Introduction

This paper traces the acquisition of APL Ltd by Neptune Orient Lines Ltd  (NOL) in 1997. It looks at the rationale behind it, the entailing problems and how NOL responded. This paper also suggests some likely actions NOL could have taken. In conclusion, a strategy for the next 5 years is formulated based on the present condition of NOL.

The firms at a glance

NOL is the largest shipping company listed on the Stock Exchange of Singapore (SES) with a market capitalization of S$2.12b as of August 2000W1. Its core business is in operating a network of container transportation services on major international trade routes. NOL started its chartering business in 1971. Now, NOL provides worldwide chartering services in the liquid and dry-bulk trades. Its wholly owned subsidiary, American Eagle Tankers Inc. Ltd, operates one of the largest fleets of double-hulled tankers in the US Gulf and Caribbean. NOL is a government-linked company (GLC) as 1/3 of the national carrier is owned by the Singapore Government1. As such, the stock was listed on the Central Provident Fund (CPF) trustee stock list. NOL started its first regional office in Oakland, California, USA in 1974W1. In 1997 it acquired its American rival, the Oakland-based APL Ltd.

APC Ltd (formerly known as American President Companies), is the oldest continuously-operated shipping company in America. It provides rail, ocean and truck container shipping globally. It took pioneer roles in intermodalism, container tracing technology and online shipping transactions respectively from the 70s to the present. APL also runs a system of rail and truck carriers in North America. On the shipping side, alliances like the Global Alliance helped APL enter new markets and reduce costs by sharing vessels. It services Asia-Europe, Asia-Latin America, and developing markets in the CaribbeanW2.

Features of Shipping Industry

Trade is widely spread around the globe. The largest importers are the developed market economies of North America, Western Europe and Japan. They accounted for 2/3 of total seaborne imports in 1984 and are a dominant influence on seaborne trade. Developing countries located in Central and South America, Africa, South East Asia accounted for half of the world’s seaborne exports in 1984 but only ¼ of imports2.

The shipping industry has long cycles and oligopolistic practices. Survival calls for tight management, vision and quick reactions. As relatively large shipping companies are increasing their market share at the expense of smaller players, the industry is concentratingW3. Deregulation and technological advances increase the incentives for the players to form alliances and merge. The following table shows the changes in alliances:

	1997
	Alliances
	Grand
	Global

	
	Members
	NOL
	APL

	
	
	NYK
	MOSK

	
	
	P&O
	OOCL

	
	
	Hapag-Lloyd
	Nedlloyd

	1998
	Alliances
	Grand
	New World

	
	Members
	OOCL
	NOL+APL

	
	
	P&O Nedlloyd (merged)
	MOSK

	
	
	Hapag-Lloyd
	Hyundai (new entrant)

	
	
	NYK
	


Source: Business Times, 11June 1998, “NOL seen gaining little from freight rate hikes”  

The container shipping business has low profitability. The profitable companies have return on capital invested of a mere 3%, promising death in the long term for a publicly listed company. Container shipping is not a good business to be in W4. 

Features of Logistics Industry

This industry saw 2 major developments in freight traffic history, namely containerization and intermodalism3.

Containerization unitized, standardized and allowed mechanization of goods and vastly improved efficiency. By 1991, containerized traffic accounted for nearly 2/3 of all liner trade between USA and Pacific Basin nations.

Intermodalism interconnected transportation systems where water, rail and truck shipments of containerized cargoes are transported in a continuous flow under the control of a single carrier. APL was among the first to explore integrated intermodal system. It improved its land bridge service (moving cargo from coast to coast by cutting through land) through pioneering efforts in contracting for railroad services for its dedicated unit trains. Hence it established strong business ties with many major railroads. The key to success in this industry is the access to the right intermodal asset.

In 1999, the global industry of logistics business was worth about S$68billion4.  For the industry’s future, a major boost to the industry is definitely the opening of China’s market. Liberalization of the distribution and service sector will benefit major east-west carriers. US business will also benefit with a rise in tradeW5. This industry, in contrast to the shipping industry, appears to have a much more promising outlook.

Rationales of NOL for acquiring APL

NOL announced in April 1997 to acquire APL for US$825m. The merger completed in November 1997 after various regulatory bodies gave their approvals. Hence one of the world’s largest and most integrated container transportation and logistics companies emerged. The rationales behind this deal are discussed below:

APL had a more comprehensive computer system. It was upon this strength that after the acquisition, the new group continued to further develop APL’s computer system. The Group handled 70% more bills of lading5 after implementing its new information system in February 1998. This would be impossible had APL not focused on IT prior the acquisition by NOL. It may be debated that this focus in IT took its toll on the new Group, which by May 1999, had spent more than US$40m in IT development6. What appeared as an attractive strength in APL turned out to be a cost center for NOL.

By integrating APL’s operating expertise, NOL aimed to grow its logistics business to at least 50% of its revenue within 2 years. It would seem NOL saw a bleak future in shipping, and aimed to shift into the logistics business through the acquisition7. NOL put its shipping arm under the APL name, as the presence of APL in the port terminals it operated was more valuable.

APL’s double stack train operation in the US was founded in 1984. It provided rail service to intermodal marketing companies, cargo owners, international shipping lines and trucking companies. This was done through a system of containers, double stack rail cars and terminals operating over an 80,000km network in USA, Mexico and Canada8. This operation was considered a valuable asset of APL and could be a motivation behind the acquisition by NOL.

NOL did not have enough cargo volume to own a port terminal. By acquiring APL, it aimed to own port terminals in USA and Asia. APL’s container shipping arm ranks number 5 in container shipping trade, brought about by ranking number 1 in transpacific trade and number 6 in Far East Europe trade9. All this contributed to APL’s land-based terminal operations in USA. The temptation to increase its cargo volume and thereby possess port terminals seems the best reason behind the acquisition. NOL feared that with the rate at which the shipping industry was consolidating, with prospects of decreasing freight rates and tougher competition, it might not survive in 5 years time without a merger9.  

APL, having started its American North-South service, had immense potential with developing economies in South America8. By acquiring APL, this wider reach would allow NOL more flexibility to cut costs through renegotiating new contracts with worldwide vendors, backed by an enlarged size of its business. Based largely on the above, NOL expected “synergy savings” of up to US$160m a year in operating cost7. 

THE NEED FOR ACQUISITION

Before analyzing whether the acquisition of APL was sound, the following points will show that there was a need for acquisition. The shipping industry was consolidating and competition was stiffer due mainly to over capacity and price pressure. There were 3 alternatives for NOL:

1. Aspire: Increase market share by undercutting rivals. This was obviously too tough as NOL was already facing declining profit in 1996. It also lacked the deep pocket to engage in a price war.

2. Alliance: NOL was already in the Grand Alliance but this did not seem to provide enough collaborative strength to sustain its profit. Furthermore, the merger of fellow member British P&O with Netherlands’s Nedlloyd from the rival Global Alliance signaled the disunity of the members. Doctor Kulwant Singh of the National University of Singapore provides some suggestions from his research on partnerships. “A firm is more probable of failure when its partner finds a new partner, unless the firm also finds another partner.” In this case, NOL would be better off finding another “partner”. In which case it joined the New World Alliance and acquired a rival, APL.

3. Acquire: This would seem to be the better alternative of the three considering the bleak prospects of the alliance and solitary aspiration. Acquisition benefits NOL by helping it access new market, acquire future growth opportunities, acquire competitive advantages and increase competitiveness. However these can only be achieved if some conditions are satisfied.

KEY SUCCESS FACTORS (KSF) OF AN ACQUISITION

The 4C’s are used to analyze the acquisition of APL.

1. Commitment: From the 1997 annual report of NOL, it is known that preplanning of the integration process started even before the consummation of the merger. NOL was also willing to have its container transport activity marketed under “APL” brand name. These facts reveal reasonable commitment from NOL. APL, having sold itself for a hefty sum, should have no alternatives but to work well with NOL.

2. Compatibility: NOL had established an office in Oakland, headquarter of APL since 1974. By 1997 there should be enough understanding of the type of cultural diversities between the firms. Such understanding should ease cultural integration of the merged firm. On the hard side, integration of the two firm’s operations was also relatively sensible, as seen from the diagram below. APL’s market leadership in the fields of supply chain management, marine terminal and stacktrain expertise would complement NOL’s container transport activity. The result is a more vertically integrated firm, as highlighted in their 1997 annual report.







3. Competencies: Competencies required to meet the challenges of the industry are found in both NOL and APL. Their competencies do complement each other as seen from the table below.

	New Challenges
	Competencies

	Trend towards globalization
	APL: Intermodal technology, stronger presence in Transpacific route.

NOL: Stronger presence in Asia-Europe and Intra-Asia route.

	Effective use of Information Technology
	APL: IT leadership among its rivals. Pioneered online shipment transactions in 1996W2

	Higher demand on customer service
	APL and NOL integrate operations to provide one-stop transportation shopping. Single source accountability can become a competitive edge.


4. Costs: The financial feasibility of the acquisition is a major question. The following analysis shows the dilemma one faces when met with an uncertain future and an imminent need for a decision. It also suggests that APL was not an optimum choice for acquisition and NOL had overpaid. 

By the net present value (NPV) approach, for the acquisition to be financially feasible:

Acquisition cost  =< PV of APL future earnings + PV of Synergy –PV Cost of Synergy -----------(a)

Where,

Acquisition cost = $1.2 billion

PV of APL future earnings = C/ R (assuming perpetuity)

Taking APL 1996 earnings of $98million to be constant to perpetuity, and discount rate R=10% for approximate US prime rate, the above = 98/0.1 = $980million

Hence (a) in million dollars:

1200 =< 980 + PV of Synergy – PV Cost of Synergy

PV of Synergy – PV Cost of Synergy >= 220------------------------(b)

APL IS OVERPRICED

Equation (b) dictates a final hurdle before the decision to acquire. NOL must be able to add value by $200million to undertake the acquisition. Adding the 1996 net profit of both NOL and APL give a total of $113.3million. Assume the gain of $200million is spread over an effort of 20 years. That gives a value-added of 200/(Annuity factor of 20 years at 10%) = 200/8.5 = $23.5million per year. This means the new NOL must increase profit by 21% and sustain that gain for 20 years. At this point, the financial prerequisite is enough to make one hesitate about the deal.

To further skim down the decision criteria:

Assume NOL is able to realize annual synergistic cost savings of $190million for the next 10 years. Beyond the 10 years, assume competition would have forced it to become more efficient even if it did not acquire APL. It would be too optimistic to think the savings will have an effect for perpetuity.

PV of Synergy = 190 * Annuity Factor of 10 years at 10% 

                         = 190 (1/(1.1) + 1/(1.1)^2 + 1/(1.1)^3 + … + 1/(1.1)^10)

                         = 190 (6.14)

                         = 1167 

Hence in (b):

1167 – PV Cost of Synergy >= 220

PV Cost of Synergy =< 947

This final condition can be boiled down to the statement: NOL must contain cost of synergy within $947million if synergy would last 10 years. It also means NOL must contain annual extra cost within $154million (=947/6.14 the annuity factor).

At first glance this cost restriction may seem easy to abide by. However, from hindsight it is clear that 1997 loss of $297million clearly exceeded this restriction. In fact the higher interest rate charged of $168.9m in 199710 had alone crushed the financial feasibility.

If NOL managers had done some simple calculation of the above, and took account of higher interest expense, they would not have jumped into the deal. Even if cost could be restricted, the impact of the integration upon future cashflow stability would pose another threat to the feasibility of acquisition. Listed firms like NOL are often under the pressure from the market to maintain predictable earnings. Even if long-term benefits can be achieved through short-term losses, harsh punishment from the market would discourage such an implementation. Business is after all, the undertaking of calculated risks. Calculation in this case warrants too high a risk. NOL should have delayed the deal to renegotiate, or seek a better buy elsewhere.

Problems after the acquisition

During 1997-8 following the acquisition, things took a dip for the new NOL. Much of these problems were beyond the expectations of business analysts. Indeed only 4 out of 17 analysts in The Estimate Directory predicted losses for NOL for the financial year 1997, as seen from the table below.

	NOL financial snapshot
	1997
	1996
	% change

	
	(S$m)
	

	Turnover
	2,672
	1,928
	+39

	Pre-tax profit
	93.99
	137.57
	-32

	Net earnings
	(66.47)
	16.96
	Nm

	Net loss* 
	(297.30)
	20.68
	Nm

	EPS (cents)
	(9.2)
	2.35
	-

	NTA per share (cents)
	89
	147
	-

	Dividend rate (%)
	0
	2.5
	-

	*after tax and extraordinary items

Figures for year ended Dec 31


Source: Business Times, 1 April 1998, “NOL bottom line loss hits $297m”, Conrad Raj   

Problems caused by the acquisition

The massive interest and restructuring cost due to the acquisition resulted in an extraordinary loss of S$230.84m10. This consisted mainly of a one-time restructuring cost of S$191m incurred through:

· Retrenchment of 1600 employees

· Ship redeployment

· Equipment/cargo handling 

· Computer integration

· Frontline office closures

· Merger transaction expense

This extraordinary loss would have caused 1997 net loss to be S$297.3m had NOL not changed its accounting treatment of extraordinary items. Hence the net loss reported was reduced to S$66.5m11. Nevertheless, NOL chairman Herman Hochstadt claimed that this extraordinary loss could be recovered in 2 years with the savings from operating costs alone.

Due to the large acquisition cost, borrowings also increased from S$2b in 1996 to more than S$4.65b in 1997. NOL faced higher interest rate charged (S$168.9m) because its acquisition also took on APL’s liabilities. By then its liabilities had exceeded S$6.4b. 

Cash inflows affected by the economic crisis in 1997 following the acquisition were unlikely to cover the cash outflow for NOL’s debt obligations. This higher risk led to higher lending rates and hence lowered profitability12. Banks readjusted to a higher lending rate benchmark for NOL. NOL’s gearing ratio increased from 2.5 in 1996 to 7.4 in 1997. By June 1998, its stock was deleted from the CPF trusted stock list. 

Other Problems 

Asia was hit in the second half of 1997 by economic downturn. Poor market condition was quoted as a reason why NOL’s operating profit decreased by 32% to s$93.99m. This was obvious from the trade imbalance on the East West trade route. Despite freight rates increasing by 20% to 25%, little was gained, as Asian inbound freights were at best half-full if not empty10. NOL could not mitigate this loss despite a stronger demand for Asian exports to the West.

By September 1998, NOL was in the red by S$241m13, blaming on factors that excluded the acquisition:

· Economic crisis

· Lower freight rates

· Trade imbalance

· US rail congestion 

Operating loss was S$62.7m, despite profit from sale of vessels of S$32.4. Interest expense was S$177.1m, undoubtedly a lingering problem from the acquisition. Shareholders’ confidence was not sustainable and in January 1999, APL’s debt suffered a downgrade from Moody’s14. It was believed that NOL had not fully acquired the proposed synergy, and so could not offer any direct support for APL’s debt. On top of these worries, NOL also got into an allegation of illegal control of tariffs from the European Commission15. The NOL brand name was not under good light.

The Bright Side

While the sky will not be cloudy all day, NOL benefited from Asian currency weakness as all its revenue was in stronger US dollar. This was due to its transformation into a Group with a more “global” presence (more operations in USA, rather).

Despite the retrenchment cost of US$45m, this decision would give annual savings of more than US$130m. Such an explanation would hopefully support the Group’s morale after the retrenchment.

The Ocean Shipping Reform Act of 1998 was an industrial deregulatory move that encouraged setting of rates by private contracts16. This encouraged tailor-made logistical services and APL quickly shifted its focus to provide customized logistics solutions. After its success in starting new services in India during January 1998, APL clinched a major deal with General Motors (GM) in August. It was to design and execute a Just-In -Time supply chain for the new GM regional manufacturing plant in Thailand. The plant would be able to source its parts from Europe, Asia and North America. APL also clinched smaller deals with car manufacturers in China. 

NOL Reacts 

Following the acquisition, the new NOL was tied up with integrating the two firms by its “Best people, Best practice” approach (1997 annual report). However its resources would not be enough to allow “synergy savings” to slowly erase the red figures. Extreme measures were adopted in waves by NOL to rescue itself from going under. 

In September 1998, a wage freeze was declared but its effect would not be significant to warrant much discussion here. 

S $544m of assets was put up for sales in October 1998. Of the assets, even the NOL building was sold, revealing the desperate situation they were in. The list of assets sold included:

	Assets
	Value (S$ million)

	Commercial Properties in the Philippines
	34.9

	Commercial building in Australia
	7.7

	Commercial building in USA
	8.5

	NOL building in Singapore
	156.4

	Containers
	136

	Stake in Singapore Shipyard
	40.8

	Stake in Shanghai shipping services
	4.3

	Stake in China trucking companies
	4.3

	Total
	543.8


(Source: The Straits Times, 7 October 1998, “NOL will sell $544m in assets”, Chan Wee Chuan)

Perhaps the most controversial sale of assets would be the parting of APL’s stack train unit (Land Transport Services, Inc) for US$315m. Apollo, a North American intermodal service provider, entered the agreement as the buyer in March 1999. The deal generated S$288m for NOL to reduce its debt. The rationales given by NOL17 were:  

· The network based solely in North America was not in line with their core business of global liner shipping

· The service offered by the network was not unique anymore

· Even if the effect was small, the deal would ease their huge debt

· There was no competitive disadvantage due to an exclusive 20-year agreement to let APL enjoy the existing cost structure and service benefits

Nevertheless, the sale was deemed as contrary to NOL’s earlier aim to become a full logistics company with logistics contributing at least 50% of the Group’s revenue within 2 years.   

Ultimately, a move that finally deserved a thumb up from investors was made. Flemming Jacobs was to assume the leadership role of Group CEO from June 1999. The man was respected in shipping circles worldwide for he was credited with bringing Maersk into becoming a global container-shipping giant.

What could have been done 

NOL should have sold more of its ships to reduce debt. As rates had decreased in the past years, it would not be too painful to sell ships since they add to the existing industry-wide problem of over capacity anyway. This strategy was successfully implemented by South Korean Hanjin Shipping18, which sold and rechartered more than 20 ships to reduce its debt. 

This move would better fit a “less shipping, more logistics and supply chain management” approach, which was the underlying motivation to acquire APL in the first place. Hence selling more ships could be disguised as a strategic move rather than a desperate fire sale, which would only aggravate the market’s pessimism towards NOL. If possible, the stack train deal should have been avoided as it was also against the original acquisition motivation. Despite this recommendation, it is still very likely that the sale of ships alone may not be enough to cover the debt.    

One negative point of selling ships is that NOL may not have a large enough fleet to gain control over the terminals it much coveted. This being a long-term disadvantage, would still be a bearable loss since short-term survival was at stake. 

JACOBS’ MEASURES

Jacobs initiated a major review of the Group’s structure upon his appointment, where “no sacred cows would be spared in the review”19. Foreign consultants were appointed with the aim to nurse the container transportation business to profitability, and position the logistics business for future growth. In short, the aim was to ensure profitability in both good and bad times.

Jacobs set the following plans:

· Address cost to decrease debt

· Build up NOL’s weak European leg. Although it has the biggest market share in transpacific trade, it was a minor player in Europe. It was not yet a truly global firm since its operations were focused on the US and Asia only.

· In 5 years time, to be global and strong in all trade lines it operates

· Tanker and bulk shipping activities would be looked into at a later time

The Road to Recovery

In the second half of 1999, NOL strengthened its balance sheet by raising US$500m in an international share placement (ISP)20. It achieved an immediate effect of cutting interest payment and lowering financial cost. Two-third of the generated fund was used to repay debt and the balance was to be used in financing future growth. 

By then, signs of imminent recovery were showing:

· The Asian economic crisis seemed to be bottoming out and general optimism was recovered

· Freight rates improved in some key trades, especially export from Asia

· The stacktrain sale profited by US$167m, which, coupled by the ISP, decreased NOL gearing ratio. 

In October, a few new plans were announced. Among them, new share-based incentive plans for employees were proposed21. This would better align the interests of the Group and its staff towards the common interest of the Group. As a move towards a global position, the limits on foreign share holding and number of foreign directors would also be cut. This would strengthen the Group by increasing its investor base. The most important of all would be the organizational restructuring.

The organizational restructuring, together with a review of strategic direction, were the workings of international management consultant McKinsey and Company.The new organizational structure divides APL into 3 regions (America, Europe, Asia) to be headed by industry veterans respectively. They would report directly to CEO/Group President Flemming Jacobs, and will have 4 functional roles under them. The flatter hierarchy enables more frontline decision-making power and accountability. Greater accountability will intensify the focus on customer needs and cost saving measures22.

The new strategic direction would see NOL having 3 core businesses: Logistics, Container shipping (over Asia, Europe and America) and chartering. Key directives involved:

· Continue divesting non-core assets in 1999

· Expand management trainee program to meet global management need

· Build a culture of pursuing excellence, achieving profitable growth globally

· Build and maintain a truly global integrated and networked container transportation business with IT as a key competitive advantage

For APL specifically, it will build a new logistic team, identify a best business model and leverage its IT capability with the extensive infrastructure of the entire NOL Group. It is the only shipping company to offer comprehensive product services through its web-based Homeport. Homeport allows:

· Tracking

· Real time scheduling search

· Booking

· Remote bill of lading delivery

· Management report

Hence APL will expect one-third of its business to be done online in the near future. As such, it will be testing new innovations of wireless technology.

NOL indeed made a major turnaround in the second half of 1999. Despite rising fuel prices, the Group earned an overall profit of US$94m for the year 1999. 

 The key factors that contributed to the recovery are summarized in the table below.

	1. Better operating fundamentals
	Economic recovery in Asia improved trade balance. Freight rate hikes for Asia outbound trade complemented the increased import volume to Asia.

	2. Improved cost structure
	Started in July 1999 to decrease cost by US$100m. NOL focused on:

· Strategic sourcing (claimed to be a unique strength of the new organization)

· E-procurement capabilities

· Partnership with vendors

· Apply best practices throughout the Group

	3. Improved debt position
	Largely due to ISP and sale of non-core assets, gearing ratio dropped from 14.1 to 2.7 times. NOL will not stop improving at this level.

	4. Shift to USD as functional currency
	Exposure to USD increased since the acquisition of APL. ISP has also drawn more international investors. The shift towards a global position required USD as the functional currency.

	5. Logistics and IT key competitive advantages
	The Group’s logistic capabilities and web-based information system allow supply chain visibility and online interactive relationships. As a result, APL turnover increased by 26% in 1999.


(Source: NOL news archive, 27 March 2000, “NOL Group posts US$94m profit for FY99; CEO says the turnaround is real") 

For the future, NOL will continue to focus on the growth opportunities in IT and logistics, as well as to expand its business in Europe. 

RECOMMENDED STRATEGY FOR NOL

With Jacobs’ successful rescue of NOL, it would be sheer thievery to recommend a strategy exact to what he announced. Nevertheless, the following should also put NOL on the right track to future growth and survival.

Intent: 

· Shift focus from ailing shipping industry towards logistics

· Become a leader in global logistics through superior technology and professional management

Strategy:

· Redefine the business scope to provide one stop transportation shopping instead of merely shipping

· Source professional managers from all over the world, even from rival firms. Hiring these people is a “double gain” to NOL as it is also a loss to rivals. Getting Flemming from Maersk is a fine example.

· Invest in IT to maintain leadership in technology as it entails multiple benefits

· Establish industrial standard in IT-based supply chain management of global logistics

· Using this status, further integrate with dependent firms to achieve economies of scale (EOS)

· Where integration is not feasible, attain EOS through meaningful alliances

Operations:

· Sell more ships to ease over capacity and provide funds for other investments

· Capitalize on IT competency to save costs and increase efficiency 

· Streamline different modes of transportation to attain seamless and accountable flow  

The shift from shipping towards logistics should not be misunderstood as the total abortion of shipping activities. Shipping will continue to play an important part in the overall provision of logistical solutions. The group is a pioneer in logistical IT technology through its Homeport web site so it should aim to sustain this competency for future success i.e. becoming the industrial standard. To work towards providing one-stop transportation shopping, the group locks in existing customers by building up switching costs. This is supported by a more vertically integrated operation, which will increase the dependency of customers on the group. In this sound manner, NOL should see itself in a state of growth and even leadership in the next five years.
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