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Ducati & Texas Pacific Group—A "Wild Ride"
Leveraged Buyout

“Well, at least our lawyers are hierel” exclaimed Dante Razzano, managing director of Deutsche
Morgan Grenfell (DMG), as he addressed one of the advisors of Ducatl, the Italian motorcycle
company. With that statement, Razzano representing Texas Pacific Group (TPG) in their attempt to
acquire Ducati, set off a scene of shouting and screaming by the advisors to Ducati. Abel Halpern,
HEBS '93, Partner at TPG, looked on s his 48-year-old banker defended the position the two TPG
Tawyers at the table had taken towards the deal. As the shouting ended, Razzano, suddenly with a
placid calm, looked at Halpern and gave him a knowing, almos fatherly wink, as if to say, “don’t
worry Abel, now e have got the advantage.” “The scene was unbelievable,” Halpern recalled. “And
then again, it wasn't. Incanceivable things had happened throughout this negotiation.”

It was July 21, 1996, and Halpern and Razzano were in the final stages of negotiating the purchase
of a majority stake in Ducati from Cagiva, a conglomerate owned by the Castiglioni family. TPG had
already signed a detailed Letter of Intent with Cagiva and was now hammering out the details of the
deal in the definitive purchase agreement. But as with everything in this deal, nothing was easy for
Halpern and his team. Halpern believed that Cagiva had tried to shop the deal to other buyers, even
though the Letter of Intent included an exclusivity clause for TPG. Moreover, the negotiations had
been nothing short of acrimonious, with the Cagiva team reverting to tactics such as re-opening items
that had been agreed upon and taking a highly confrontational stance in the discussions. “They even
started calling me nracelloio o “butcher’ because they began to hate me so much,” Halpern said.
Halpern recalled the scene surrounding the brawl:

‘We had nearly finalized all of the points in the purchase agreement. The only major concern
was that the Castiglioni brothers had failed to show up for any of the sessions. This would not
have concerned me but for the fact that the brothers had done this repeatedly throughout the
transaction in order o try 1o back out of the deal. Now, 1 had my boss, David Bonderman
[founder of TPG) and Senior Partner Jeff Shaw flying to ltaly to sign the closing documents and
we had this! No Castiglioni brothers—just a braw] between our investment banker and
Ducati's advisors.

About 30 minutes later, during a negotiation break, Halpern and his business advisor Federico
Minoli, a Partner at the consulting firm Bain & Co. conducting the due diligence with TPG, retreated
toa dimly lit store room off the Ducats factory floor to reflect. “This is Italy,” said Minoli to his visibly
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pensive client as they stood surrounded by carcasses of unfinished and defective motorcycles, “Abel,
you must embrace this madness and make it work for you, otherwise it will all end in tears.”
Digesting Minoli’s words Halpern thought: “Do1 really want to do this deal?”

The Road to Italy Goes through Mexico:
Texas Pacific Group, Abel Halpern and their Interest in Italy

Abel Halpern was raised in Philadelphia and graduated from Yale University in 1988. After Yale,
Halpern worked as a labor organizer, focusing on workforces in the casino industry in Las Vegas.
Looking for a change, Halpern decided to apply to Harvard Business School, more or less on a whim.
“They didn't require test scores, just essays,” explained Halpern, “so 1 had nothing to lose.” After
getting accepted, Halpern decided to enroll at HBS after his interest was piqued during class day. At
the end of working a summer at Bain & Co. in Boston, Halpern accepted a permanent job with Bain,
working part time during his second year and starting work right after graduation in June of 1993
Halpern explained his experience with Bain:

At Bain, 1 worked mostly on Latin American cases as 1 had an interest and an aptitude in
the area. 1 spoke Spanish and also had some prior work experience in the Latino community. |
lived in Mexico as an exchange student in a rural public school when 1 was 14 and 1 spent most
of my time focusing on Latino workers when | was a union organizer. | suppose it was this
expertise and interest that helped me land a job with TPG, which is known to be a bit eclectic
in its approach to life

A year after he joined Bain, his then-girlfriend (and Jater wife and fellow HBS alumnus)
introduced him to some people at a relatively new private equity firm, Texas Pacific Group. David
Bonderman formed TPG in 1993 out of a special fund called Air Partners, which purchased
Continental Airlines and AmericanWest Airlines. Prior to forming Air Partners with TPG founder Jim
Coulter and Bill Price in 1992, Bonderman worked for nearly a decade with Robert Bass, one of the
four celebrated brothers from Fort Worth, TX who were some of the early industrialists/leveraged
buyout investors. While working with Bass, Bonderman focused on troubled, out of favor comparies
and reportedly achieved annual investment returns in excess of 60%. TPG had already had
international exposure via a joint venture with Newbridge Asia, but Halpern was the fund’s first
international employee when they hired him to open the Mexico City office in June 1994. Since that
time, TPG had built upon the success Bonderman had achieved with Bass (see Exhibit 1 for some
information on TPG Partners).

Halpern's first potential deal target from Mexico City was ironically a Turin, ltaly based fashion
company Gruppo Finanziario Tessile (“GFT”) the licensee of ltalian designers such as Giorgio
Armani. Although TPG did not win the deal, Halpern worked with two key people that would
become partners in his later transactions. One was Dante Razzano, one of the leading M&A bankers
in ltaly, and CEO of Deutsche Morgan Grenfell ltalia. The second was Federico Minoli, an ltalian
Partner with Bain & Co. who focused on the consumer products and luxury goods sectors and who
was based in Boston. Halpern highlighted his relationship with these two men and how they led to
his interest in Italy:

Although 1 was disappointed we didn't get the GFT deal, 1 was excited to have worked
with Dante and Federico. We all just seemed to click. I really didn't know Federico well at
Bain, but 1 knew his reputation and his experience as CEO of the US. subsidiary of Htalian
clothing and designer firm, Benettan. From a practical perspective | now had an Italian insider
and an Italian CEO with whom | could partner on deals. However, Italy piqued my interest for
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other reasons as well. First of all few international private equity firms saw ltaly on their radar
in 1994. As TPG always attemps to conceive tomorrow’s idea, to go where no one else went
was in itself interesting. Second, 1 saw twao economies in Jtaly. One was one that 1 would call
“statist’—big, inefficient companies tha were either run by the state or were big, mega-
conglomerates that operated like state owned companies. The other economy consisted of
smaller, middle market companies created by entrepreneurs. Many of these companies
typically had between $100 and 5300 million in sales, were mostly born or reborn after World
War 11, and were private. After a period of dramatic growth from the sixties through the
eighties, many of these businesses struggled with the complexity of scale, a global marketplace
and frankly the challenge of generational succession. However, what 1 really liked about these
companies was that in order to be successful in the high wage and high tax environment of
Italy these companies focused on high value-added niches in high margin businesses, where
the relative cost differentials are absorbed by the customer.

Most of the companies Halpern was interested in were companies that had grown rapidly but still
had the corporate structures of very small companies, causing great stress to the management of the
businesses. Moreover, these companies usually faced succession issues as the younger generation
inherited the business from the founding generation. As many of these younger owners spent more
time working out how to divide their assets than on working on how to improve their businesses,
these companies were ripe for a LBO. However, one added complexity to doing these deals was their
practice of what Halpern liked to call “fiscal efficiency.” In order to minimize their tax liability, these
companies could have Byzantine structures even if they were small. “It is not uncommon to see a
company with 5100 million in sales and 50 subsidiary entities,” explained Halpern. As a result, some
of these companies’ subsidiaries would appear to be losing money when in fact they were quite
profitable. Deciphering the numbers was often quite difficult, if not impossible. “Remember, that
these companies were privately owned,” warned Minoli, “and the owners could do as they pleased
with their assets. If that meant siphoning off profits of one division to fund another division, so be it
The upside was that most of these companies had been plowing money back into the business to
‘minimize their current tax liability o they often had very advanced manufacturing equipment.”

“Many of these issues were reflected in Ducati,” Halpern recalled. “Thats what made the deal so
interesting...and difficull.”

Ducati—A Great Brand and a Wild Ride

Ducati—A History of Invention and Technical Leadership

Founded in 1926 by the Ducati family, Ducati was at ane point the second largest manufacturing
concern in Italy. The company had a long history of invention, becoming, as Minoli described,
“consumer electronics before there was electronics.” The company invented new types of razors,
cameras and movie projectors for the ltalian market. During World War I, the company produced
‘materials for the ltalian army and, as a result, was razed to rubble by the Allies in 1943. After the war,
the founders were let penniless, so the ltalian government took over the company through the State
holding company, Istituto per a Ricostruzione lndustriale (Institute for Indusirial Reconstruction) or
IRL! Under IR}, the company was split into two concerns—Ducati Energia, a consumer electronics
company, and Ducati Meccanica, the motorcycle company. In the late 1940s, the company designed

IRI it been set up in 1935 2 a state holding company to take over the stakes in industrial comparies held by three laege
taliabanks that were facing bankeupics
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and built the first motor bike in Italy, popularly called cicciolo or “the puppy,” which became the
‘most popular mode of mass transportationin taly at the time.

What really got Ducati Meccanica started, however, was the engine designed by Fabio Taglioni,
who Minoli described as “the genius of engine mechanics. He was responsible for the creation of the
myth of Ducati.” The avant-garde Taglioni design, also called the Desmodromic Distribution System,
was partially designed out of necessity. As quality steel was unavailable at the time in Italy, Taglioni
invented a new type of engine that could allow valves to open and close at high revolutions without
the use of springs. When the motorcycles started racing, the Ducati quickly became one of the top
racing brands in lialy. However, while the technical side was inventing state of the art products, the
State was running the company into the ground. As a result of massive losses suffered by the State,
in 1983, IRI decided to dispose of its motorcycle assets and an ltalian conglomerate, Cagiva,
purchased the company.

Cagiva stood for “Castiglioni Giovanni Varese” and was named after the founder and the town in
‘which the company was based. Cagiva originally assembled Harley Davidson motorcycles, but began
producing its own motorcycles in 1979. Cagiva‘s motorcycles were lower end models compared to
Ducati, but Cagiva also added one important element to the Ducati motorcycle. “Cagiva had great
frames but no engine,” Minoli explained. “And Ducati had a great engine but no body. When the two
were put together by Cagiva, that is when the real Ducati was born.” However, Cagiva ended up
having their share of problems as well. In addition to the motorcycles, Cagiva owned a wide range of
other companies, everything from metal stamping businesses to hotels. By the mid-1990s, the
company, now being run by the sons of the founder, had become excessively leveraged and was
bleeding cash in many of its business lines. It was believed that the profits of Ducati were being used
off to support the other failing businesses. It was because of this financial difficulty that the
Castiglioni brothers began a search for new financing for their troubled entity.

The World Motorcycle Industry in 1996

Motorcycles sold around the world basically fell into two categories: bikes that were used as an
essential means of transportation and bikes that were used primarily for recreational purposes.
Virtually all cruising bikes such as Harley-Davidson, dirt bikes (such as some of Yamaha's bikes), and
street bikes (BMW, Honda, Ducati) with an engine volume >500cc were purchased for recreational
purposes. Material affluence among empty nesters, the midlife crisis of baby boomers and other “life-
style factors” contributed to a surge in bike demand for large cruising and sports bikes starting in the
mid 1980s. Many baby boomers seemed to derive more utility from owning a bike than from riding it
frequently. In fact, the bike brands that were more difficult 1o ride often commanded a price
premium. Harley-Davidson was the most prominent recent example for the revival of a motorcycle
brand. By 1996 the average waiting period for an entry-level Harley cruiser was six months. In the
United States, street bikes >500cc represented only about 26% of the total bike market, while cruising
bikes represented 36%. In Europe and Japan, cruisers represented only about 15% of the total bike
market while street bikes >500cc represented 37'%. (See Exhibit 2 for European and U.S. market
segment evolution.)

‘While in 1995 Harley-Davidson held a 65.0% share of the total U, cruiser market, corresponding
102 23% share of the total U.S. bike market >750cc (cruising and street combined), they only held a
21% share in the much smaller European cruiser market, corresponding to a 2.5% share of the total
European bike market >750cc. European growth had been strong for Harley-Davidson in recent
vears, however, and an analyst® estimated that Harley-Davidson's worldwide sales growth could
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average 15% pa. over the next seven years. Harley-Davidson, the only publicly listed motorcycle
“pure play” in the warld, was an intriguing role model for Halpern as he considered an investment in
Ducati. Harley-Davidson had succeeded in creating a life-style brand with about 15% (5200m) of 1995
sales derived from highly profitable clothing and mechanical accessories rather than bikes and
replacement parts. And, even better, there seemed ta be potential for further growth of clothing and
other products. (See Exhibit 3 for Harley-Davidson sales.) The price-earnings multiple of Harley-
Davidson seemed to reflect only some of this growth potential, however. (See Exhibit 4 for a table of
comparable companies.) In Tuly 1996, Harley Davidson had a market capitalization of $3.17 billion on
1995 sales of $1.35 billion and no long-term debt.

In many ways Ducati was in a great position to replicate with street-bikes what Harley-Davidson
had done with cruisers. Ducati bikes had won the 1990, 1991, 1992, 1994, and 1995 World Superbike
championships against strong competition.’ Ducati's brand was well known even though marketing
efforts in the past had been small. Also, Ducati had considerable growth potential in it core business.
In 1995 the company sold 20,017 bikes while Harley-Davidson sold 105,104 and BMW sold 50,246.
Only 2,402 of Ducat’s bikes were exported to the United States in 1995. Ducati’s world market share
for street/road bikes >S00cc was around 5% (See Exhibit 5 for Ducati's international sales
distribution and Exhibit 6 for Ducati’s 1995 market share.)

Also, while several new competitors were rumored to re-enter the market for cruisers (eg
Excelsior-Henderson, Indian Motorcycle Company) there were no significant new entrants foreseen
for street bikes. Street bike customers liked technical excellence, as indicated by racing performance.
And the high upfront costs of successfully designing and racing bikes seemed 10 deter entry.

Working Capital Problens and Product Line Issues

While Ducati looked like an attractive brand with development potential, TPG quickly discovered
several “yellow flags” in the course of its due diligence. First, Ducat faced severe manufacturing and
financing bottlenecks and had gotten itself into a vicious circle. Delays in payments to some key
suppliers led 1o a large number of almost-finished bikes that remained “work in progress” because
one or two key parts were missing. This in turn led to lower sales and extended customer wait lists.
(See Exhibit 7 for supplier dependence on Ducati and Exhibit § for Ducati’s pent up demand.) The
big, question for any buyer would be what the working capital needis of Ducati were in the short and
long term. By March 199, accounts receivable were at 90 days sales. TPG believed that this number
could eventually be reduced to 60 days but was not sure. Inventory had ballooned to almost 120 days
sales. Here TPG was optimistic that this figure could be dropped io about 40 days. Accounts payable
had “mushroomed” to about 100 days sales by March 199. While this was good news in the very
short term for Ducati’s cash position, it did not exactly help that some of the unpaid suppliers were
suffering severe financial problems. A realistic long-term goal for accounts payable was 60 days.

Second, since Ducati was heavily entangled with Cagiva, the details of its financial performance
were not af all transparent. TPG was able to assemble profit and loss statements for 1993 to 1995 but a
seliable balance sheet was only available for 1995 after some serious number crunching by a “Big 6”
accounting firm. (See Exhibit 9 for historic P&Ls, balance sheets and pro formas for Ducati) As a
result of bad management rather than Jack of demand Ducati would most likely show a negative
EBIT in 1996. In fact, bankruptcy was a real possibility

On the positive side, while Ducati's product family seemed quite expansive given its low
production volume (Ducati offered 15 models in four families based on seven different engines), the

© Honda had won n 1955 and 1989 and Kawasaki in 1993
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company had strong manufacturing fundamentals. Ducati had a low fixed cost base due to a high
level of outsourcing. Approximately 85% of product cost were outsourced components. Also, Ducati
had a high level of standardization of its engines. Crank cases and cylinder heads were by far the
‘most expensive components of an engine. With only two crank cases and three cylinder heads Ducati
produced seven engines. Among competitors only Harley-Davidson came close to this level of
standardization. (See Exhibit 10 for product line complexity and Exhibit 11 for photos of Ducati
motorcycles.)

The Beginnings of a Deal

When Cagiva’s financial problems became apparent in the Spring of 1995, the Castiglion brothers
approached Razzano about a bridge loan from DMG to help the company through its troubles. After
Razzano met with Cagiva, he was not interested in providing a loan to the company but thought that
the company might have the elements he and Halpern were looking for in an investment. After
several meelings between Cagiva and the TPG team in the Fall of 1995, Halpern told the brothers that
TPG was not interested in an equity investment in Cagiva, but they were interested in purchasing
Ducati. Halpern explained his interest in the motorcycle company:

1loved the fact that this was a company that operated in a niche part of the motorcycle
‘market for high performance vehicles. They were a high value added business and despite the
high labor costs, were thought to be a low cost producer—remember, entrepreneurs and
owners don't like fat. But we also didnt know exactly how profitable the company was as it
was entangled in the Cagiva conglomerate’s businesses. So we would need to do & lot of due
diligence work. What we did know was that we had a great product and a great brand with
what seemed to be a great deal of demand. Plus, this was our deal; not an auction.

Minoli agreed with Halpern and was very interested in the company:

What ] saw was a great product, a great group of product developers and a great consumer
franchise, but no real company. In order to be successful in both our bid and a build out, we
would need to try to figure out what the company should be making and we would need to
build a real global company around these assets. But, in all my work in luxury goods, 1 have
learned one thing; great global brands are few and far between. And global brands with a great
technology are even more rare. Ducati was a bit like Ferrari. A lot of people who will never
drive a Ferrari know what it is and what it stands for.

In order to build the business, Halpern and his team knew that they would need to find a world
class management team to run the operation—one that could build the brand and that could build
the company. “That was our ace in the hole,” Halpern explained. “We had Federico.”

Federico Minoli began working at Proctor & Gamble (P&G) in Italy in 1974 as a brand manager.
As he advanced in his career he joined International Playtex Inc. where he spent his time in both Italy
and the US. as an international marketing manager. After taking off a vear to travel throughout
Africa, Minoli began working at McKinsey & Co in ltaly. “I hated almost every minute of it,” Minoli
reminisced. “But that is where 1 started getting involved with turnaround management.” Minoli
rotated into one of McKinsey's clients, Benetton, as CEO of the U.S. subsidiary to turn it around.
After three years, his work was completed and since in the meantime, half of the ltalian McKinsey
team left to start Bain & Co., in ltaly, he joined Bain. Minoli explained his time at Bain:

Hiked to do the stuff that no one else wanted to do. 1 got involved in the “messy” industries
like fashion and entertainment working with companies that had great products but crazy
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people in the organization. After a while, 1 transferred back to the Boston office to appease my
wife and to head the global brands practice and I work mostly on due diligence cases. My wife
s American and she worked as a lawyer focusing on discrimination litigation. There just was.
not much of that type of work in ltaly and she really wanted to raise her children in the United
States. But then came GFT where | worked with Abel for the first time. 1 had a lot of fun
working with him—we just scemed to share the same vision and had complementary
personalities. After that, I became something of an in-house partrer for TPG at Bain. And
Ducati was the perfect entrepreneurial opportunity 1 had always looked for.

Halpern's idea was to build the Ducati organization with Minai as its CEO along with a few other
high level executives Halpern and Minoli had lined up through various contacts. As a result, TPG
entered intoa verbal agreement on exclusivity on the deal and were busy preparing a Letter of Intent.
“That's when things got crazy,” lamented Halpern.

The History of a Deal—No Safe Ground Anywhere

As Halpern's team got ready to begin serious due diligence in December 1995, suddenly there was
utter silence from the Cagiva group. After some sniffing around, Razzano found out that Sam Zell,
the USS. investor famous for his media and real estate transactions, was in talks with Cagiva about
buying Ducati. Halpern and his team were disappointed but Halpern believed the deal would come
back (0 them. He explained:

1did not know Zell personally. However, as his reputation was well known, 1 suspected he
might have limited patience for the Ducati shareholders. Zell was a motorcycle fanatic, and
when he heard that Ducati was for sale he was interested. Though of course I was not there, 1
heard stories to suggest that Zell grew tired of the owners’ inconsistent and erratic approach to
negotiating the deal. Typically you negotiate in a linear fashion—once you have addressed a
topic it i closed. These characters adopted a more circular approach in their negotiations. They
thought of a negotiations more like a buffet you could keep coming back to. What is more, is
that the Castiglioni brothers not only had strong egos, but they also possessed unique
personalities with extensive color and drama. At ane point in the process the deal was even
evaluated by an African shaman, an advisor to one of the brothers. These difficult personalities
combined with exotic business practices and a constantly shilting deal terrain led me to believe
that the deal with Zell would expiode.

The Castiglioni brothers had retained a number of advisors on the transaction, many of whom had
conflicting interests with the others. Halpern and his San Francisco partners Bonderman and Shaw
kept in touch with all advisors throughout the period of uncertainty around the Zell deal. In March
1996, TPG got the deal back and signed a detailed Letier of Intent in April. In the Letter of Intent, the
main aspects of the deal structure were outlined and TPG was given exclusivity over the deal—
meaning Cagiva could no longer shop it around. (See Exhibit 12 for a trade press article on the Zell
deal.)

Deal Structure

In craiting the deal structure, the TPG deal team made sure that certain interests of both parties
were met. As regards the Castiglioni brothers and Cagiva, the main concern was to allow the brothers
to create the appearance that they were only selling a 49% stake. They expressed a strong desire not
tosell control of their company to anyone, especially not to Americans. Yet it seemed very unlikely
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that anyone would acquire a non-control minority position in the company. As a result, the TPG team
came up with a structure where TPG would attain control and Cagiva could perpetuate the notion
that they in fact had retained control. TPG would directly purchase 49% of the equity. TPG would
also buy another 2% of the equity and register it in the name of an independent fiduciary company.
Cagiva would retain 49% of the company outright and would also have an option to repurchase the
2% held by the fiduciary company in the event of an IPO. “That way, they could say at the country
club they screwed the Americans and only sold 49%,” Minoli explained. In addition, TPG had a
shareholders agreement that stipulated that TPG controlled the board—and effectively controlled the
company—until TPG's interest dropped below 10%. Additionally, as any IPO would most likely
include the issuance of new shares, the existing sharcholders would be diluted, thus precluding the
likelihood that anyone would have a majority of the public shares. Finally, TPG would allow the
older brother, Claudio, 1o stay on as “chairman” even though he would have limited executive
powers

Another part of this creative exercise was 10 have a big headline number in the purchase price as
part of the deal. “Again, so they could look good with their peers,” Minoli explained. But again there
were some strings. First, the purchase price of somewhere between Lit. 400 and 500 billion for 100%
of the company (subject 1o final due diligence), was not all to be paid to Cagiva. As it was impossible
to determine the results of Ducati s a stand alone entity, TPG would need to perform a significant
amount of due diligence. A particular concern was with working capital levels. Since TPG did not
believe that the working capital contributed to the new entity was sufficient, part of the purchase
price would be paid directly to the company in the form of a working capital adjustment, the amount
of which would be determined after TPG completed its due diligence. Moreover, TPG intended to
structure the purchase to include a Lit. 100 billion earn-out subject to the company meeting certain
EBITDA targets in 1996 and 1957.

TPG also had some concerns of their own. In addition to the appropriate working capital
adjustment, TPG was concerned about ltalian insolvency laws. If Cagiva were to go bankrupt after
the deal, there was a risk that the bankruptcy courts would unwind the deal for up to four years in
some circumstances. As a resul, the deal would be structured as an asset sale. TPG would create a
NewCo that would be funded by TPG and DMG. The NewCo would then purchase the brand and
patent rights of Ducati from Cagiva. Then, the other assets of Ducati would be swapped for a 49%
interest in the NewCo. Once the asset sale was approved by the courts, the bankruptcy risk period
was cut down to one year. Additionally, TPG negetiated a covenant that would prohibit certain
actions by the legal entity selling Ducati to technically preclude the possibility of insolvency.

Due Diligence—A Multimillion Dollar Effort

s Halpern began to mabilize his troops to conduct intense due diligence in May 1996, he heard
that the company was trying to shop the deal—again. “The company was teetering on insolvency and
the Castiglioni brothers were trying to rustle up another deal?” Halpern lamented. Fortunately, this
stopped after a short period and the TPG team conducted its due diligence. Halpern explained the
diligence process:

The key for us was to figure out what the business should be making given the assets, what
we knew of the sales levels and the macro environment. What we had to do was build a model
from the ground up on a unit by unit basis to see if the company was indeed profitable. The
problem was we had no real numbers to g0 by. The two companies were 5o intertwined that it
‘was difficult to separate: Ducati made engines for Cagiva, Cagiva made frames for Ducali, they
shared the same distribution system, etc. Moreover, Ducati had guaranteed Cagiva group debt
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and Ducati had stopped paying its suppliers. It was an amazing situation and required us to
come up with a theory of what the numbers would have been if it were a standalone entity.

Upon the completion of due diligence, Halpern, Minoli and Razzano felt just a little more
comfortable about the deal, if it could be done at the right valuation. They were stll a lttle surprised
at what they found. Minoli explained:

It was amazing. We had a company making the best motorcycles in the world, which had a
Tong, waitlist for products and was winning all of the races. Yet, the company had no cash,
couldn't produce its products, couldn't get financing and was heading towards bankruptcy.
Since they hadn’t paid suppliers they had a countless number of bikes sitting off to the side of
the factory floor unsold because they were missing one part—either because they were cut off
by a supplier or the supplier went bankrupt. Yet the economics of the company should look
good; that is important, as we want to make sure we achieve our pavback goal of around 3x in
tiree to five years. We really needed to make sure we could meet our production ramp up
targets—especially since this was a levered transaction. Because of the backlog of accounts
payable the buyer lterally needed to write a thousand checks on the first day on the job to get
the company going again.

Financing Structure

Halpern wanted 0 keep a conservative financing structure. LBOs in ltaly, and Europe in general,
were ot the same as in the United States as the high-yield market was not equally developed,
‘making it difficult to achieve the leverage levels in the United States. As a result, Halpern figured the
debt to equity ratio would be 21 as opposed to the 3:1 found in the United States. TPG's advisor
Dante Razzano from DMG had requested the opportunity to co-invest from the newly raised DMG
private equity fund. As TPG had developed a good relationship with Razzan, they offered him to
put up 20% of the TPG commitment. But there was still the issue of options to management. “Cagiva
didn't want us to give any options,” Halpern recalled. “We wanted to give senior management 10%,
but the Castiglioni brothers were not going to have any part of it.”

Securing debt financing was quite tricky because of the lack of transparency at Ducati. Originally
one European bank was interested in leading the financing, but could not get comfortable with the
deal. The working capital concerns, the complexity of the transaction and the Cagiva credit risk was.
100 much. So in June, with Razzano calling every favor he could, DMG stepped up and got
preliminary approval for syndicating the debt portion of the transaction. Also, originally, TPG had
planned to use senior and subordinated debt. However, negotiations around the structure of the sub-
debt proved quite complex. Also, time was an issue and placement of the subordinated debt might
have delayed the deal. So TPG decided to go just with senior debt. After intense negotiations the
banking consortium agreed to provide up to Lit. 280 billion in senior debt with a coupon of 11.25%
Disbursement and repayment was tied 10 a set of cash-flow covenants. Halpern recalled: “TPG had a
reputation to lose. This was TPG's first deal in continental Europe and it would be the largest LBO
ever in ltaly. We did not want this deal to backfire because of a myopic financing structure.”

Public Equity Markets and Corporate Governance in Italy

Another concern of TPG was the eventual exit from their potential investment in Ducati. The
product was easy to understand for investors and the brand was well known. If it was managed well,
Ducati should be a profitable company within a few vears. All this suggested that an IPO might be





[image: image10.jpg]s Ducati & Texas Pacific Group—A "Wild Ride” Leveraged Buyout

feasible. Halpern also felt that an IPO of Ducati might fetch a higher price than a trade sale. On the
ather hand Halpern was somewhat concerned about the state of equity markets in ltaly,

On the negative side, the public equity market (Borsa lItaliana) was much less developed than in
the United States. Up until 1991 trading took place by means of an “open outcry auction system” on
10 regional stock exchanges (Milan accounting in the 1980s for 99% of total trading volume:) As of
December 29, 1995 there were 221 companies listed with a total market capitalization of $192.6 billion.
This compared 1o a total market capitalization of 57,2779 billion for the United States (NYSE,
NASDAQ, AMEX.) In July 1995, the total capitalization of the Borsa ltaliana amounted to less than
20% of GDP, compared with around 40% for France, 98% in the United States and more than 100%
for the United Kingdom. Also, corporate governance structures in ltaly were much less developed
than in other industrialized countries and Halpem was wondering how soon this would change. (See
Exhibit 13 for ltaly’s ranking on various corporate governance related indicators on the World
Competitiveness Scoreboard.)

On the positive side, PO activity had recently accelerated, especially among smaller companies
with annual sales of $200 to $400 million. (See Exhibit 14 for a lst of recent IPOs and Exhibit 15 for
data on equity markets, interest rates and exchange rates.) Many of these companies had experienced
rapid growth and needed additional capital for international expansion. At the same time,
generational change drove IPOs as more founders of firms that were created in the post WWII era
stepped down. There had also been some legislative initiatives to make public listings more
attractive. The 1994 “Tremonti Law” allowed companies going public in 1995 to deduct 16% from
their taxes for the next three years. Companies listing in 1996 would get two years’ relief. But that
was ot enough incentive for many companies. An extensive article in the Institutional Inestor noted:

. - public listing in taly implies a radical change in outlook that for many firms does not
‘make sense. The days when Italian firms kept three sets of accounts—one for the shareholders,
ane for the taxman and the real one for the boss—may be largely over, but being small is still
not necessarily a disadvantage. Notes Roni Hamaui, chief economist al Banca Commerciale
ltaliana in Milan: “In ltaly it makes a lot of sense to be a small firm. You have fewer problems.
You pay less tax.!

The Final Stages of the Negotiation—Back to Square One

The purchase agreement was scheduled for signing on July 21 with only a few details to be
hammered out. With things looking like they were wrapping up Halpern went on his honeymoon (in
Raly) in early July. Things were safe. Or so he thought. Halpern was called in from his honeymoon
due to another crisis in the negotiations. Halpern explained this experience:

1t was crazy. We had a deal done and they reopened a couple of issues so | came back one
day early from my honeymoon. When 1 gol there on Tuly 21, the Castiglioni brothers were
nowhere to be found and my banker was instigating brawls with the other side. 1 was getting
pretty nervous as David Bonderman had been calling me every couple of days since May to see
when the deal was going to close. Now that we had spent 57 to 8 million on this deal and he
was ready 1o board a plane, | did not know if we had a deal or not.

After the shouting fight broke up on that hot July day, both sides continued negotiating. At the
end of the day it seemed like everything was sel, except for the fact that nobody had heard from the
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Castiglioni brothers. Suddenly Halpern got a phone call. It was another private equity investor telling
him that the Castiglioni brothers were shopping the deal again. Enraged, Halpern felt he had to stop
this once and for all. He grabbed a piece of paper and wrote the following press release:

Texas Pacific Group regrets that it must walk away from the Ducati transaction and can no
longer take responsibility for the demise of this great company.

Handing it 1o one of the Cagiva advisors, Halpern threatened to release the document if he had
not heard from the Castiglioni brothers within twelve hours. After twelve hours had passed, the TPG
team had yet to hear from the Castiglioni brothers. Minoli looked to Halpern and said, “All right,
what do we do now?” Halpern replied, “I don't know, Federico, but I think we should rethink this
deal and the long term ramifications of completing it.”





