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| EXHIBIT 1 INCOME STATEMENTS (IN MILLIONS) ‘
12 Months ended
December 317 12 Months ended June 30

1986 1985 1985 1984 1983 1982 1
Net sales ¥3006 %2958 ¥2803 ¥2479 ¥2347 ¥2018 {
Cost of goods sold (2026) (1927) (1828) (1712) (1621) (1419) i
Gross profit 980 1031 975 768 726 599 ¢
Total SGEA" (466) (474) (455) (357) (318) (@77) §
Other income/(expenses) 0 0 0 @ @ ) i
Operating income 514 557 520 409 406 321 i
Other interest income/(expense) 25 75 84 56 46 33 i
Other income/(expense) (5) (16) (14) (©)] @) 19 Ei
Pre-tax income 534 616 590 4860 450 374 i
Income tax (397) (266) (353) (264) (259) (212) H
Net income ¥137 ¥350 ¥237 ¥196 ¥191 ¥162 l
Margin (percentage of net sales) t
Gross profit 32.6% 34.9% 34.8% 31.0% 30.9% 29.7% i
Operating income 17.1 18.8 18.6 16.5 17.3 159 %
Pre-tax income 17.8 208 21.0 185 19.2 185 i
Net income 46 1.8 85 7.9 8.1 80 5

*Fiscal yearend changed from June 30 to December 31 in 1985. If an agreement in principle to sell SUL could be reached before January

1, 1987, acquisition expenses of ¥ 161 million could be deducted from 1986 operating income for tax purposes. Depreciation charges for
1986 were approximately ¥21 million (casewriter's estimates).
SG&A = Selling, general, and administrative expenses.





image8.png
SIMMONS JAPAN LIMITED 103

CE SHEETS (IN MILLIONS)

EXHIBIT 2 BALAN!

December 31 June 30
1986 1985 1985 1984 1983 1982
Assets
Cash ¥331 ¥1151 ¥633 ¥258 ¥7 ¥43
Marketable securities 35 0 284 351 702 259
Trade receivables 766 879 794 672 608 545
Inventories 199 164 219 212 193 217
Other current assets __ 86 ! a4 j. 48, ¢ nd8) 23 23
Current assets 1417 2,288 1948 1511 1597 1087
Net property, plant, and equipment 214 221 233 253 251 270
Other assets 147 95 14 14 3 3
Due from parent company 0 0 486 208 400
Total assets ¥1778 ¥2604 ¥2649 ¥2264 ¥2,059 ¥1760
Liabilities and equity
Trade accounts payable ¥392 ¥378 ¥340 ¥307 ¥261 ¥232
Accrued expenses 56 52 68 47 42 28
Income taxes payable 191 167 245 138 195 120
Current liabilities 639 597 653 492 498 380
Due to parent company 209 0 7 4 0 0
Pension liabilities 186 154 142 125 100 81
Deferred income taxes 0 0 (135) (101) (88) (60)
Total liabilities 1034 752 667 520 510 401
Common stock 319 565 310 310 310 310
Legal reserve A 78 59 0 0 0 0
Retained eamings: 347 1228 1671 1434 1239 1048
744 1852 1981 1744 1549 1358

¥2604
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EXHIBIT 3 SALES BREAKDOWN BY PRODUCT

P % of Sales

BN e %otede

. 359

2 Headboards, frames, and night tables ol

3 Box springs a2

4 Open coils 12

5 Bed accessories w0
100.0
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Source: Corporate documents.
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EXHIBIT 4 JAPANESE BEDDING MARKET SHARES

Market share, %
oo T T 0 RATE o
1 France Bed 4
& e 10
3 Toyota Bed 8
4 Dream Bed 2
5 Simmons Japan Limited &
6 Suzuran 4
7 Tokyo 2
8 Annel 2
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EXHIBIT 5 TARGET CAPITAL STRUCTURE FOR SIMMONS JAPAN LIMITED
($ THOUSANDS; ¥ MILLIONS)

Seven-year Ten-year Senior
senior subordinated revolving

Institution term note,” $ term note,° $ credit? Common stock Total
PruAsia — $4,000 =y $3,000 $7,000
Investors 35 $6,000 = $3,000 $9,000
Management — — = $1,000 $1,000
Financial institutions $6,000 — $6,000 — $12,000
Total

Dollars $6,000 $10,000 $6,000 $7,000 $29,000

Yen ¥960 ¥1,600 ¥960 ¥1,120 ¥4,640

'AlwwmmnymmmhmmnmwmmmmmewmmpcMumm
at 162.05.
©Seven-year mmmmnTzﬁwumwbamodlnsixaqmlanmdlmhlnmuwmmnwmdo(!958.
Wmﬁmmmmmmmmﬁmnmmwmmﬂmm %160 million ($1
mwmnuwmm,ma ¥320 million ($2 million) balloon payment in 1996.
dmmmqauummmzspmquummmummm. currently 4.25 percent, i.e., gross 5.5
percent.
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EXHIBIT 7

Domestic sales
Exports

Total sales

Gross profit
Operating income™
Interest expense
Amortization®
Earnings before tax
Net income

Sales growth, %
Gross margin, %
Operating margin, %
Pre-tax margin, %
Net margin, %

FIVE-YEAR PLAN FOR SIMMONS JAPAN LIMITED

SIMMONS JAPAN LIMITED 107
Year ending December 31 (millions)
1987 1988 1989 1990 1991
¥2582 ¥2960 ¥3267 ¥3610 ¥4002
668 770 880 1034 1200
3250 3730 4147 4644 5202
1092 1264 1465 1642 1842
537 642 726 812 911
(274) (274) (248) (221) (194)
(158) (158) (158) (158) (158)
105 210 320 433 559
44 88 134 182 235
9.7 148 1.2 120 12.0
336 339 353 35.4 354
16.5 17.2 175 175 175
32 5.6 7.7 9.3 10.8
1.4 24 32 39 45
Year ending December 31 {thousands of U.S. dollars
at ¥147 per dollar)
1987 1988 1989 1990 1991

s B e

$17,565 $20,136 $22,224 $24,558 $27,224
4,544 5,238 5,986 7,034 8,163
22,109 25,374 28211 31,592 35,388
7,429 8,599 9,966 11,170 12,531
3,653 4,367 4,939 5,524 6,197
(1,864) (1,864) (1,687) (1,503) (1,320)
(1,075) (1,075) (1,075) (1,075) (1,075)
714 1,429 2177 2,946 3,803
912 1,238 1,599

charges of ¥Mnﬂm(mw0)hoadlwuwmm

and 1998.

charges throughout the S-year plan.
The anticipated annual

it trademarks, technology. amortization
;r:m ($1.075 million) for 1987—1991, ¥93 million ($632,000) for 1992-1996,
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COMPANY BACKGROUND

s o en Simmons
Simmons Japan was incorporated in Japan in 1964 as a joint <n=EJWMM€ﬁ 1966, and

USA (Simmons) and Tokyo Bed. The joint venture Was dissol A 3
mw::.:M:w Japan Wonu:ﬁ a W&o:w owned “__wmm&wQ of Simmons Fpnn:m:c:wr which
was 100 percent owned by the Simmons Company. Recent financial statemen!

are presented in Exhibits 1 and 2.

The parent company was based in Atlanta and manufactured beds, mattresse 469

box springs. In October 1978 Gulf and Western Industries, Inc. (G&W), acquire o

percent of the financially ailing Simmons Company for $93.1 B::c:. a.mni u:.n M

owned 31 percent of Simmons’s shares). G&W operated in three principal busines
areas: (1) financial services, (2) consumer and industrial products, and (3) entertain-
ment and communications. Despite Simmons’s poor performance and G&W's promise
to restore it to financial health, Simmons’s incumbent management was retained in its
Atlanta headquarters. =
In June 1985, G&W sold its Consumer and Industrial Products Groups to Wickes
Co. for approximately $1 billion. As part of the group, the Simmons Company was
wholly acquired by Wickes. Wickes’s activities included lumber and building
materials, general and apparel retailing, and food and drug operations. Wickes had
filed for reorganization under Chapter 11 of the Bankruptcy Code in 1982 and emerged
in early 1985 by completing the largest nonrailroad reorganization in U.S. business
history. Though this acquisition stretched the newly reorganized Wickes’s resources in
the short term, it created the potential for a manufacturing and retailing empire with
sales of $6 billion. Upon acquisition by Wickes, Simmons was legally reorganized to
make the company more tax efficient.

Wickes then sold most of Simmons (including the Japanese subsidiary) to the
Wesray Capital Corporation and members of Simmons’s management for $120 million
in October 1986. Wesray was a closely held, private investment firm based in
Morristown, New Jersey, owned in part by former Treasury Secretary William E.
Simon. One reason for the sale was Wickes's interest in focusing on building materials
and home improvement stores. At the time of the transaction, Simmons had annual
sales of approximately $350 million. -

ses, and

Simmons Japan Limited’s Products

SIL produced a variety of pocket coil
springs, all under the Simmons b
Beautyrest mattress, which combined
produce a high level of customer rec
Dr. Hard and the My Health line:




image2.png
|
i

SIMMONS JAPAN LIMITED 97

ﬂddil_ional 3000 square meters were put into place in 1972, The plant was in good
condition and was expected to accommodate the anticipated growth over the next §
years. Manufacturing capacity was 300 pieces per day; SIL's warehouse could store
5000 pieces. The company consistently strived to improve manufacturing and
assembly equipment to increase quality and decrease costs.

Markets and Compaetition

Distribution

While 70 percent of the Japanese population still slept on traditional futons (a
rectangular cushion rolled onto the floor for sleeping at night and put out of sight during.
the day), 30 percent were sleeping on spring mattresses in 1986. The Japanese spring
bed market had grown 4 percent to 5 percent annually in the mid-1980s. France Bed
(the only publicly listed Japanese manufacturer) dominated this market with a 40
percent to 45 percent share. Additional data on market shares within Japan are shown
in Exhibit 4.

Though SIL controlled only 4 percent of the total market, the company dominated
the premium-quality segment, with a 70 percent market share. Simmons’s American
image and the Beautyrest brand name helped SIL to maintain its foothold. By
concentrating on high-quality Western styles, SJL targeted its products toward more
affluent Japanese consumers seeking to upgrade their mattresses. A recent government
decree that required new houses to include more space per person helped SJL because
more Japanese would have room to accommodate Western-style bedding. Twenty
percent of SIL's sales came from exports to Singapore and Hong Kong; the company's
remaining sales were concentrated in Japan.

Japanese retail stores were very demanding and often required suppliers to support the
cost of floor space, to deal on a consignment basis, and sometimes to deliver
merchandise C.0.D. to the purchaser. SJL had well-established relationships with two
major and three smaller distributors. The distributors picked up the products at the
factory, stored them at their warehouses, and delivered them to local stores. This
system allowed SIL to avoid direct contact with retailers, to keep inventories at
minimal levels, and to manage accounts receivable more easily. Consequently,
distributors played an important role in marketing SIL products. The company had a
sales office in Tokyo to enable quick access to major distributors.

Among the eighty-four employees of SIL were

Isetorp, president, 51 years old, was b

the United States in 1960, worked for
Bank of Boston, and then moved
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of the company. Despite initial difficulties during the early 1970s, Mr. Isetorp learned
to speak Japanese, brought product design and production in-house, and assembled a
harmonious Japanese management team. ;

Kazuo Kobaya, vice president, was 57, was married, and had w.vo Ch.\ldren‘ He
worked for Chiyoda Textile Company, Pepsi-Cola Bottling Company. in which he rose
to Vice President in 1970, and Ray-O-Vac Corporation as general sales manager.
Joining SJL in 1981, he oversaw day-to-day operations and assisted Mr. Isetorp.

Kazuhiro Horie, production manager, worked for Mitsubishi Petro Chemical in
accounting and then labor management. In 1969 he joined Daito Metal Industrial
Company as a general manager assigned to improving labor/union relations. Since
coming to SJL in 1980, he had improved quality, productivity, and labor relations. He
was married, had three children, and was 52 years old.

Masanori Miura, comptroller/administration manager, worked as an accountant for
Helena Rubenstein and later Baskin Robbins. At SJL, he started as a comptroller and
designed an accounting system that conformed to the procedures of the parent
company. As the administration manager, he promoted a harmonious relationship
between management and staff. He was 46 and married with two children.

Masaharu Ichikawa, age 45, was domestic sales manager. He worked previously in
the textile department of Sibel Hegner and Company in Yokohama and for the
Continental Purchasing Company in Tokyo. He joined SJL in 1981 as sales manager
and was responsible for SJL’s relationships with its five distributors. Mr. Ichikawa was
married and had two children.

PRUDENTIAL ASIA

Prudential Asia Investments Limited (PruAsia) was founded in 1986. It resulted from
a combination of investment capital contributed by the Prudential Insurance Company
of America and a business plan developed by four partners seeking to start an
investment company that would also provide financial advisory services in Asia. Its
services were directed primarily toward closely held family companies in the region.
It sought to build a broadly diversified direct investment portfolio in the Asia-Pacific
region. The initial investment focus was upon Korea, Japan, Taiwan, Hong Kong,
Singapore, and Thailand.

PruAsia was led by the four founding principals, who collectively brought to the
company more than 50 years of experience as financial and investment professionals in
Asia. Dr. Victor K. Fung was the chairman and chief executive officer of PruAsia. He
was a fourth-generation Hong Kong Chinese who lectured for a period at the Harvard
Business School and then ran the family business, Li & Fung, before founding
PruAsia. Douglas Fergusson, senior managing director, was born in India of Scottish

parents and raised in Hong Kong, where he spent most of his professional career. He
previously worked Asia doing corporate and project finance. Michael
K.wee. an Indonesian-born Chinese, was formerly

direcig International Assurance. Finally,

and chief operating officer, worked with
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Manhattan Bank, ultimately as Chase's Asia-Pacific area director and senior vice

president.

THE PROPOSED TRANSACTION p
With the sale of Simmons to Wesray, Tom Isetorp seized the opportunity to attempt a

purchase of SJL. Since Wesray had itself purchased Simmons with a considerable

amount of debt financing, it seemed likely that it would be interested in selling some

parts of Simmons as a means of reducing the debt burden. For his part, Tom Isetorp

observed, ‘‘Our company has been very profitable for 13 consecutive years, and we
wanted to expand our business even further on a long-range basis. However, the
ownership of our parent company was changed three times during the past three years.
We could not work out our own business strategy because of this merry-go-round
ownership of the parent company. . . . We, therefore, wanted to become indepen-
dent, but had no funds to do so. Then came Prudential Asia to help us !

Wesray’s need for cash, Simmons’s dominant U.S. focus, and SIL’s desire to
control better its own destiny created the i for a management buyout. The
problem was how to structure and finance the deal. Following prelimina s
the following terms began to emerge within PruAsia as a serious leve
proposal for the other principals to consider:

1. SJL management would subscribe to $1 million of common stock in the newly
purchased company, which would give it a 14 percent equity interest.

2. Senior debt totaling $12 million would be arranged by PruAsia prior to closing.>

3. PruAsia would also subscribe to $6 million of common stock (representing an 86
percent equity interest) and would financ of the purchase price by
underwriting a sufficient amount of subi prior to closing. Subsequent to
closing, it was expected that 60 percent of the subordinated debt and 50 percent of
PruAsia’s equity interest would be sold to third-party investors

The target capital structure for SJL fol i e’fomg{n specific
the debt are shown in Exhibit 5. The c
purchase price (Wesray's asking price)
subordinated debt and equity had r
onshore and offshore institutions
attractive. Annual interest pa
shown in Exhibit 6. y

RISK AND EXPECTED RETURN
Mr. Flanz of
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was realistically

i ent :
s sort of investm " 4 PruAsia with

ent of SJL had present 2
nsidered a base case, f_ogx?ded 0:;1 =
t level of business activities wil

on capital of 20 percent to 25 percent for thi
achievable. To aid in that assessment, managem
a 5-year plan shown in Exhibit 7. This was coi
assumption that SJL would maintain its curren nnually
majorsxpansions. Al imigﬁc_ scenario would see sales grow lesrg;‘:bi;l:g%“ 10
with 20 percent oper: g*ﬁ gins. A pessimistic scenario would P

ercent sales growth and 15 percent margins. - i -

. Not eﬂec%ed in these ?orecasts were several changes in SJL sl OP::I“];‘:z
cdm!’x?fﬁ{ét'ed by Mr. Isetorp. In particular, Mr. Isetorp hoped to develop :
: i manufacturing base 10

outside of Japan, Hong Kong, and Singapore aF %! up a m < edal=g0
Taiwan or Hong Kong. As a way of decreasing distr rs’ margins (t'astu-_na( al

million annually), SJL also considered establishing an offshore distribution company
to handle foreign sales. Finally, SIL had considered purchasing 51 percer}t pwnerSh.lp
in a small but rapidly growing furniture company, or possibly setting up a joint ven‘ture
with a major overseas furniture manufacturer to impcg;& distribute wooden furniture
in Japan. It was believed that these changes could di Yhd improve SJL’s revenue
streams while lowering production and distribution costs.

Also not reflected explicitly in the forecasts were a number of risks. One major

vulnerability was the concentration of SJL’s domestic sales within Japan through a few
major distributors. Two distributors alone controlled 93 percent of SIL’s Japanese
sales. Another vulnerability was that SJL’s high-quality product meant it had relatively
high production costs. Should a more efficient Japanese manufacturer or a low-cost,
high-quality overseas supplier enter the market, SJL’s market position could be
threatened. Finally, as always, export sales were exposed to the effects of
exchange-rate fluctuations. A strengthening yen in 1985 and 1986 had contributed to
an 1? percent drop in export sales during the first 10 months of 1986. Exchange rates
and interest rates prevailing at the end of 1986 are shown in Exhibit 8.

REACHING AGREEMENT

Although a preliminary framework for the financing of the deal ha

within Pansia, several key points had yet to begresolved bcfo?eb:}gl:nd:’alm::usll:lai

closed. Prupqry among these was the price to be paid for SJL. Wesray’s asking pri

was $29 million H%wever, a consultant had adyised PruAsia.that SZ; fn?lsl' i

more accurate | al. Most Japanese manufacturers of household f\nnishinmn e

in Tokyo at price/earnings multiples of forty to fifty times i France Bg:dn?::l‘;'
2 i

had a multiple of forty times earnin i furnis]
: 25. American h ishings producers
in iiw York at multiples in the ten to fifteen m;:-%:hold o
other point of negotiation was a i o
! possible continy ity i immons
USA. Wesray’s first proposal to the investor group lﬁﬁm t::Z o S'

*Estimates of beta—a measure of i
f syst “
stocks—uere not known for Jpaces syh:u;m nondiversifiable risk relative to a market portfolio of

American producers (meas i 2 Producers. However,
190 on an unevered bass, < ' e Sandard & Poor's 500 Stock Ll
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Ufﬁ? &i @ 5-year option to purchase up to 20 percent of the common equity of SIL on

a ProTath basis from each of the oﬁginaﬁh‘\’&mboldem at an exercise price equal to the

price paid by those shareholders for co: ' tock upon execution of the buyout. It
also proposed that Simmons USA nominate a director to SIL’s board. By the tnd‘ of
December, Mr. Flanz had negotiated the size of the option to 10 percent of SIL’s
equity and had insisted on SIL’s independence. The topic was still open to discussion,
however.

Yet another area of concern for Mr. Flanz was the subordinated debt. Given the
conservative lending practices of Japanese financial institutions, which generally
loaned funds on a strictly senior and fully secured basis, placing the subordinated debt
could prove tg, bg.problematic. What could be done in the event Japanese financial
institutions b t making an unsecured, subordinated loan?

THE ELEVENTH HOUR

Dressed in black-tie evening wear and surrounded by New Year's Eve celebrants, Mr.
Flanz was now being called upon to address these isi\gﬁrGiven the long and difficult
road that had brought the negotiating parties to this juncttire, he was eager not to let the
midnight deadline pass without reaching a final agreement. Were this to happen, the

se! cy would be lost and negotiations might drag on until PruAsia was
cﬁmﬁsﬁ‘or olltbid by another buyer.

If agreement could be reached and the leveraged buyout completed, it;would be the
first transaction of its kind in Japan—a path-breaking deal that would r PruAsia
considerable exposure in its Asian market. For precisely this same reason, the deal also
contained considerable risk for PruAsia: A poorly priced and executed deal would
prove to be an embarrassment for the fledgling investment management company.
With these thoughts in mind, Mr. Flanz left the party to take his call from Wesray.




