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I. Introduction and Conclusion 

1\ l . 
This memorandum discusses the advantages and dis-

·advantages of Signal1 s acquiring the remaining 49. 5% public 

minority interest in UOP during the remainder of 1976. There 

. are complicated legal, business and financial considerations 

involved, but it is timely to consider them now and, hopefully, 
. 

this related analysis will be helpful to Signal. 
.. 

Our recommendation is that Signal seriously consider 

acquiring 100% ownership .in UOP over the medium term future. 

The following discussion provides bo~h our reasons. for this 

judgement and an analy~is relating to the appropriate .pur-

chase price and currency. 

It is Lehman Brothers' understanding that Signal, after 

having purchased 50. 5% of UOP in April 1975, had no specific 

plan to acquire the remaining 49. 5% interest at the soonest 

practicable date •. In our judgement, though, certain develop-

ments have occurred since last April which make it timely for 

Signal management ta consider this acquisition now. 

Based on our analysis of other multiple-phase acquisitions, 

and factors relating specifically to Signal and UOP, it is Lehman 

Brothers' judgement that Signal should be prepared to pay 

between $17 and $21 per remaining UOP share ta acquire 100% 
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control. Within this' price range, Signal should be able 

to structure this acquisition so as to po'Sitively effect its 

earnings per. share. 

ll. The Benefits of Signal Owning 100% of UOF 

yr e think, in general, that 1 OOo/o ownership of an attractive 

business is preferable, from: the owner's standp'oint, to a lesser 

equity position. The traditional cash flow, disclosure, manage-

ment control and other reasons· for this. viewpoin~ ~eem applicable 

in this instance. The followiilg section outlines these major 

:reasons as they apply to Signal and UOP. 

1. It appears to us that UOP' s basic businesses, i.e., 

Process and the Manufacturing Groups, are sound and 

have long tertn earnings growth potential. Moreover, 

over the near term, these businesses clearly are im-

proving. Accordingly, despite UOP' s 1975 losses, 

we think that Signal's earnings per share trend would 

benefit from 100% ownership of UOP. Furthermore, 

Signal's estimated 1976 earnings per share should in-

crease if a non-dilutive .form of acquisition is structured. 

Section III-B on page analyzes alternative forms of 

structuring and financing the purchase of UOP shares. 

~/--·. 
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Z. UOP1 s current stock price is undoubtedly e££ected by 

investor concern with UOP' s 197 5 deficit and there-

fore may be undervalued in relationship to these 

future earnings prospects. While it is difficult to pre-

diet stock price movements, if the currer .. t market up-

swing continues, it is likely that investors will begin 

to ascribe higher market values to UOP. 

3. Furthermore, 100% ownership 0£ UOP may enable Signal 

to manage UOP more e££ec:tively, a.s a result 0£ ~liminat­
\ 

ing the public minority interest. As management knows, 

the parent of a subsidiary with substantial public owner-

ship may not be able to fully consolidate the two companies 1 

business strengths (e. g. , inter company licensing and marketing 

. arrangements) because of the necess'ity 0£ maintaining 

arms length relationships. Given the overlap in certain 

UOP and Signal businesses, particularly between Garrett, 

Procon and P:roces s, the ability to maximize such relation-

ships may be important to Signal. In addition, Signal 

management will no longer have to be concerned with 

s.eparate disclosure requirements for UOP. 

4. From a tax standpoint1 UOP has approximately $20. 4 

million of loss carryforwards as a result of its 1975 

losses. As the management of Signal well understands, 

.. 
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such carryforwards may not be utilized by Signal 

unless it owns at least 80% of the common stock of 

UOP and files a consolidated tax return. In addition, 

it is likely that Signal will be able to flow the related 

tax benefit through its income statement by reduc-

ing the goodwill created by the. UOP acquisitions. 

This' could result in approximately a $. 03 annual boost 

in Signal's earnings per share over the next 40 years. 
... 

Additionally, pro iorma for 100% ownership, Signal 

will not have to pay any taxes on the dividends it. re-

ceives f:rom UOP. C.urrently, 'it must pay taxes at the 

7. 2% rate. 

5. Signal also might benefit from the increase in its 

common stock- 11.float1
' which would result from exchang-

ing new shares for the balance of UOP. We realize that 

Signal and Gulf & Western recently completed a joint 

tender 0£.fer whose objective was exactly the opposite -

namely to reduce Signal's equity capitalization. Never-

theless, it may serve Signal, from a defensive standpoint, 

to re-issue some of this equity today. 

The major possible negative for Signal would be an un-

favorable reaction in the investment community to any further 

I 
~· 

- ---··--·------ -··-------~--------- --- ----·. 
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investment in UOP. As management well knows, UOP1 s dis-

appointing 1975 results have led certain analysts to question 

Signal's original investment. In our op!n,ion, however, the 

turnaround in UOP' s business and the related tightening of 
/ 

Signal's control will ultimately change inv-estor perception 

of UOP and the wisdom of Signal's having acquired it. On 

balance, we think that the financial and qualitative considerations 

discussed above outweigh this negative. 

III. Analysis of the Costs and Method of 
Obtaining 100% Ownership In UOP 

Assuming that Signal management believes that 100% owner-

ship of UOP is attractive, it then makes sense to analyze the price - . 

and terms under which the remaining 49. 5% public interest might 

be acquired. The following sections discuss these considerations 

and, specifically, the effects of alternative combinations of cash, 

stock, and debt on Signal's. financial statements. . 

A. Considerations Relating To The Price Which 
Signal Should Offer UOP Shareholders 

Introduction 

The obvious starting point for any company considering the 

second phase of a two-step acquisition is the price paid to acquire 

its initial interest. While financial and market conditions may 

.. 
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dictate otherwise, there is a strong body oi legal advice which 

suggests that any second phase offer below the price offered in 

the initial phase will create the risk of material litigation. 

While Lehman Brothers clearly cannot advise Signal on these 

litigation risks, they must be studied. carefully. 

This section, however, will set forth the considerations 

which, from a business and financial viewpoint, might support 
... 

an ofier to UOP shareholders within the $1"7 - $21 range. 

We have not attempted to select a particular price which 

we think would be fair to the UOP shareholders. We have, 

instead, focused on this range within which a tr~nsaction 

.might successfully be negotiated. 

Table I on page 7 sets forth current market data £or 

Signal and UOP as well as a summary of the 197 5 tender offer • 

. . ···--··----------· 
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Table I 

Summary Fact Sheet for The Signal Companies, Inc. 
and UOP_Inc. -· 

Summarv Market Data 
Current' Price (6/21 /76) 
1976 Range 
1975 Range 

The Signal 
Companies, Inc. 

$ 21 1I4 
$22 3/8-15 3/8 

18 3/4-13 7/8 

UOP 
Inc. 

$ .12 1/4 
$13 5/8-10 

18 - 9 1 /2 
1970-1974 Range 27 1/8-12 3/4 

1002 
,36 3/4-9 3/4 

Dow Jones Industrial Average (6/21/76) . 

1976 Est. E. P.S. 
Latest 12 Months E. P. S. 
1975 E. P. S. 
1975 Book Value per Share 
Price to: 
1976 Est. E.P.S. 
Latest 12 Months E.P.S. 
1975 E.P.S. 
1975 Book Value 

Indicated Dividend 
J.ndicated ·Yield 

Shares Outstanding (000) • 
Market Value ($MM) 

Prior Signal Offer For UOP Inc. 
Date 
Dow Jones Industrial Average 
Shares Sought . 
Tender Price 
UOP Price Prior to Offer 
UOP 1975 Price Range Prior to Offer 
UOP Price Prior to Offer to: 

1975 Est. E.P.S. 
Latest 12 Months E. P. S. 
1974 E.P.S. 
1974 Book Value 

Premium of Signal Offer over UOP Price 
Shares Tendered 
Shares Accepted 

$2.90. 
1. 96 
1. 82 

40. 82 

7.3:x: 
10.8x 
11.7:x: 

• 53x 

$.90 
4.3% 

19,749 
$419.7 

$1. 30 
(3. 36) 
(3. 19) 
15. 70 

9. 4x 
( - } 
( -) 
. 78x 

5, 725(a) 
$69.0 

4/21/75 
808 

4,300,000 
$21 

$13 7 /8 

.. 

$14 1;s;..10 1/8 

5, 1x 
5.3x 
4.7x 
.69x 
63% 

7,800,000 
4,300,000 

( a) ,Shares not owned by Signal. _ _, 

- .. -
. - ----------



-·-- ---~--,.----

- 8 -

Offers Made in Other Multiple Stage .Acquisitions 

Table II on page 9 presents data relating to recent 

multiple stage acquisitions. Included are a significant 

number of acquisitions in which the second offer was lower 

than the initial offer. While none of the situations are 

precisely analogous to Signal/ UOP, ce. g. , none of t~e coµipanies 

underwent an eari:ings decline of UOP' s magnitude) the table 

does indicate that successful multiple phase acquisitions have 

.. 
occurred with lower second-phase o:ffering prices. It seems 

to us, therefore, from an investment banking standpoint, that 

Signal can consider prices below its 19 75 tender offer 

price. 

( 
l ' 
....J 

----· ------ ---
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UOP' s Business Decline 

The key argument favoring a price below $2.l can be 

divided into three segments: first, that conditions have 

changed since April 1975 and that UOP' s present condition, 

from an earnings and balance sheet standpoint, is sub-

stantially less favorable today. See Tables I and II on 

pages 7 and 11. Second, since Signal had no plan last 

April to acquire these remaining shares, their acquisition .. 
in late 1976 should be viewed independently of the first 

step. Finally, therefore, viewed as an independent transaction, 

UOP' s prospects today may not merit a market premium for 

its shares equal to last April's premium. Table I on page 7 

and Table III on the following page demonstrates UOP' s recent 

business problems. 

-------------·- ----
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Table III 

Summary Financial Data for UOP Inc. 

I. Summary Operating Data ($MM) 

Revenues 
1975 $615.0 .. 
1974 781.0 
1973 600.8 
1972 468.2 
1971 443.3 

Pretax Profit ($ and %) 
1975 (25. 7) 

. ) 1974 35.5 4. 63 
1973 ZS. 1 4.2 
1972 17.5 3.7 

~ 1971 (23. 2) 
--~ 

Net Profit 
1975 $(34. 9) 
1974 27.8 
1973 20.9 
1972 11. 7 
1971 (29. 4) 

II. Summary Balance Sheet Data ($MM) 
12/31/74 12/31/75 

Cash .$25. 2 $23.8 
Current Assets 267.4 256.6 
Notes Payable 54.5 58.5 
Current Liabilities 153.3 164.7 

'' 
Net Working Capital 114. 1 91. 9 
Net Property 124.4 138.3 
Other Assets 51. 3 46.l 
Net Assets 289'. 8 276.2 
Long Term Debt 79.3 75. 1 
Other Liabilities 16. 5 18.4 
Net Worth $193.9 $182.7 

/'~ \. 

_.; 
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The Po·ssibillt"[ of Equivalent Premiums at OUers Zelow $21 Per Share 

As· Table IV below indicates, for illustrative· 

purposes only, that a· $19 offer to current UOP 

shareholders provides approximately the same type of 

pr-emiums in_ terms of market value, price, 

earnings multj.ple·s, and book value as did 

Signal1 s $21 ofier in 1975. 

Table IV 

.. 

Comparison of-Selected· Market Ratios for Purchase of Remaining UOP -Shares with Signal's Initial Purchase of UOP Shares 

1975 $21.0ffer 
For 50. 53 of UOP(a) 

I' ender Price to: 
Estimated Fiscal Year EPS 
Latest 12 Months EPS 
Prior Fiscal Year EPS 
Book Value 
High Com.man Price for Year 

Indicated Dividend 
Indicated Yield at Tender Price 

0 remium over ·Last Price 

9.3x 
8.7x 
7.9x 
1. 1 Ox. 
1. 49x 

$.90 
4. 3%' 

63% 

Alternative 1976 Offers· 
for 49. 53 of UOP 

$17 $19 $21 

13. lx 14.6x 16.Zx 
neg neg neg 
neg neg neg 

l.08x 1. Zlx 1.34x 
I. ZSx l.39x 1. 54x 

39% 55% 71% 

fa) Including purchase of 1, 500, 000 shares from UOP at $21 per share. 

------~---··---· --------·-·--- -·-· -
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UOP 1 s Stock Price May Be . 
Supported By Possible Signal Offer 

UOP' s stock price levels may currently be supported 

by investor speculation that Signal might make an offer 

to acquire the remaining stock. (a) As Table I in-

dicates, UOP 1 s current price of 12 1I4 is not 

significantly lower than the 12 7 I 8 level immediately 

prior to the first Signal offer, notwithstanding its 1975 

results. 

Furthermore, for the remaining shares, UOP is 

currently trading at 9. 4x estimated 1976 earnings 

and 78% of book value as opposed to the prevailing 

5. 0-6. Ox estimated 1975 earnings range and 65-70% 

of book value in which it traded during April 1975. 

These increases are difficult to ascribe solely to 

' 
the general improvement in stock prices and price-

earnings ratios. 

Countervailing Considerations 
There are, of course, a number of considerations 

which a UOP shareholder might raise to in order to justify 

(a) Alternatively, it should be noted controlled companies 
(like UOP) normally sell at a discount from the price 
that they would otherwise command because of concern 
that controlling shareholders would ignore the interests 
of minority shareholders and the reduced float available 
for institutional ownership. 
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at least a $21 price, the chie.f of which are: 

\ \ .. : 
1. All the considerations discussed herein which make l 00% 

ownership of UOP attractive for Signal should compel it 

to pay a premium for total control of UOP in excess of 

the premium it offered in April 1975 :for only 50. 5% 

control. Based on UOP' s closing price on June 21, 

1976, a $21 offer would represent a 73.% premium, .. 
compared to the 63% premium represented by the 

April 1975 of.fer of $21. 

Z. Recent and prospective strength in the equity market 

argues .for a substantial premium. In a buoyant 

market, the premium paid should be at least as 

large as in a stagnant market. In the past six 
' 

months, the general market, as measured by the 

Dow Jones Industrial Average, has appreciated 18%. 

The tender offer took place in a relatively depressed 

stock market, in which the previous six months had 

been flat. 
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Analysis of Alternative Methods 
of Acquiring UOP Shares 

Effect of Alternative Offers on Signal's 1976 
Earnings Per Share and Capitalization 

At current UOP price levels, Signal should be prepared 

to pay between $90 and $120 million ($1 7 to $21 per share) to 

acquire the remaining public minority interest in UOP. Based 
. 

on Signal's 1975 balance sheet and the use of approximately 

$38 million in cash to finance the recent purchase of its own 

shares, it appears that Signal may not have sufficient cash to 

purchase the UOP shares. Therefore, management may well 

have to consider either borrowing additional funds or issuing 

securities to UOP' s shareholders as a means of obtaining 100% 

ownership. 

We have evaluated five different methods of obtaining the 

remaining UOP shares - cash financed by bank borrowings, 

stock issued to UOP shareholders, debentur,es issued to UOP 

shareholders, and selected combinations - at varying purchase 

price levels. 

Our recommendation, leaving aside considerations of 

price, is that Signal would be well advised to offer a combination 

of approximately equal amounts· 0£ stock and debt. While we have 

not had the benefit of discussions with Signal management in regard 

to the Company's capital needs and balance sheet objectives, we 

.. 
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believe that Signal might become toe leveraged within its 

"BBB/Baa'' rating ii all cash or debt was utilized. While we 

recognize that Signal1 s stock may currently be undervalued, 

and management might not want to incur the resulting earnings 

dilution from issuing stock, we believe that the stock market would 

not react f;tvorably to an all cash or debt purchas.e of UOP. 

Table V. on page 1 7 presents these alternatives and in-

dicates the following key points: 

1. An exchange involving only Signal common stock would 

2. 

·cause estimated 1976 earnings.per share dilution rang­
ing from 3. 8% to 6. 1 %. Alternatively, it would sub­
stantially improve Signal1 s balance sheet. 

A cash offer, financed by borrowings, will improve 
Signal's earnings per share from 3. 1% to 4. 5%, but 
will also substantially increase its leverage. Assum­
ing a $21 offer, Signal's net worth would be reduced 
from 60% to 55% of its total capitalization and short 
term debt would increase from 10% to 18%. 

3. An ofier of straight debt will not have as strong an earn­
ings per share benefit as cash yet will result in the same 
reduction in net worth. See page 18 for a discussion of 
the benefits of using debentures in an acquisition. 

4. A combination of stock plus cash or debentures will pro­
duce little or no earnings dilution and essentially enable 
Signal to continue its current capitalization ratios. 

5. Since the first phase of Signal's acguisition was a cash 
transaction, the entire transaction will be subject to 
purchase accounting and the related goodwill charge re­
gardless of the form the second phase takes. 

.. 
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Total Cona~Jur4ltlon Per UOP Sbikro · 

E•llmated Sl1p••I 1916 EPS(e) 
PTO Fornu. J->orchaao o( Own Sha.re• 
Pro Forin.a Purcha.Zia of UOP Share.-. (ti) 
% Chnnuc 

Short "form. Nolea P~yable (Li 
Scnlor l...oou 'fcrm Debt 
Solior<llnaled Lollj ·r*1rrn De-Lt 
Sha. n:holJcru Equlty 

Total GapltaU:tatlon 

.ill 

$2.91 
2.11 

(6.2'/.) 

Aclua·l 

$ % i 'J, 

$UO 10.l'J, $140 9. 5'1. 
402 29. 7 402 27.2 

£ .. b •• 
808 59. 6 929 bZ.9 

tJ,._ill ~'/.$1,,i]i>_ ~'l'· 

fa} Aa•u•neo that Sli;:nal dld not borrow L1 order to flnancc purch.aac ol own abarc•. 

(bi lncludca curr-eut •natu.rltle11. 

ill 

$2. 91 
:z.16 
(5.2'/.) 

! ~ 
$140 9.lf, 

402 21.1 
b .4 

911 H. 5 
$1+464 ~'lo 

m 

$2.91 
2.80 

(l.8"/.I 

i ~ 
$140 9. l'J, 

402 27.1 
6 •• 

90b bZ.4 

$!:31.! l~_J1.'7• 

le) Aa.11unu: hauk Lorrowlnga at 1°/. &nd • 50S, lalC- ra.te. 
(tl} A:aau1nca, fta· co1nparallvc puYpoaeu.tl~a.t acqulultlon of 49. 5111 lolcrest ln U()P wlll occur as of July l, 1916. 
It·~ See AppcnJlx A for the iit.UtUulpllona u.e.ed ln calculating Slgn•P• 197£ E .. P.S. 

({\ J\~u.uanc£ a. 9~ coupoo. 
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100"/. C;hJ: ( 

£!_ ~ .ill 

$2.91 n.91 $2.91 

l.00 ]. 02 l.04 

l. I'/. l. B'l'o 4.5'/o 

J 
$ ,., .1 1! t '.!! 

$261 11.1% $H9 ll.O'J, $238 16.4% 

402 27.2 402 27.5 402 21.1 

£ .4 £ •• £ .£ 

808 54. 7 BOB 55.I 808 55. 6 
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l'he Use of Debentures 

l'he use of debentures in acquisitions, as opposed to 
/ 

cash supported by bank borrowings, historically has presented 

one major advantage: the terms, including interest rate and 

maturity, have often been more favorable than the issuer could 

have achieved in an llllderwritten public offering. The principal 

explanation for this is tl:iat the shareholders of acquired companies 

are often more concerned with the principal amol.lllt of the bonds 

being offered than with its fair makret value • 

For example, llllder current m;arket conditions, the likely 

te:rms !o:r a public offering of Signal senior debt would include 

20-Z.S year maturity and a coupon oi approximately 9 3/ 4%. 

Signal, however, might probably be able to oife:: UOP shareholders 

a 25-30 year senior-debenture with a coupon oi 9%. 

The major drawbacks with a. debenture oiiering for 

Signal, oi course, is the interest cost differential between 9% 

and the curre.c.t prime rate of 7% adjusted for compe.c.sating 

balances. Nonetheless, if Signal management believes that short 

term rates are due to increase, the use of debentures would 

ellable Signal to lock-in a non-dilutive acquisition of UOP. To 

the e.:cte.at .that Signal management might: consider fonding bac.k 

borrowings with a. near-term issue of long term debt, it would 

be more prudent to offer the debentures via this acquisition. 
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The issues we have discussed in this m.em.orandum. a.re 

e..i:c:eedingly complex and delicate. We would be pleased to 

have the opportunity to meet with you in Los Angeles at your 

conve.cdence in order to discuss our recommendations more 

fully and answer any questions you may have. 

-------- -----


