Evaluating the market structure and the degree of
competition to determine if exposure to competition can
support better outcomes or even determine if proposed
divestment could result in the optimum outcome. Also this
assessment evaluates whether SG’s intervention has had
any anti-competitive effects, whether any such effects are

3 “Managing benefits”, Steve Jenner, 2" ed. (APMG International)
4 “Managing benefits”, Steve Jenner, 2" ed. (APMG International)



inevitable or the policy objectives could be achieved in a
less distortive way and how to assess the costs of such
distortions to enable SG to make an informed policy
choice about divesture. A competition assessment toolkit
and guidance can be found here.

e Consideration of available options
o Sponsor teams should be aware of the suite of potential options
available as part of the overall consideration of an exit strategy. Further
detail on these options is provided in section 4 below.

e Considering the risks
o Itis not always possible to predict the exit route at the time of the initial
investment, and consideration should be given to exploring more than
one exit strategy option at that stage.
o While most exit strategy options will be based on opportunities,
mitigating risks is equally important and therefore also need to be
factored in to the overall thinking at this juncture.

e Valuation of asset

o Understanding the value of an asset is crucial as part of an exit
strategy and will be determined by a number of factors including the
profitability of the business, the product / service it provides, the market
conditions and its future prospects.

o Financial specialists should be sought to assist in examining a
business to determine a fair value using different methods according to
the industry sector the business operates within.

¢ Flexibility and contingency planning
o Due to the ever-changing nature of business interventions, a well-
designed exit strategy should be flexible enough to accommodate
unforeseen circumstances that may arise at either the business,
market or government.

¢ Legal and regulatory considerations

o Sponsor teams should consult SGLD and Subsidy Control to consider
whether there are any potential barriers to exiting or divesting a
business, for example in relation to the transfer of contracts, any
requirement for sectoral approvals if operating in a regulated sector, or
if the exit has an impact on national security.

o Teams should also review any agreements or commitments made
during the initial support to avoid breaches of contract.

o In a sale scenario, sponsor teams would also be required to work at
pace with the business to ensure that relevant documents are available
in the sales data room.

e Preparation for exit
o As part of the development of an exit strategy for an asset it is prudent
to consider what, if any, steps are required to prepare a business for
divestment. This will be linked to the assessment against the
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intervention objectives but could include steps such as restructuring the
asset’s balance sheet to ensure it is fit for repatriation to the private
sector or to make it more appealing to potential purchasers.

e Post exit conditions

(@]

Where applicable, consideration should be given to the need for certain
conditions to be in place post exit. For example, linking back to wider
SG objectives, conditions imposed around ensuring employment
numbers are maintained, future investment is made in a business, or
progress towards green objectives is made.

4. Options for divestment

The National Audit Office’s Good Practice Guidance Managing the Commercial
Lifecycle® states that planning and preparation for a range of future options should
always be in evidence from the outset, and built into cost estimation.

Consideration should be given to a variety of potential exit options for each asset,
whilst also assessing any potential obstacles for each. Potential exit mechanisms to
be explored could include but are not limited to:

e Continued SG ownership

o

e Sale

This would be the do-nothing or status-quo option in which divestment
is not pursued and the asset remains under public ownership of SG.
This would be the outcome following evaluation of the exit objectives
and criteria above and the consensus has been reached that it is not
the right time to pursue divestment. This option may be pursed to
stabilise the business before reconsidering options at a later point.

If it is agreed that certain conditions have been met (business
profitability, stable management, policy objectives met etc) then it may
be deemed to be an appropriate time to put the asset up for private
sale, seeking investors aligned with public interests to ensure continuity
of SG’s broader strategic policy goals. In most scenarios, a return to
the private sector is considered the optimal outcome.

Further detail on the process involved in a sale process, including due
diligence considerations, is provided in Annex A.

e Management Buyout (MBO)

©)

In certain circumstances an MBO, where existing management or
employees purchase the business, may be a credible option to
consider as a viable exit strategy for SG, especially in instances where
the asset is deemed to have a stable, strong and motivated
management team in place.

In the private sector such transactions are considered in instances
where the majority shareholder (such as SG) is looking for an exit and

5 Good practice quidance: Managing the commercial lifecycle (nao.org.uk)
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this is coupled with a management team who believe they can use their
expertise to grow the business, improve its operations, and generate a
return on their investment.
The advantages of this type of transaction are:
= that lenders are more likely to fund an MBO because it ensures
the continuity of the business’ operations and executive
management team;
= the transition often sits well with customers and clients of the
business, as they can expect the quality of service to continue;
and
= the drive and commitment of the management team gives
Ministers confidence in the future of the business.

e Converting to staff ownership

o

Employee ownership trusts (EOTs) are a further option to consider. In
this structure, shareholders sell their shares into a trust which is held
on behalf of the employees of a company, a well-known example being
John Lewis.
There are a number of perceived benefits to this type of transaction
including:
= Employees have a greater involvement in the business so are
likely to be more motivated leading to higher staff retention;
= Co-owned companies can be more successful, profitable and
sustainable;
= Sales to EOTs tend to be quicker and smoother than a sale to a
third-party purchaser.
It is worth noting that under this structure, shareholders such as SG
wouldn’t receive all of the funds from the sale immediately, as this is
paid over time from the profits of the business, therefore they take on
more risk.
Please refer to SG’s independent report Developing Scotland’s
Economy: Increasing the Role of Inclusive and Democratic Business
Models” which provides recommendations on increasing social
enterprises, employee owned businesses and co-operatives in
Scotland as part of NSET and Scotland’s wellbeing economy.
Similarly, when considering divestment strategy, the independent
consultation analysis report on the Building Community Wealth in
Scotland: Legislation Consultation analysis sets out inclusive
ownership models to enable the wealth generated in a community to
stay in that locality and provide for the public good.
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o For reference on practical applications for preserving employment
levels in distressed companies, please refer to the research article
Financing Worker Takeovers in Italy: Unveiling the Functioning of the
Marcora Act Framework®.

o Please note that rights which would give workers support to organise a
co-operative buyout or rescue when a business is up for sale or under
threat is considered a reserved matter for UK Government at this time.

¢ Reduction of SG shares
o Linked to the above, another option which the sponsor team may
consider is a phased approach to reducing SG’s shareholding and
therefore exposure and risk over time. This has the added benefit of
also increasing the business’ ability to raise funds externally as SG’s
shareholding is reduced.

e Joint Venture
o SG can also consider the involvement of a private sector partner and
the set-up of a Special Purpose Vehicle or Joint Venture Vehicle which
will enable a partial exit by diluting Ministers’ ownership in an asset.
o The rationale for considering this type of structure includes:
= SG seeking to remain a shareholder for national security /
strategic reasons;
= inviting private capital and finance, thereby, sharing risks with
investors and having the benefit of private financial resources to
increase commercial and managerial performance through
market discipline, improving the governance and transparency
of the company;
» |essening SG’s expenditure; and
» increasing autonomy for the company in its commercial matters
due to SG governance processes being less onerous in terms of
spending limits, AO approval, Subsidy Control and Procurement
regulation.

e Wind down / Liquidation

o Whilst not desirable, there will be instances where a wind down or
liquidation of a business is required, for example due to a combination
of a lack of work, unsustainable losses, or a lack of interest from the
private sector to purchase the asset.

o In such circumstances consideration should be given to SG’s ability to
continue to provide financial support to the business and what a private
sector operator would do in the same position.

o A Subsidy Control assessment should be undertaken to evaluate the
implications of providing further financial assistance and whether this
could be deemed an unfair advantage and therefore a subsidy.

6 Also referred to as the ’"Marcora Law” which allows Italian workers to claim would-be future
unemployment benefits in a lump sum, to help them fund a buyout or rescue and capitalise their new
co-operative. The law also established properly-resourced, but crucially autonomous, co-operative
development institutions. These provide tailored investment for these co-operatives and expert
support to help workers organise and assess options; negotiate and effect a buyout or rescue;
develop their co-operative in the years after.
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o If further SG support is no longer possible then liquidation may be
required. This refers to the process of dissolving the company’s identity
and selling any assets to settle liabilities. In this wind down scenario,
whilst the company itself would not be put up for sale, any tangible
assets such as plant, machinery, land or property may be sold to
recoup some funds.

o There are two forms of liquidation: Compulsory, when a company is
unable to pay its debts and a winding up order is made by the Courts,
and Voluntary, instigated by Shareholders or Directors.

o Inawind down scenario external advice will be required to guide the
process and SG Finance colleagues should be engaged to advise on
SPFM reporting requirements.

An Exit Assessment Checklist has been developed to guide the development of an
Exit Strategy utilising the principles as set in the guidance above. This can be
accessed in Annex B.



Annex A — Divestment of an asset — sale option
Process for Expressions of Interest (EOIs)

When starting a divestment process, the sponsor team should begin by creating an
Expression of Interest (EOI) template to be completed by the potential purchaser.
This allows interested parties to make their initial intentions known as to their interest
in acquiring the asset, and to eliminate any parties deemed not to be credible
ensuring time, money and resource is spent appropriately. If the sponsor team
regard the potential purchaser and indictive offer as credible, they should then notify
Ministers of the EOI and seek Ministerial advice whether to proceed with or reject the
initial proposal. If Ministers make the decision to begin proceedings of a formal offer
from the potential buyer, the sponsor team should appoint external advisors to
conduct detailed due diligence (financial, commercial, legal), into the business.

Once this initial due diligence has been conducted the sponsor team should notify
Ministers of the outcome of the due diligence exercise to seek Ministerial clearance
as to whether SG should proceed with the sale from this point. If the decision is to
proceed then negotiations with the interested party can commence, led by the
appointed commercial advisors. To supplement this, the sponsor team should also
seek legal and subsidy control advice on the disposal of the asset. Thereafter,
advice should be prepared for Ministers recommending whether or not to proceed
further with the sale of the asset, and if agreed, the sales process can be taken to a
conclusion with commercial and legal advisors.

Due Diligence considerations

Whilst selling or divesting of an asset on the face of it appears less onerous than in a
situation where SG is looking to provide support to a business via intervention, there
are still some important factors to consider. In the instance where SG is acting as a
‘seller’ it is prudent for the due diligence to attempt to determine the following at an
early stage in the process:

e The reasons for the buyer’s interest in the acquisition (to ascertain credibility of
offer).

e The buyer’s business and personal reputation given the potential impact to
Scottish Ministers in selling to certain businesses or individuals.

e The buyer’s financial ability. This should scrutinised in greater detail by external
advisors.

e The robustness of the buyer’s business plan post-acquisition and what this

means for jobs, supply chain etc. This links in with SG’s initial strategic rationale

for intervention in the first instance therefore needs to be considered at this

juncture as well.

Does the offer place any obligation of current/future support from Scottish

Ministers or lead to any enduring liability for SG?

To support this, sponsor teams should look to undertake the following initial checks:
e Publicly available information — reputational impact:
o Amnesty International
o Human Rights Watch



o Transparency International
o Business and Human Rights Resource Centre
o World Bank list of ineligible companies

e SG Finance assessment of financials and plan

e SGLD engagement

If a credible offer to purchase an asset is received, officials will require the services
of a commercial advisor to lead the process potentially leading to a sale. This will
include but is not limited to:

¢ financial review of acquiring business;
e strategic business review, looking into a business, its plans and aspirations;
¢ integrity due diligence, building on publicly available information sought
above; and
e purchase offer handling including:
o negotiating with potential purchasers on Minsters’ behalf,
o undertaking detailed due diligence (financial, commercial, legal), and
o preparing advice that officials will rely on when recommending whether
to accept or decline any serious purchase offer.

Preparing for a sale

Whatever the reason for selling, SG should be sure of its objectives and its plan to
achieve them. There are a variety of steps that SG may need to take to prepare a
business for sale, particularly if it is part of a group, including:

e reorganisation of assets within the group;

e identifying and considering how to deal with assets which are shared by the
target business with other businesses within the group. These may include,
for example, intellectual property and employees; and

e ensuring that information which the buyer is likely to require as part of its due
diligence exercise is readily available and up to date. This may include, for
example, information about properties, financial information, key contracts,
actual or pending litigation etc.

At the outset, a decision will require to be made based on legal advice as to whether
the sale process will be restricted or open-market. The sales process may be
proactive or triggered by an approach from a credible potential buyer. Appropriate
governance should be put in place to guide the decision making process.

Overview of the transaction in a sales process

Whilst every sales process will be unique, most transactions are likely to include the
following broad phases:

1. dealing with pre-contract documents, such as confidentiality agreements,
heads of terms and exclusivity agreements;



2. carrying out due diligence on the target business and, as necessary, the
seller;

3. obtaining any third-party consents and approvals that are required before the
transaction can proceed or that must be made a condition of the deal;

4. preparing and agreeing the documentation required to implement the
transaction. In most instances, this includes a detailed business / asset
purchase agreement which records the terms on which the seller agrees to
sell and the buyer agrees to purchase the target business;

5. signing and exchanging the transaction documents so that they have legal
effect; and

6. completing the transfer of the target business to the buyer and dealing with
any applicable post-completion formalities.

Whilst the above sets out the broad phases of a sale from an external perspective,
alongside this, developing an HMT Green Book aligned five case business case to
demonstrate the strategic, economic, financial, commercial and management cases
of the divestment compared with a hold scenario will be required as well. Through
the business case process multiple offers can then be compared objectively.



Annex B - Exit Assessment Checklist

Example pro-forma to be developed and led by Insights & Assurance Unit with input
from sponsor teams, PMO, OCEA & Finance as required.

Date of last
review

Consideration Comments Recommendation / Next Steps

Performance
against SG
objectives

Timing

Options

Valuation

Risks

Stability

Market

Preparatory
work

Legal /
Subsidy
Control

Overall
recommendation
and next steps
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