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GS ASSET MANAGEMENT: NOTE TO PROFESSOR

Introduction

The Asian financial crisis caused tremendous panic in the world financial markets.  However, after the dust settled, or in some cases even before it settled certain investors were “back” looking for value – fundamentally sound companies that were undervalued as a result of the crisis.  As the crisis-ridden countries eased their regulations on foreign ownership, several global banks, MNCs and even smaller companies began to descend on Asia in search of "value".  The GS Asset Management (GSAM) case is an example of one such situation.

Among others, the case's learning objectives include the following:

· Estimating discount rates for companies in emerging market countries in times of crisis, specifically Thailand

· Making projections and doing a company valuation in a time of financial crisis

· Distinguishing between a "good" company that is selling cheaply because of the crisis or a fundamentally unsound and potentially bankrupt company

· Identifying what kind of risks should an investor consider when he gets involved in a emerging market project especially during a financial crisis

· Providing background on the Asian Financial Crisis and its implications

Synopsis

The case is set in January 1998, when a European bank was looking to expand its retail asset management business in Asia by buying a stake in local companies.  Their search has lead them to GS Asset Management (GSAM) which was the fourth largest mutual fund company in Thailand in terms of assets under management.  As a result of the stock market crash, the company was affected badly.  Several of the bond funds it managed were liquidated and the business was finding it difficult to fund itself.  A foreign buyer with a commitment to sustain and grow the business could tide the company through the crisis.  

The case presents a background on the Asian financial crisis, the Thai economy, the company to be purchased, the European bank and the risk/issues it faced in buying the stake.  The case is presented from the viewpoint of an Asian analyst who has been asked by his boss in the European bank’s asset management division headquarters in Singapore to make a recommendation – to purchase or not to purchase? The case raise questions like which projections the analyst use and how to interpret them in time when no one knows what will happen and every party has divergent objectives. Additionally, he should identify what kind of real options are imbedded in the purchase of the company.

Analysis

The case serves as an introduction to identify, define and understand the risk evaluation as well as the analysis of projections in circumstances when a company or a stake in it is up for sale in a time of crisis. Our analysis will be divided in two major parts: one part will study the list of risks that need to be considered in this particular investment. Second, how to value the company in times of immense volatility.

Risk Identification

While the discussion of the project could go in the direction of how the projections made by GSAM are biased, the professor should try to first focus the attention on what kind of risks are inherent when an investor gets involved in this type of project in an emerging market.

The risks can be mainly classified in two categories:
1) Country risks, which can be divided in

a) political

b) economical

c) financial

2) Company specific risks

In the Country risk category the main risks are as follows:

· The Asset Management sector recovery depends on the improvement of the political and economical environment to regain confidence and attract foreign investors back to the region. A major risk is the recovery of the Thai economy and long it will take.  Are things at the lowest level (optimal time to buy) or should one wait.

· One main problem in the Thai financial system is the lack of regulations concerning bankruptcy.  Creditors were left without recourse as the government decided how to deal with the suspended finance companies.  The Thai government is attempting to fix this problem via the Financial Sector Restructuring Authority (FRA) and its programs. 

· The Bank of Thailand committed itself to bailout the financial sector. The BOT promised in March 1997 to buy some real estate loans from finance companies. The BOT and its true agenda pose a risk to making a purchase in Thailand.  Is Thailand committed to reform or are they just changing the rules temporarily?  The BOT has never been confronted with the issues it is facing today.  Besides, the lack of bankruptcy regulation forced the BOT to freeze all assets from the 56 financial institutions suspended. Besides, the FRA will probably intervene and decide to sell part of the suspended companies that could create uncertainty among buyers about when and what to buy.

· Like in emerging markets, Thailand suffers the corruption risk. How were certain companies able to know the changes in the Baht currency rate before anyone? As happens in many countries, there are strong relationships between certain companies, people and the government. This risk can be assumed to be included in the country risk.

· The history of Thailand tells us that the country was not able to develop a stable democracy. Any change in the Thai government will affect any recovery plan and pose as a setback to attract foreign capital. A new government means a new negotiation with different people, which could result in different outcomes. This risk is part of Thailand’s country risk.

· Volatility of the exchange rates and the stock market deters investors from making investments.  Things may appear “cheap” – but will they become cheaper?  By investing now will you end up losing more money because the market collapses further after the purchase or is the company “cheap” because it is a poorly managed company with no future?

In the category of Specific Risks we find the following:

· Two major shareholders owe 1 million Baht to GSAM. Since the Central Bank has suspended those shareholders, all their assets have been frozen and there exists a probability that they will not be able to pay back their obligations. The potential bad loan, will “strain” the balance sheet by eroding the equity built up in the past. The suspended finance companies shares in GSAM could be sold to anyone and BEB could end with a partner they have no desire to work with.

· BEB is willing to buy a stake in GSAM to have the option to increase its share in the company in the future. The probability that the law will change restriction towards the ownership regulations is an important issue to consider. If the law is not changed to favor foreign investors, the investment is not in line with BEB’s strategy, as they will not have control.  However, buying the 25% will give them the option at a later stage to increase their shareholding (for example by buying the shares of the suspended finance companies when the FRA sells them).  We can consider this as a real option.
· In GSAM’s particular case an additional risk to consider is the conflict of interest between the old shareholders and new ones. From the Exhibit 1 we could interpret that the old shareholders had a short-term view of the business, as the dividend payout ratio have been always above 89%. With those dividends payments they already recovered their original investment. In the case of EIB they invested USD 1 million and got USD 3.2 million. Therefore, the old investors will show less commitment to develop the business as they already have recovered their money. They may be willing to let the business “bleed” without having any interest in sustaining it through the crisis period.  

Besides the above analysis, the professor should point out that at the time of the purchase decision the M&A activity in the Asian region was not strong (it took a while to pick up) Why did other global players not start buying in Thailand at the time? There is a summary of a McKinsey article in Exhibit 2, which describes how the M&A activity developed after 1998 and which issues should be considered.

Company Valuation 

In the way the case is written the students should suspect that the given projections in the case are not the appropriate ones to use. Since GSAM is eager to get fund inflows from a foreign investor, the company managers will make an effort to show over optimistic figures to increase the company’s value.  In order to provide a better view of this case we did a scenario analysis - with three different outcomes: optimistic, base and worst scenario.

The optimistic scenario used GSAM original projections and assumed that the firm would invest 1,000,000 baht until year 2002. On the other hand, the worst case assumed that 100% of the assets under management will “disappear” as they mature and they will not make any investments in capital expenditures.   In addition, we assumed that expenses and other sources of income remain the same for all the scenarios. Finally, we calculated the changes in working capital as 10% of the changes in the amount of funds under management in each scenario. 

To adjust GSAM original projections to our base case scenario conditions we assumed the following:

· Total funds under management decrease by 50% as they matured until year 2000. Afterwards, the amount would be the same until year 2002.(see exhibit 3)
· GSAM will not pay dividends

· The management fee will be in the level of 1% of total assets

· The expenses will grow at a rate of 3%

· The terminal growth will be 3% 

· The capital expenditures will be at the level of 1,000,000 Baht

In order to convert future Baht to US Dollars, we used forward rates using the term structure of each country. By doing that, we are using the expected exchange rate at the time of valuation. In terms of cost of capital, we used the international cost of capital calculator in order to obtain the cost of equity for the firm. Given the fact that the firm is not using any debt, the WACC equals to the cost of equity. Moreover, we used a different cost of capital for each year until 2002. Afterwards, we assume the same discount rate as 2002 till the end of the valuation.

In our valuation, we have not included any kind of real options. However, we find that if any firm acquire GSAM, they would have the opportunity to build a franchise in Thailand. Therefore, it has a great upside potential (positive skewness) that is not reflected in our valuation, but it should be considered in order to have more accurate value of the firm. 

All the calculations made to obtain GSAM value and a sensitivity analysis are shown in Exhibit 4.
What happened?

Due to the uncertainties surrounding the future of GSAM, BEB decided after attending GSAM’s shareholders meeting in March to not buy the 25% from EIB.  In addition, the new funds launched by GASM were not well received.  It also became apparent at the meeting that Citicapital was not interested in buying EIB’s 25% stake.  The management was also reluctant to make staff reductions and implement other cost cutting policies to keep the company going.  No one at the meeting knew what would happen to GF and GCN Finance.  The Thai market remained illiquid and depressed and the Thai Baht continued to lose its value.  BEB decided to “wait and see” as to what happened to the company and the Thai economy.  Refer to Exhibit 5 to find out what happened to the asset management industry in Thailand and how the government dealt with the suspended finance companies that had shareholdings in several asset management companies.

Timeline of Events after Date of Case

Date: 2/2/98:  State-unit, govt bonds 'best bet' for losers

GS Asset Management Ltd has already launched a fund called Thanasap Fund to invest mainly in state-enterprise bonds, which are guaranteed by the Finance Ministry. The open-ended fund has a policy to keep 50 per cent of the money in short-term deposit accounts in preparation for redemption, and the rest solely in bonds. So far, the fund has raised Bt70 million.

Pakakaew Boonliang, managing director of the company, noted that the fund size could be between Bt500 million to Bt1 billion if investors are confident of the fund's performance. 

Date: 7/20/1998:  Unsuccessful Auction 

At the auction only existing shareholders of the nine firms were allowed to bid. 

The nine companies included Thai Farmers Asset Management Co, GS Asset Management Co, FBCB Asset Management Co, Siam City Asset Management Co, Ayudhya Jardine Fleming Asset Management Co, Nakornthon Schroders Asset Management Co, One Asset Management Co, Thai Asia Mutual Fund Co and TMB Asset Management Co…..

Therefore the FRA announced the shares of the four companies would be auctioned again. According to the FRA, the shares of Siam City Asset Management will be auctioned again on Aug 8, the shares of TFB Asset Management on Aug 17, and the shares of both GS Asset Management and FBCB Asset Management on Sept 17.

Date: 8/22/98:  NFS increases GSAM stake to expand its business 

National Finance Plc (NFS) has bought a 25% stake in GS Asset Management Co (GSAM) from EIB, which makes it a major shareholder in the asset Management Company. 

With the recent purchase of 2.5 million shares at Bt15 apiece, NFS' total investment in the asset management firm will rise to 35 per cent. 

According to the NFS report filed with the Stock Exchange of Thailand the contract signing took place on Friday. 

The finance company said that it had used its working capital to finance the purchase, aimed at expanding its asset management arm, which will bring strategic returns for the company in the long term. 

ML Pakakaew Boonliang, GSAM's managing director, said she had already discussed the management of GSAM with NFS, and the finance company had agreed not to take an active role.  Pakakaew said a new director for GSAM would be appointed by NFS. ''NFS might appoint an outsider because the finance company says it will allow GSAM's management team to work independently,'' she said. 

NFS raised its stake in GSAM because it sees a potential growth in the asset management

Business, Pakakaew said. 

According to GSAM's managing director, as of Aug 14, the combined net assets value (NAV) of the mutual funds stood at Bt71.58 billion. Ranking the third, GSAM has a 13.77 per cent market share with an NAV was Bt9.9 billion. SCB Asset Management Co is the market leader with an NAV of Bt16.3 billion, and TFB Asset Management ranks the second with an NAV of Bt11.7 billion.

Currently, a 40% GSAM stake is under the Financial Sector Restructuring Authority. Each of the two shutdown finance companies, General Finance and Securities Plc (GF) and it's subsidiary GCN Finance Plc, held 20 per cent stakes in GSAM. The authorities will auction the shares on Sept 18 for which NFS and the Government Saving Bank (GSB) are expected to bid in order to maintain their shareholding ratio. GSB currently holds a 25 per cent stake in GSAM.

Date: 9/23/98:  National Finance ups stake 40% 

National Finance Plc says it has invested Bt60 million for another 40 % share of GS Asset Management Co, raising its holding in the Asset-management Company to 75 per cent. 

According to the report to the Stock Exchange of Thailand, the finance company bought four million shares of GS Asset Management for Bt15 per share in bidding from the Financial Sector Restructuring Authority. 

Date: 1/14/99: Mutual fund sector gets a windfall

Emerging top among the winners in the industry is GS Asset Management Ltd which recorded a 902 per cent rise in its fixed-income assets.

Date: 4/8/99:  Nasset emerges from finance firm changes 

National Finance Plc, in a bid to streamline its business empire, has renamed GS Asset

Management Ltd as National Asset Management Co Ltd, or Nasset, following the shareholding changes in the middle of last year. 

National Finance last year built its stake in the mutual fund Company to 100 per cent, company.  The finance company first built up its stake by purchasing 25 per cent from EIB and 10 per cent from Citi Capital Ltd. It also acquired another 20 per cent each from General Finance & Securities Plc and its subsidiary GCN Finance Plc during an auction. 

National Financial is now considered one of the country's strongest finance companies with a capital adequacy ratio of 23 per cent to risk-weighted assets, much higher than the Bank of Thailand’s minimum requirement of 8 per cent. 

Exhibit 1: Dividend payout over the years


1992*
1993
1994
1995
1996

Total Dividend Paid
0
50
80
80
110

Dividend / Share

5
8
8
11

Earnings per Share
2
5
9
8
12








Dividend Payout Ratio

100%
89%
100%
92%

EIB: (Million THB)

12.5
20
20
27.5

USD Equivalent

0.5
0.8
0.8
1.1

*(Mar - Dec)






Exhibit 2:  McKinsey Quartely Number 2, 1999.

Post-crisis M&A activity

Most observers believed that a crisis-driven boom in Asian bank mergers and acquisitions would start in 1998. They were wrong: in the nine key markets of emerging East Asia private-sector bank M&A remained roughly flat in1998, at around $5.6 billion. That is comparable to the levels of 1996, before the crisis.

Yet the forces driving this merger boom that never came didn’t go away; they intensified. The M&A boom is already starting in 1999, and will continue over the next two years when it will hit with a vengeance. By the time this wave has passed, a third to a half of Asia’s banks will either acquire other banks or be acquired by them.

Governments are further encouraging the inflow of capital by raising foreign ownership limits more dramatically and rapidly than ever before. Indonesia, South Korea, and Thailand have now joined Hong Kong in allowing 100 percent foreign ownership of local banks. Limits have been raised to 60 percent in the Philippines and to 50 percent in Taiwan; other countries will probably follow suit. As a result, a number of regional and global banks have become active acquirers as it is described in the following chart:
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Overcoming the Challenges 

Banks hoping to succeed through aggressive M&A strategies must overcome a number of challenges. First among them is valuation: with asset prices extremely volatile and macroeconomic forecasting all but impossible, few buyers and sellers will agree easily on price. Most sellers, believing that current asset prices are unsustainable low, are going to seek prices that match what they paid or will allow them to cover their borrowings, which are often in US dollars. Many buyers, by contrast, believe that the current uncertain economic outlook justifies relatively low valuations, particularly in view of the paucity of good information and the inherent uncertainty about non-performing loans and collateral recovery levels. Varying assumptions about these and other key factors within a range of realistic scenarios can produce 300 percent swings in a target bank’s valuation. Then often, sellers ask for a price that is two to three times higher than the buyer is willing to pay.

A particular note of caution is warranted about deal pricing and the challenge of capturing synergies. Price-to-book ratios have fallen, 1 but prices — on a discounted cash flow basis — have not sunk to “bargain basement” levels, especially in competitive bidding situations. Most of the acquisitions soon to take place in Asia will therefore fail to create value unless the acquirers can achieve significant cost and revenue synergies.

Exhibit 3: GSAM fund maturities

Fund
THB mill as at




Number
29-Aug-97
Maturity
Percentage
Convert to Open

1
           1,255.71 
Aug-97
9.59%
yes

2
           1,353.89 
Nov-98
10.34%


3
           1,832.83 
Sep-98
14.00%


4
           1,145.80 
Sep-98
8.75%


5
           2,288.72 
Jan-99
17.48%


6
              405.14 
Jul-99
3.09%


7
              191.93 

1.47%


8
           1,877.03 
Dec-00
14.33%


9
              320.60 
Sep-00
2.45%
yes

10
              466.38 
Sep-00
3.56%


11
              238.82 

1.82%


12
                33.71 

0.26%


13
              267.05 
Apr-03
2.04%


14
                97.83 

0.75%


15
                89.98 

0.69%


16
              315.23 
Jan-05
2.41%


17
              275.05 
Jun-05
2.10%


18
              639.16 
Oct-05
4.88%


Total
         13,094.86 

100%


Exhibit 5:  – Quotes from Newspaper Articles about the Asset Management
                       Industry and GSAM in Thailand after the Crisis

Teera Phutrakul, president of the Association of Investment Management Companies and

Managing director of Thai Capital Management Co Ltd, said mutual fund companies are fighting back by launching funds which invest mainly in government-guaranteed bonds which generate average returns of 14-15 per cent. 

· The Nation, August 1998

Of the nine asset-management companies' shares auctioned on Friday, those of four companies, worth a combined Bt87.502 million, were bought by the companies' existing shareholders, according to the Financial Sector Restructuring Authority (FRA). 

At the auction only existing shareholders of the nine firms were allowed to bid. 

The nine companies included Thai Farmers Asset Management Co, GS Asset Management Co, FBCB Asset Management Co, Siam City Asset Management Co, Ayudhya Jardine Fleming Asset Management Co, Nakornthon Schroders Asset Management Co, One Asset Management Co, Thai Asia Mutual Fund Co and TMB Asset Management Co…..

…..Therefore the FRA announced the shares of the four companies would be auctioned again. According to the FRA, the shares of Siam City Asset Management will be auctioned again on Aug 8, the shares of TFB Asset Management on Aug 17, and the shares of both GS Asset Management and FBCB Asset Management on Sept 17.

       - “Sale of stakes in management firms falls short”, The Nation, July 1998

FIXED-income funds have received a windfall from the continued reduction in interest rates since late last year, resulting in a 132 per cent rise in their net asset value. By the fourth quarter alone, total fixed-income assets have grown by 84 per cent or Bt22 billion.

The figures have led people in the industry to believe that the Thai fixed-income mutual fund industry is beginning to show some signs of recovery ever since the financial crisis began a year ad a half ago. 

Emerging top among the winners in the industry is GS Asset Management Ltd. which recorded a 902 per cent rise in its fixed-income assets.

      - “Mutual fund sector gets a windfall”, The Nation, January 1999

Managing director of GS Asset Management Ltd (GSAM), ML Pakakaew Boonliang, said that from now on bond investments would be very attractive because investors would receive higher yields with few risks as these bonds are guaranteed by the Finance Ministry. 

The central bank so far has issued bonds worth Bt400 billion with yields ranging from 8.25 to 14 per cent. The higher yield came during the time when liquidity conditions in the market remained tight. 

Pakakaew noted that GSAM plans to launch fixed-income funds next year to invest in bonds or any kind of debt instruments because these products worth Bt800-900 billion will be floated in the market during the year. 

      




 -“Fixed-income funds a good bet”, The Nation, December 1998
� All information/quotes are from “The Nation”, a Thai newspaper
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