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LIMITATION OF SCOPE
Because the procedures we have performed do not constitute either an audit in
accordance with Australian Auditing Standards or a review in accordance with
Australian Auditing Standards applicable to review engagements, we do not
express any opinion or provide any assurance on the financial performance or
position of RK as at the date of this report.
The pricing example contained in this report is provided in connection with our
engagement to advise on the options available to DHHS and is not a valuation or
indicative valuation in accordance with APES 225.

Pitcher Partners Consulting Pty Ltd (Pitcher Partners or PP) has been engaged by
Department of Health and Human Services (DHHS) to assist it to understand the
options available to it to capitalise on its investment in, and to take control of, the
Regional Kitchen Pty Ltd consolidated group (RK or the Group) which operates as
Community Chef.

Our analysis was limited to the information and procedures set out in our Scope of
Work set out in Appendix A.

SCOPE OF ENGAGEMENT

We have not undertaken a cost/benefit analysis of DHHS’ strategy to take control
of the Group and redistribute food production for certain hospitals from existing
DHHS kitchen facilities to the Group.

Our scope of work in respect of the strategic analysis was set out in our letter of
engagement dated 18 March 2018 and is attached in Appendix A of this report.

We have not undertaken a legal review of any documentation or contracts
provided and recommend that DHHS obtain its own legal advice in relation to its
options as necessary.

We have not considered in detail any matters relating to Competitive Neutrality
considerations that may arise in relation to these hospital food contracts.
Liability limited by a scheme approved under Professional Standards Legislation
Pitcher Partners is an association of independent firms
Melbourne | Sydney | Perth | Adelaide | Brisbane | Newcastle

LIMITATION OF SCOPE (CONTINUED)

Identification of Report Users

We have not undertaken any tax due diligence or performed any tax structuring
analysis in relation to the proposed transaction.

This report is confidential and is intended solely for the use of the DHHS.
Accordingly no responsibility is accepted to any other parties in respect of the
whole or part of the report’s contents.

Had we performed additional procedures or had we performed an audit in
accordance with Australian Auditing Standards or a review in accordance with
Australian Auditing Standards applicable to review engagements, other matters
might have come to our attention that would have been reported to you.
INFORMATION RECEIVED
This report has been primarily drawn from information made available to us by RK’s
management (“Management”) for the purposes of this engagement and in relation
to a report prepared by Pitcher Partners for DHHS in April 2017. The main source
of information has been Mr Joe Ciccarone, Chief Executive Office (CEO) and
Financial Controller (FC). We also attended a meeting with
, the Group’s Chief Financial Officer (CFO).
WORK PERFORMED AND FINDINGS
This report highlights the significant findings arising from our consideration of the
financial and other information provided. The key findings are set out in Section 1
of our report. The key findings should be read in conjunction with the entire
report.

Rounding
Due to the use of Microsoft Excel, immaterial rounding variances may appear
throughout this report.
DISCLAIMER
This report has been prepared by Pitcher Partners with care and diligence.
However, except for those responsibilities which by law cannot be excluded and
any liability arising from an opinion expressed recklessly or in bad faith, no
responsibility arising in any way whatsoever for errors or omissions is assumed by
Pitcher Partners, its partners, directors, employees or consultants for the
preparation of this report.
Should you wish to discuss any issues raised above please do not hesitate to
contact me on
or
on
.
Yours faithfully,
PITCHER PARTNERS CONSULTING PTY LTD

REPORTING BASIS
Statement of Independence
As at the date of this report, Pitcher Partners does not have any interest in the
outcome of the strategic analysis. There are no existing relationships between
Pitcher Partners and RK which would affect our ability to provide an independent
opinion. The fee to be received for the preparation of this report is based on the
time spent at normal professional rates plus out of pocket expenses.
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Executive Director

There are no pecuniary or other interests of Pitcher Partners that could reasonably
be argued as affecting our ability to give an unbiased and independent opinion in
relation to the proposed investment.
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Glossary
$

Australian dollars

NDIS

National Disability Insurance Scheme

k

Thousands

RFK

RFK Pty Ltd (subsidiary)

m

Millions

RK

Regional Kitchen Pty Ltd (parent entity)

AL

Annual leave

SPA

Share Purchase Agreement

ANZ

Australia and New Zealand Banking Group

The Group

The consolidated group comprising RK and its subsidiary RFK

ASIC

Australian Securities and Investments Commission

YTD18

Year to date to January 2018

CC

Community Chef

CEO

Chief Executive Officer

CFO

Chief Financial Officer

COGS

Cost of goods sold

DHHS

Department of Health and Human Services

EBA

Enterprise Bargaining Agreement

EBIT

Earnings Before Interest and Tax

EBITDA

Earnings before Interest, Tax, Depreciation

FC

Financial Controller

FY

Financial year ended 30 June

GM

Gross margin

GP

Gross profit

LSL

Long Service Leave

N/A

Not Available
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Key Findings

Background
Background to the Group

References to Pitcher Partners’ April 2017 report



RFK Pty Ltd trading as Community Chef was established on 7 December 2007
and RK was established on 4 April 2008 pursuant to the general authority
contained in the Local Government Act 1989.





RFK and RK (collectively the Group) are proprietary companies limited by
shares and RFK is a wholly owned subsidiary of RK.

This report provides a high level summary of CC’s financial position since the
April 2017 Report, and provides additional commercial considerations based
on the information presented in that report as well as based on further work
completed for this engagement.



Readers should refer to the April 2017 report for detailed information and
explanations in relation to the Group’s detailed financial history and analysis.



Funding was provided to RK to acquire the land at 43-47 Drake Boulevard,
Altona to build its trading facilities and purchase its property, plant and
equipment.



The funding was provided by a Commonwealth grant of $9m, a DHHS grant of
$6.0m, ANZ loan facilities of $9.5m, a $1.87m loan from Hobsons Bay City
Council and $2.2m of equity from shareholder councils.



Since then, a number of changes have occurred to the funding and trading
position of the Group. In particular, DHHS has provided an additional $2.9m
of funding to the Group and an additional undrawn facility of $1.0m which
expires in May 2019.

Overarching assumptions in this report


In completing our work, we have assumed that all legal agreements are validly
adopted, the Board is validly appointed and all requirements under the
shareholders agreement and the DHHS and ANZ funding agreements are in
compliance.



Our options analysis is based on a commercial outcome and does not
contemplate there being any legal basis to seek to set aside or otherwise
nullify any existing agreements.

Background to engagement



CC has been operating at approximately 25% capacity, resulting in operating
losses every year since inception. DHHS has provided repayable grants of
$2.9m since 2012, helping keep CC afloat.



In this context, Pitcher Partners reported on the CC business, its financial
position and the options available to DHHS, in April 2017 (April 2017 Report).



Two of three central production kitchens (CPK) which provide 60% of the daily
meal requirements of Metro Melbourne CPK serviced hospitals are considered
to be at risk of failure. CC represents a significant risk mitigation opportunity in
this regard.



DHHS has subsequently determined that a significant risk mitigation
opportunity exists for DHHS’ food services strategy with a potential
opportunity to acquire control of CC occasioned by its precarious trading and
financial predicament.
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Key Findings

Key Findings
Area

Issue or considerations

Consolidated Group’s
Balance Sheet

 The Group received an unqualified going concern audit opinion from  Whilst the auditors provided a number of reasons for their
VAGO for both entities for FY17. There were no notes raised in the
unqualified opinion, it is likely that they placed significant reliance on
management letter.
the existence of DHHS’ $1.0m available loan facility through to May
 The Group’s net asset position at 31 January 2018 of $4.8m was
2019.
consistent with that at 30 June 2017.
 The Group’s net debt position should be considered by DHHS in
 The material component of the net asset position remains the book
formulating the structure of any proposed transaction. Should the
value of the property, plant and equipment at $17.1m. There has
debt remain with the Group and not be paid out by the
been no significant change in the book value of the assets since the
shareholders, it will need to continue to be serviced post transaction.
30 June 2016 balance sheet analysed in our April 2017 report, with
the decrease in value reflecting annual depreciation.
 The Group has non current debt of $11.5m, incorporating the ANZ
facilities of $7.4m (plus $400k in current liabilities), the DHHS loan of
$2.9m and refundable council bonds of $983k. This is offset by cash
of $591k.

Property, plant and
equipment

 In 2015, separate land and building valuations and a plant and
 Although the auditors reviewed Management’s impairment
equipment valuation were undertake by independent valuers for
calculations in relation to the fixed assets as part of the FY17 audit
DHHS and ANZ.
and did not note any concerns, we believe there are a number of
 These valuations collectively valued the property, plant and
limitations to the impairment analysis.
equipment at $7.115m which was significantly below the book value  Given the discrepancy between the 2015 valuations and the book
at the time, and remains below the current book value of the same
value of the assets, current valuations of both the land and buildings
assets.
and plant and equipment should be obtained prior to any
 Management advised that those valuations were prepared for ANZ
transaction. A valuer should be selected that is acceptable to both
security purposes and were unrealistic.
DHHS and the Group.
 Given the passage of time, it would not be prudent to rely on those
 This would ensure that any subsequent business and equity
valuations today. In particular, although the assets have aged since
valuation is based on current up-dated market values for the assets.
then, they have only been c.25% utilised.
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Financial Analysis

Profit and Loss
Key highlights


The Group’s reforecast for FY18 estimates a net loss of $199k compared to net
losses in FY16 and FY17 of $1.3m and $349k respectively.



FY18RF is underpinned by $520k in ‘other income’ which reflects the shortfall
to be paid by the council customers under their minimum spend agreements.
As there is no supply or cost of goods attached to this income, it results in an
inflated EBITDA margin of 10.6% compared to 8.2% and 8.4% in FY17 and FY19
respectively. Excluding the $520k, the reported EBITDA margin would be 4.6%.



In the absence of this other income, the Group would likely report a loss of
$720k. The other income is not expected to recur in future years as councils
negotiate their meal supply agreements and volumes annually and have
reduced their minimum spend amounts for FY19 accordingly.



In FY19 and FY20, revenue from councils is assumed to continue to decline at
a year on year rate of c.6% to 7% as a result of changing customer trends and
the impact of NDIS. The budgeted revenue growth is to be generated by
DHHS hospital contracts and other non council revenue, the majority of which
is largely uncommitted at this stage.



Management’s budgeted loss in FY19B is $328k, with both gross margins and
EBITDA margins budgeted in line with that achieved in FY17. This reflects the
stabilisation of the cost base following the cost reductions and restructuring
undertaken in FY16.



These changes made by Management in FY16 to reduce the annual losses
include improved procurement processes for raw materials, a reduction in
head count and improved rostering of staff to reduce overtime and limit
inefficiencies.

Background


The FY18 reforecast (FY18RF) profit and loss was prepared based on 7 months
actual results to January 2018 and 5 months forecast results to 30 June 2018.





The FY19 and FY20 budget was prepared by management prior to the
commencement of our engagement. It is a high level budget only and
updated versions supported by modelling have been prepared for the Board.
We have not seen or analysed the updated budgets.

Notwithstanding the continued focus by Management on cost management, it
appears that the Group is unable to meaningfully reduce its overhead cost
base further given its infrastructure and facilities.



Further improvement in performance and the ability to generate profits is
directly linked to increasing revenue and improving the current utilisation
rates of c. 25%. This is evident in the increase in budgeted EBITDA margin to
14% in FY20 despite a small decline in the gross margin from 44% to 42%.



The Group received an unqualified going concern audit opinion from VAGO for
both entities for FY17. There were no notes raised in the management letter.
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Financial Analysis

Balance Sheet
Key highlights
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The Group received an unqualified going concern audit opinion from VAGO for
both entities for FY17. There were no notes raised in the management letter.
Whilst the auditors provided a number of reasons for their unqualified
opinion, it is likely that they placed significant reliance on the existence of
DHHS’ $1.0m available loan facility through to May 2019.



The Group’s net asset position at 31 January 2018 of $4.8m was consistent
with that at 30 June 2017.



The material component of the net asset position remains the book value of
the property, plant and equipment at $17.1m. There has been no significant
change in the book value of the assets since the 30 June 2016 balance sheet
analysed in our April 2017 report, with the decrease in value reflecting annual
depreciation. This is discussed further on the following page.



The Group has non current debt of $11.5m, incorporating the ANZ facilities of
$7.4m (plus $400k in current liabilities), the DHHS loan of $2.9m and
refundable council bonds of $983k. This is offset by cash of $591k.



The notes to the FY17 accounts disclose a contingent liability to DHHS of
$3.3m relating to the outstanding balance of the original $6m grant provided
by DHHS to the Group. This is only repayable in the event the Group is wound
up, ceases to provide its services or sells its land.



The remainder of the net asset balances comprises working capital balances.



Notwithstanding the low utilisation of the Group’s assets at c.25%, we are not
aware of there being any significant surplus assets on the balance sheet, such
as surplus land or investment bank accounts, which could be disposed of to
reduce debt.



Issued capital contributed by the Council shareholders totals $3.753m,
comprising $3.4m in issued capital and additional contributed equity of $342k
from the restructure in FY16 when the councils’ shareholding in RFK was
changed to RK and each council acquired 1 additional share in RK. This also
includes $200k in unredeemed shares which relates to Moreland Council’s
return of their shares for no consideration. The shares were subsequently
sold to Brimbank and Moonee Valley councils for $16k and $18k per share
based on an internal valuation by Management using a net assets approach.
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Financial Analysis

Balance Sheet
Property, Plant and Equipment
$000

FY16

FY17

YTD18

114

106

101

Building

9,730

9,511

9,384

Land

1,909

1,909

1,909

Plant and Equipment

6,168

5,827

5,624

Furn and Fittings, and IT Equip

66

39

24

Transport Vehicles

58

39

23

1

1

1

Land Improvements

Other Assets
Work in Progress
Property, Plant and Equipment

78

7

49

18,124

17,439

17,116



Given the discrepancy between the 2015 valuations and the book value of the
assets, current valuations of both the land and buildings and plant and
equipment should be obtained prior to any transaction. A valuer should be
selected that is acceptable to both DHHS and the Group.



This would ensure that any subsequent equity valuation is based on current
up-dated market values for the assets.



This has been referenced in our scope of work as part of Phase 3 of our
engagement.

Book value and Management’s impairment analysis


The current book value of the assets were impairment tested by Management
and signed off by VAGO auditor for the FY17 financial accounts.



We have read Management’s impairment memo and provide our comments
below. We have not analysed Management’s calculations or modelling.

Source: Management accounts and VAGO audited financial statements

–

The forecast cash flows in Management’s realistic scenario are based on
the inclusion of additional new revenue from the DHHS and non council
customers. The majority of this revenue is not yet contracted and is
therefore at risk, possibly overstating the cash flows in this realistic
scenario.

–

Management has assessed its appropriate discount rate scenario at c.7%
and referenced this to its cost of debt only (as opposed to weighted cost
of capital). Whilst the Group may have access to government funding
through the councils and DHHS, it is not in itself a government body. This
discount rate may be too low.

Fixed asset carrying values


In 2015, separate land and building valuations and a plant and equipment
valuation were undertake by independent valuers for DHHS and ANZ.



These valuations collectively valued the property, plant and equipment at
$7.115m which was significantly below the book value at the time, and
remains below the current book value of the same assets.



Management advised that those valuations were prepared for ANZ security
purposes and were unrealistic.

–



Given the passage of time, it would not be prudent to rely on those valuations
today. In particular, although the assets have aged since then, they have only
been c.25% utilised.

The useful life of the buildings has been extended to 45 years. This may
be too long to be realistic.

–



A number of other cash flow and capital expenditure assumptions may
have been made in the model aside from the profit forecasts. We have
not assessed these in detail but they would impact the cash flow models.

Although the auditors reviewed Management’s impairment calculations in
relation to the fixed assets as part of the FY17 audit and did not note any
concerns, we believe there are a number of limitations to the impairment
analysis.
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Contributed equity


Although additional equity was contributed in FY16, the actual shares in RFK
weren’t issued until August 2017. Accordingly, the councils hadn’t disclosed
their investments in RFK as at their FY17 annual reports. Management
advised that this was a timing issue relating to ASIC reporting.
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Financial Analysis

Cash flow forecasts
Consolidated Cashflow forecast
$000

FY18RF

FY19B

FY20B

(198)

(329)

1,001

Add Depreciation

693

733

840

Cash flow from Operations

495

404

1,841

Repayment of Refundable Deposits

(44)

-

-

Operating surplus (deficit)

Repayment of ANZ

(400)

(400)

(400)

Financing cash flow

(444)

(400)

(400)

Payments for PPE
Net cash generated

(40)

(175)

(350)

11

(171)

1,091

Source: Management accounts

Key highlights


The Group had $591k in cash on hand at 31 January 2018.



Management has prepared a high level cash flow forecast as part of its FY19
and FY20 budgets.



FY18RF is forecast to generate a break even cash flow position, underpinned
by the $520k cash receipts from the councils under their minimum spend
agreements.



A net deficit is forecast in FY19 of $171k. We refer to our comments in the
profit and loss section about the assumptions and risks in the FY19 budget in
relation to non council incremental revenue.



Should the FY19 P&L budget not be achieved, there would be a detrimental
flow on effect to the Group’s cash flows which may erode the cash on hand.

In the event that the Group does not meet its FY18RF and FY19 budget,
there is a high risk that the Group may need to draw on the additional $1m
in available funding from DHHS which is at call through to May 2019.
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Strategic Options Considerations

Background and key stakeholder considerations
Outline of DHHS’ financial position

Outline of ANZ’s financial position









According to the audited consolidated financial statements of RK at 30 June
2017 and RK’s unaudited management accounts at January 2018, DHHS is
owed $2.97m in relation to its formal loans to RK.
DHHS’ loans are secured by a general security deed over all of the rights,
assets and undertakings of RK and Community Chef, supported by a second
registered mortgage over land owned by the company.
Pursuant to a Deed of Priority entered into between DHHS and ANZ, ANZ’s
registered security ranks ahead of that of DHHS over RK’s assets.
–

–



In the absence of an event of default and as long as amounts are still
owed to ANZ, DHHS will not demand repayment of any amount owed to
it.
The Deed of Priority provides DHHS with a right of first refusal to acquire
the property owned by RK in the event that ANZ enforces its security or
RK elects to sell the property. This process requires a purchase price
amount to be determined by an independent valuer within the last 3
months.

DHHS extended its letter of support to RK for an additional amount of $1.0m
on 27 September 2017, to 31 January 2019. This letter of support provides RK
with the ability to call on additional funds from DHHS up to $1.0m for certain
designated purposes.

ANZ’s facilities with RK were re-signed on 20 October 2017. The available
facilities total $8.185m as follows:

–

$8m – RK – tailored commercial facility; and

–

$185k - RFK – Electronic Payaway facility and commercial card facility



Both Regional Kitchen Pty Ltd and RFK Pty Ltd are listed as Borrowers.



As at January 2018, the facilities were drawn to $7.8m.



Pursuant to the Deed of Priority, ANZ has security ranking ahead of DHHS up
to an amount of $8.9m.



The facility requires an amount of $400k of principal to be paid each year.



Management advised that the Group is compliant with the terms of its
facilities. There are no irregular reporting requirements or identified areas of
concern by ANZ, and its relationship with ANZ is cordial and professional.



The only covenants relate to actual compared to budgeted annual EBITDA.



We have not contacted ANZ directly to discuss the Group’s position as part of
this review.

Outline of shareholder local council’s financial position


There are 18 local councils that are listed with the Australian Securities and
Investments Commission (ASIC) as being shareholders in the Group. Since an
Amendment to the original Shareholders Agreement was entered into in May
2016 listing 19 councils as shareholders, Boroondara council has exited its
shareholding.



Given RK is currently loss making, there remains a risk that this additional
$1.0m may still be called upon this whilst this review process and any
transaction is underway.





In addition, RK recognises a contingent liability for $3.3m in a note to its
accounts relating to the balance of a $6m grant provided to RK in 2008. This
amount is payable in the event of default or if RK is wound up.

The councils have contributed $3.552m in equity, comprising the original
investment of $3.4m plus additional equity of $342k which was contributed as
part of the restructure. There is an additional $200k in unredeemed shares.



All shares on issue are ordinary shares which rank equally.



We have read the FY17 annual reports of the councils and the majority of
councils disclose the value of their respective investments in line with that
disclosed by the Group and on the ASIC records. A summary of the current
shareholding structure is presented in Appendix B.



The company and Community Chef have each given a cross-guarantee in
respect of the payment of obligations of the other company including in
relation to the amounts owed to DHHS.



We note that we have not received, nor reviewed, DHHS’ Security agreement
relating to its original grant. We have assumed it is valid however.
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Strategic Options Considerations

Background and key stakeholder considerations


In addition to the capital contributions by the Councils, an additional amount
of $983k is owed to the councils in the form of refundable council bonds,
which are unsecured liabilities, interest free and are repayable on termination
of a Meal Service Agreement by a council.



We note however that it is a requirement of the Shareholders Agreement that
all shareholders must also have a valid Meal Service Agreement.



Whilst we cannot opine on the legal ramifications of the Meal Service
Agreements, we would expect that the refundable bonds would be repayable
to the councils in the event that a transaction occurred which resulted in
termination of the Agreement and the council no longer remaining a
customer.



We recommend that DHHS seek legal advice on this matter should the
proposed transaction proceed.

Shareholders Agreement (entered into with effect from 4 April 2008)


A number of clauses within the Shareholders Agreement that are relevant to
the objectives of this engagement are:
–

All decisions of the Board or Shareholders in general meeting will be
made by Simple Majority vote (clause 6.1);

–

All decisions in respect of certain matters (listed in this section) must be
made by shareholders holding at least 75% of the shareholding (clause
6.2) including (but not limited to);
–

Sale of the whole or part of any material undertaking of the
Company (RK) including, without limitation, the sale of any assets
with a value of $100,000 or more (clause 6.2.9);

–

entering into any transaction which is not proposed on a
commercial 'arms length' basis or of any unusual or onerous nature
or which is outside the ordinary course of the Business (clause
6.2.10); and

–

any transaction which is governed by the provisions of the Local
Government Act 1989 (Vic) (clause 6.2.13).
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–

The Shareholders acknowledge and agree that from 1 July 2010 they
won't be eligible to vote unless it is a party to a valid and subsisting Meal
Supply Agreement (clause 6.4);

–

Where RK has external financing that is apportioned severally under the
security, the amount of the liability will be apportioned between the
shareholders in their respective proportions and are liable to contribute
and indemnify each other so that the liability is ultimately borne by the
shareholders in their respective proportions (clause 10.6);



There are restrictions on the transfer of shares generally between individual
shareholders. Other options available to shareholders in relation to the
transfer of shares are with agreement by all shareholders (clause 12);



No transfer of shares may be made to a third party who is not a municipal
council (clause 12.8)



An amendment to the Shareholders Agreement was entered into effective 27
May 2016.



This amendment was prepared to reflect the restructure of the Group and,
amongst other things, provided new definitions of business activity and
objectives as well as the revised shareholder ownership details at that time. It
also increased the number of directors on the Board from five to eight
directors.
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Strategic Options Considerations

Options for achieving control
Options for achieving control of CC


Detailed below are a number of the general options available to DHHS to
obtain control of the Group, along with the relevant benefits and risks of each
option.



Specific factors to be considered by DHHS relevant to structuring a transaction
are considered on the following pages.



These options exclude the options that were outlined in our April 2017 report
as being available to DHHS at that time, as those options were based on a
broader mandate for dealing with CC’s underperformance generally rather
than for DHHS to assume control.



Given the scope of our current engagement and our understanding of DHHS’
requirements, we do not consider any of those 5 options to be suitable for
DHHS’ stated purpose which is to take control of the Community Chef
business as part of its broader aim to mitigate risk for its food service strategy.



In particular, those options entailed formal insolvency scenarios which were
detailed in our April 2017 report and are not part of our current scope of
work.

1.

Acquire the shares in Regional Kitchen Pty Ltd (RK) (Parent entity)



The information outlined in the following section contains the issues that
would be relevant to DHHS acquiring all of the shares in RK (being the parent
entity).









The key considerations in relation to acquiring the shares in RK are:
–

–

Simpler transaction structure and reduced complexity
–

Share sales are generally less complex than asset sales.

–

An asset sale will require identification and transfer of all of the
assets being acquired, from both RK and RFK, including real
property, permits and licences (eg. for food handling), leases,
contracts, equipment and vehicles and intellectual property.

–

Each of these transfers, or categories of transfers, will likely require
separate transfer documentation to be completed and lodged with
the appropriate authorities or counterparties.

–

By contrast, under a share sale, all of the assets of the target
company remain with the company. The only required transfer is
likely to be of the shares of the company itself.

Customers
–

–

Existing customer contracts will generally remain with the target
company and allow continued trading on the same terms, unless
there are change of control clauses providing customers with the
ability to terminate the agreements.

Employees
–

Should DHHS seek to acquire less than 100% of the shares, the considerations
would still be relevant as DHHS will still be exposed to the financial and legal
ramifications albeit only to the extent of its proportionate share holding.

In a share sale, the target company’s employees remain employed
by the company, unless a change of ownership triggers rights under
the employment agreements of certain employees such as senior
executives.

–

We would still recommend that DHHS undertake a due diligence exercise to
understand the potential risks involved in acquiring shares in RK, in particular
in relation to tax matters.

This will generally also allow the continuance of any existing
Enterprise Bargaining Agreements (EBA’s) subject to the terms of
the specific EBA in question.

–

Existing employee entitlement obligations remain with the
company.

This is discussed further in the “Other Considerations” section.

–

Leases
–
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Existing leases within the Group will likely remain valid under a
share sale scenario and will not need to be assigned or transferred.
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Options for achieving control
–

–

Liabilities
–

With a share sale, all of the assets and liabilities of the target
company remain with that company. This means that (subject to
any agreed price adjustments or indemnities) the vendor and its
shareholders walk away from any liabilities remaining in the entity
being acquired, whilst the buyer assumes them.

–

This creates a significant risk area for the buyer and is one of the
key reasons that buyers often avoid share transactions. Additional
legal, financial and tax due diligence is required to mitigate this risk,
along with comprehensive warranties and indemnities from the
vendor in the share purchase agreements (SPA).

–

–

A share purchase may also allow a buyer to avoid paying stamp duty
on purchased assets and land. In Victoria, the rate of stamp duty
for real property transfers is 5.5% for amounts in excess of $960k.
However, the Group may be considered to be land rich in which
case stamp duty may be applicable under a share sale scenario.
This should be confirmed by tax and legal advice.

–

Historic tax liabilities, whether known or unknown, will remain with
the Group. Should these liabilities crystallise, the Group and new
owner (DHHS) will be liable for the tax implications.

Warranties and Indemnities
–

In order to manage the risks associated with taking on the liabilities
that may exist within a company being acquired, a buyer will often
seek extensive warranties and indemnities from the seller to
protect themselves against these liabilities.

–

We are uncertain as to whether the councils will be in a position to
provide these, which should be a key determinant for DHHS.

Tax
–

Acquiring the shares in an entity will usually entail the buyer
obtaining specific tax structuring advice (in addition to tax due
diligence) prior to agreeing the terms of a transaction to ensure
that the structure of the entity being acquired is appropriate for the
buyer’s existing corporate structure.

–

The proceeds of a share sale (above the seller’s adjusted cost base)
are taxed as capital gains, meaning only 50% is included as income
for the councils.

–

Ordinarily, a buyer might prefer a share transaction in order to take
advantage of the target company’s tax losses that can be applied
against future income (subject to the provisions of the Same
Business Test). This may not be relevant for DHHS generally but
also given the Group’s income tax exempt status (see below).

–

Both RFK Pty Ltd and Regional Kitchen Pty Ltd are exempt from
paying income tax until FY20 pursuant to an ATO private ruling
dated 23 July 2016. Advice should be sought to determine whether
this ruling will remain effective if DHHS acquires the Group.
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2.

Acquire the business assets and property



This option assumes that DHHS acquires all of the existing business assets and
the property at Drake Boulevard.



This would entail the existing shareholders resolving to sell the business and
assets of the Group to DHHS in entirety.
–

Complexity
–

Buying the assets of an operating business is generally a more
complex process than a share acquisition as you need to identify
and prescribe a method of transfer for each asset.

–

This will typically include the individual supply arrangements,
customer contracts, real property transfers, leasing arrangements
and material contracts of the business.

–

Generally, the transfer of these contracts will require consent from
third parties before the transfer can take place.

–

In addition, it may be that certain assets, such as government
licences and permits, are not assignable and new applications will
need to be made.
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Options for achieving control
–

Employees
–

–
–

–

–

When buying the assets, the employment relationship cannot be
‘transferred’ from the seller entity to the buyer. Ordinarily, it will
be necessary for the seller to terminate the employment contract
with the employee and for the buyer to enter into new
employment contracts with the employees.
The buyer will be required to recognise years of service and
outstanding entitlements.
DHHS (or its nominee entity) will need to offer new contracts to all
required employees on terms that are substantially similar or
identical to their existing contracts (including a recognition of prior
service) so RFK avoids wrongful dismissal claims from the
employees.

Tax
–

Unlike a share transaction, DHHS will not assume any liabilities or
contingent liabilities relating to taxes attaching to the Group.

–

However, DHHS would likely be required to pay stamp duty on the
transfer of the property and buildings and other assets acquired.

3.

Acquire the business assets and sell the property



This option assumes that DHHS acquires all of the business assets and the
Group sells the property at Drake Boulevard to a third (unrelated) party.



We do not recommend this option however it is practically viable and so have
included it for consideration.
–

Complexity

–

In an asset sale, employees do not need not be taken on by DHHS if
not required, and they can be excluded from the offers made to
required employees.

–

The considerations outlined above in relation to an asset acquisition
of the entire business and its assets, or a share acquisition, are the
same.

–

In the event that employees are not required, appropriate
redundancy payments will be required to be made by the seller
prior to completion of the transaction.

–

It may be necessary for the Group to sell the land and buildings out
of RK separately, and then sell the shares in RK or the assets of the
business to DHHS.

–

Consideration of the relevant EBA governing the Group’s employees
will need to be made in relation to any transfer of the employees.

–

DHHS or RK would then need to enter into a new lease with the
new owner of the premises.

–

DHHS should be aware of the amount of accrued entitlements and
costs it will be required to adopt. This is currently reported on the
balance sheet at a value of $144k.

–

Although this would provide certainty for the duration of the lease,
control of the premises is taken out of the hands of DHHS. This
would likely limit DHHS’ options in future should redevelopments or
capital expenditure be required as consents would be required
from the landlord. Should DHHS at some stage decide that the
premises were no longer sufficient or required, it would be
necessary to break the lease.

–

On the basis of DHHS’ proposed strategic considerations, it would
likely be simpler and more practical for DHHS to control the entire
business and its property.

Liability
–

An asset sale allows the buyer to select which assets it will purchase
and which liabilities it will assume. This will be negotiated between
DHHS and RK’s shareholders as part of the transaction.

–

This is the primary benefit relative to a share purchase as DHHS will
not assume any pre-existing liabilities or contingent liabilities that
attach to the entity being sold. These liabilities will remain with the
entity and are the responsibility of the existing shareholders.
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Other considerations
Additional considerations



In order to implement a different strategy or direction to that currently
adopted by the Group, it would be preferential for DHHS to own all of the
shares in RK.



This would avoid the need to negotiate and placate a minority shareholder
with a potentially conflicting or differing agenda to that of DHHS.



The minority shareholders would likely require seats on the Board of RK and a
75% majority would be required for special resolutions (as previously outlined
in this report) which would require some of the minority shareholders to
support DHHS in certain circumstances.



Whilst DHHS would control the company by virtue of a majority shareholding,
it may consider the need to negotiate amendments to the Shareholders
Agreement to ensure that the minority shareholders could not veto or block
future plans by DHHS that are the overarching purpose for the transaction.



In addition, the current Shareholders Agreement prevents councils from
transferring their shares to an entity that is not a municipal council (clause
12.8). This would require amending the Shareholders Agreement in advance
of any transaction taking place.



From a financial perspective, it would also allow the minority shareholders to
share in the future financial upside of the likely improvement in the
performance of the business from any restructuring implemented by DHHS,
including the directing of additional revenue from other regions and kitchens
which would absorb the Group’s additional current capacity.



Given the underperformance of the Group during the existing shareholders’
ownership and its reliance on the DHHS interest free loans, it would be
uncommercial for DHHS to allow the existing shareholders to benefit from
future improvement in the business and its financial position absent any
further financial or strategic contribution from the existing shareholders.



Notwithstanding the existing shareholders’ likely position in relation to
remaining as majority shareholders, the primary benefit to DHHS in having the
existing shareholders as minority shareholders would be continuation of their
Meal Supply Agreements and guaranteed revenue base.

Our scope of work outlines a number of other possible options you have requested
that we explore. We outline each of those below.

1.

Debt for equity



A debt for equity arrangement is most commonly used in an insolvency
scenario or in relation to distressed assets where the recoverable value of the
debt is likely to be below book value.



This would entail a buyer offering to buy the debt from either ANZ, DHHS or
both for cents on the dollar. We would not expect ANZ would consider selling
its debt for below book value for a number of reasons.



There would then be a set of defined conditions upon which the debt would
convert to equity.



A debt for equity swap is normally achieved by way a Scheme of Arrangement.
It is a complex and expensive mechanism and is not practical or viable option
in this case.

2.

Purchase of majority of shares to obtain control, councils retain minority



The cost of acquiring all of the shares is unlikely to be prohibitive to DHHS to
necessitate a partial share acquisition only.



There are 2 likely reasons why DHHS may obtain a majority, but not outright,
shareholding in RK:
1.

2.

The existing shareholders may not collectively be willing to
completely exit their holdings. We understand from our discussions
with Management that this may be the case. This is discussed on the
following pages. Pursuant to clause 6.2.9 of the Shareholders
Agreement, a majority of 75% of shareholders will be required to
approve “the sale of the whole or part of any material undertaking of
the Company including, without limitation, the sale of any assets with
a value of $100,000 or more”
DHHS would prefer to retain the councils as minority shareholders for
certain reasons, such as to ensure continuity of meal supply
agreements and continued revenue generation from the councils.
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Other considerations
Construction of a sufficiently rigorous staged contract


This consideration, as suggested by you, would entail the purchase of
prepared food by the existing shareholders from the Group to ensure
adequate service delivery and financial performance, or the forfeiture of
control of the company to the State.



Given the declining spend by the councils under their existing meal
agreements and the inability of current management and existing
shareholders to improve the profitability of the Group, we do not consider this
to be a realistic option that the existing shareholders would agree to.
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Issues likely to be encountered in gaining control
KEY STAKEHOLDERS






Existing Shareholders Agreement

The key stakeholders’ positions that will be required to be considered by
DHHS in gaining control are:

–

The current Shareholders Agreement prevents councils from transferring
their shares to an entity that is not a municipal council (clause 12.8).

–

DHHS and the relevant Ministers of the department;

–

–

Existing shareholder councils – both as shareholders and major
customers; and

The Shareholders Agreement would likely need to be amended, or
another form of legal process adopted, to obtain consent of shareholders
in advance of any transaction taking place.

–

ANZ

–

In addition, a 75% majority would be required for special resolutions (as
previously outlined in this report) which would require the majority of
shareholders to support any proposed transaction granting DHHS control
of the Group or its assets.

The issues likely to be encountered in relation to each are outlined below.

DHHS considerations




Price and positioning



Current interest free loan of $3.3m on balance sheet

–

What are DHHS’ price expectations to acquire control of the Group? This
includes the amount to be paid to the shareholders as well as the
outstanding DHHS and ANZ debt.

–

DHHS should consider whether it will or can forgive the loans as part of a
transaction. This will impact the net cost/result to DHHS in addition to
any amount paid to the councils

–

Is DHHS comfortable accepting the price determined by an independent
valuation? What if it can’t be acquired at the right price?

–

If so, DHHS should consider the impact a write off would have on DHHS’
financial accounts?

–

What are the alternative options? Would the threat of an insolvency
scenario be part of a negotiation strategy?



–

Structure
–

DHHS will need to consider whether a share or asset structure is the
most appropriate given the factors outlined earlier in this report in
relation to both option.

–

DHHS should seek legal advice in relation to whether the councils can
legally provide the necessary warranties and indemnities required by
DHHS in a 100% share sale. If not, would DHHS complete a share sale
transaction without warranties and indemnities?

–

Is DHHS open to acquiring a control, but not outright, shareholding and
remaining partners with the existing shareholders? Does it fit DHHS’
proposed strategic objectives?

–

In the event that DHHS seeks to acquire the Group outright but is unable
to do so immediately, it may be possible to structure the transaction
such that DHHS has the option to acquire the minority shares in future
based on a number of specific conditions.
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Funding





DHHS should consider how it would fund the capital costs of the
acquisition. It may be able to extend its existing facilities, or an
acquisition may be categorised differently and require new approvals
and new facilities.

Future capital investment
–

DHHS should consider whether additional capital investment will be
required post transaction to implement its strategy, and ensure that this
is considered in the initial business case.

–

In addition, if the councils remain as minority shareholders, what
contribution, if any, will they be required to make.

Contingent liability for original $6m grant (balance $3.3m at 30 June 2017)
–

Is this grant reflected as an asset in DHHS’ accounts? Will DHHS forgive
the balance owing on this grant and what impact will a write off have on
DHHS’ accounts?

Draft for Discussion Purposes

30

Strategic Options Considerations

Issues likely to be encountered in gaining control




ANZ debt

EBA’s and staffing

–

DHHS will need to consider the arrangement in relation to the existing
ANZ debt of c.$8m and how this will be treated as part of the transaction
negotiations and pricing considerations.

–

It will be critical for DHHS to obtain appropriate legal and industrial
relations advice in relation to any existing EBA or awards covering the
employees.

–

The most likely options available are for ANZ to be paid out by the
councils on completion of the transaction, or for ANZ debt to remain
within the business (in a share transaction) post transaction.

–

–

In order to understand its negotiating options, DHHS should consider its
position in relation to having external finance from ANZ in an entity it
owns or controls.

Any transaction should be structured to ensure that the necessary
employee considerations are appropriately addressed in terms of either
continuity of employment in a share sale scenario, or how the employees
may be legally transferred in an asset sale scenario.



Management engagement and motivation
–

During any sale process, it will be critical to ensure that the existing
Management team remains engaged in its roles and responsibilities.

–

It would be detrimental to the operations of the business and to
effecting a transaction if the management team or other key employees
were to become disengaged or to leave.

–

DHHS should ensure that the relationship and lines of communication
between itself, the existing shareholders, the Board and the
management team remain open and cordial.

–

A guarantee of continued employment post transaction, a retention
bonus or some other incentive may be offered to key personnel to assist
through the transaction and achieve certain hurdled post transaction.

Ongoing trading losses
–

–





A net loss of $198k is the reforecast result for FY18 and a loss of $328k is
forecast in FY19. FY19’s result includes $1.2m of DHHS hospital revenue
and an additional $790k of non council revenue relative to that
reforecast for FY18. A relatively small component of this revenue is
committed, with the remainder being at risk. In the event that this
additional uncommitted revenue is not obtained, the Group may report a
more material loss in FY19 (excluding any additional revenue contributed
solely as a result of this transaction occurring).
DHHS will likely be required to fund these losses in the current
circumstances by way of its existing interest free grants, and certainly as
the owner or majority shareholder post transaction.

–

Any deterioration in the business’ performance due to management or
other distractions, or loss of key revenues from the councils, would
increase these losses further.

–

It is critical to ensure that there is no breach of the ANZ facilities or
insolvent trading and no cause for a formal insolvency appointment.
Provided DHHS continued to support the Group and it performs in line
with forecasts, this is unlikely to be a cause for concern.

Tax
–

DHHS should consider what tax implications may be triggered by the
proposed transaction, in either a share transaction for 100% control or a
lesser amount, as well as under an asset acquisition structured deal.
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Legislative considerations
–

Depending on whether the acquisition is structured as a share or asset
deal, DHHS will need to consider the likely legislative requirements and
timeframes that will need to be met to negotiate the terms of the
transaction and sale agreements, and effect completion.

–

We understand from DHHS that there is no legal or legislative restriction
preventing DHHS from acquiring the shares in RK from the councils,
however there will likely be approval processes and other requirements
to be met.

–

In addition, in the event of an acquisition of assets, there will be a
requirement to transfer or assign contracts and licences. DHHS should
consider what or whom might be the appropriate incorporated entity,
division within DHHS or person to be the assignee.

Draft for Discussion Purposes

31

Strategic Options Considerations

Issues likely to be encountered in gaining control


Council Meal Supply Agreements

ANZ considerations

–

At present, the existing shareholders are also the major revenue source
for the Group, and are committed to staying as customers through their
Meal Supply Agreements. These are a condition of their shareholding.



–

In the event that the councils are no longer shareholders, it will be
necessary to retain their custom and volumes whilst DHHS seeks to
restructure its overall community kitchen requirements to direct volume
to the Group.

DHHS will need to understand ANZ’s likely position in relation to the
transaction. In particular, will ANZ require the full payout of its facilities by
either DHHS or shareholders as part of the transaction, or will it consent to its
facilities remaining with the Group under DHHS ownership.



We consider it unlikely that ANZ would be in any way willing to write off any of
its debt in any situation other than an insolvency scenario. Given DHHS’
existing commitment and loans to support the Group, and the reputations of
the existing shareholders, ANZ would likely expect either party to fulfil the
Group’s obligations to ANZ.

–


This ties in to the funding of trading losses outlined above.

Probity and Financial Management Act considerations
–

There are a number of government specific matters that DHHS may need
to consider prior to, or in anticipation of, taking control of the Group.
These include (but are not limited to):
–

–

Ministerial approval – we understand that DHHS will likely need the
support of one or more of the relevant ministers with responsibility
for the DHHS.

Shareholder councils


It will be necessary for DHHS to navigate the interests of the existing
shareholders in order to gain control of the Group or its assets.



The existing shareholders have interests in the Group as both shareholders
and customers.
1.

Competitive neutrality – should the transaction proceed and DHHS
obtains control of a private corporation, DHHS may be required to
comply with the Victorian Government’s Competitive Neutrality
Policy. This may be relevant given the Group’s current exemption
from income tax until FY20, notwithstanding the Group has not
been profitable and therefore not been liable to pay tax.

–

Financial Management Act – DHHS should consider the impact and
requirements under the Financial Management should it obtain
control of the Group.

–

Probity and procurement – as the proposed strategy for acquiring
control of the Group includes consolidating the provision of meal
services to government hospitals, DHHS may be required to meet
guidelines and policies relating to the procurement of services and
management of contracts.
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As shareholders, a key concern will likely be in relation to the return on
their investments of $3.7m. This will be a function of both the price
agreed with DHHS for the Group, and the treatment of DHHS and ANZ’s
outstanding debt.
Based on the Shareholders Agreement, the price at which shareholders
can transfer their shares to new or existing shareholders (who currently
need to be municipal councils) is to be determined by an independent
valuation. On the basis that shareholders agree to a transaction, an
independent valuation may simplify any pricing negotiations between
DHHS and the existing shareholders.
The existing shareholders’ position in relation to selling their shares in
entirety or retaining a minority holding will also need to be considered.
This is discussed further on the following page.

2.

As customers, the councils are forecast to spend $8m with the Group for
meals. Although this spend is declining, it is still significant and the
councils will be invested in ensuring that their supply and existing
commercial terms are not detrimentally impacted by the transaction.

Draft for Discussion Purposes

32

Strategic Options Considerations

Likely position of current company owners
Existing shareholder position


As outlined on the previous page, the councils may consider a transaction
from a number of perspectives.



We have not discussed their positions with any of the existing shareholders
directly, however based on discussions with the CEO, CFO and Financial
Controller of the Group, we understand that at least some of the shareholders
would be agreeable to a transaction of some sort.



In particular, we understand that the shareholders who support a transaction
with DHHS may prefer to retain a shareholding (minority or majority) in the
business, as opposed to exiting completely.



The rationale for this is to protect the legacy of their investment and vision in
starting the business, as well as to ensure the continued supply of a critical
service to support vulnerable members of their communities.



The exact nature of their position in terms of structure and price will likely not
be known until further dialogue commences between DHHS and the Board or
shareholders directly.

Transaction considerations



–

Price – shareholders will likely want to ensure there is a recovery of at
least the carrying value of their investment into the Group, which is
$3.8m. The net assets, based on the book value at January 2018, is
$4.8m.

–

Existing value – the Group has been loss making since inception and is
forecast to remain so until at least FY20. Dividends have not been paid
and are not forecast to be paid. On the basis that they are able to ensure
continuity of supply, they are likely to consider receiving proceeds from a
sale to put to more value accretive purposes (particularly the original
shareholders with larger shareholdings).

–

Market and stakeholder considerations – the shareholders will want to
ensure that they are not seen to be writing off an investment which may
reflect badly on them. This may drive them to seek a return that may be
more favourable than commercial terms would suggest is appropriate.

Practical considerations


Some of the practical issues the shareholders will consider are:
–

DHHS would likely need to negotiate with the Board or selected
committee of shareholders, with the terms of a final agreement subject
to a full shareholder vote with appropriate documentation likely to be
required to be signed by all parties. Legal advice should be sought by the
existing shareholders in relation to the mechanics of the Shareholders
Agreement and Group entities’ constitutions to effect a transaction.

–

The proceeds of any cash received by the councils, as well as the
treatment of the net debt (which will likely differ between a share or
asset scenario), will be distributed between each shareholder
proportionally to its shareholding (as outlined in the Shareholders
Agreement).

–

Are the councils legally able to provide the necessary warranties and
indemnities required by DHHS in a share sale?

–

What other Local Government Act considerations will the shareholders
need to consider in agreeing to, and effecting, a transaction?

Some of the considerations the councils will likely consider, or have already
considered, in relation to the merits of selling the company or assets to DHHS
are:
–

–

–

Shareholder consensus – what is the collective position of the
shareholders, and are they in consensus. The shareholders will be
concerned to ensure existing relationships are maintained.
Shareholder Agreement – Clause 12.8 prohibits the transfer of shares to
a third party who is not a municipal council. It would be necessary for
the shareholders to agree to amend the Shareholders Agreement or
otherwise legally override this condition to facilitate a sale.
Council supply contracts – the councils will want to ensure continuity of
supply and price going forward. Shareholders must be party to a valid
Meal Supply Agreement to vote, however new Meal Supply Agreements
could be negotiated as part of a transaction.
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Pricing considerations
PRICING CONSIDERATIONS



There are 4 main approaches to be considered in pricing a transaction, whereby
existing shareholders collectively receive:

In valuing the equity, regard would be had to the difference in the equity
value of a minority interest compared to a majority interest.



Ordinarily, the value of a minority holding would require the application of a
minority discount to incorporate the difference in the degree of control or
power of the ownership interest in the entity being valued.



1.

the book value of their equity investment of $3.8m back. This would be
based on a negotiation between DHHS and the shareholders; or

2.

the net asset value of the Group according to the reported financial
statements. This would be unlikely given the uncertainty about the
values of the fixed assets; or

3.

an amount based on an independent business and equity valuation; or

4.

An amount based on separate independent valuations of the property
and assets of the business, and the shareholders responsible for the
existing debt.

As the Shareholders Agreement dictates that a transfer of shares by an
individual shareholder be priced based on an independent valuation of the
shares, it is likely that this will be the approach required to be adopted by the
shareholders in its dealings with DHHS in relation to the sale of their total
shareholding. An independent land and building and plant and equipment
valuation would also be required for an asset sale.



Given the uncertainty about the carrying value of the property and plant and
equipment, it would be necessary to obtain independent valuations of those
assets as part of the process. This has been contemplated by DHHS to be
undertaken as Phase 3 of our engagement.



There are a number of approaches that an independent valuer could adopt to
value a business and the equity.



As the Group has not reported a profit since inception and is not forecast to
do so until at least FY20, an independent valuer may not consider there to be
any intangible value to the business



An independent valuer may therefore adopt a net asset based approach
taking into consideration the values of the individual assets of the Group and
the outstanding debt obligations. This was the approach adopted by
Management in the FY16 share sale of Moreland council’s returned shares.

Community Chef - Strategy - DRAFT | Options analysis | May 2018

ILLUSTRATIVE VALUATION EXAMPLE


On the following page is an illustrative example, based on a number of
assumptions, of possible outcomes to both DHHS and the councils under High,
Medium and Low scenarios.



This illustrative example is not intended to be a formal valuation.

Overarching assumptions


The overarching assumptions applied in this illustrative example are:
–

The consideration paid reflects 100% control of the business by way of
either a share or asset acquisition.

–

The example reflects an asset based approach to pricing a transaction
based on the current book value. Net assets are assumed to be a proxy
for equity value.

–

An independent valuation of the fixed assets could be lower or higher
than book value which would affect the net asset value of the Group
adopted in an independent valuation.

–

Each council’s share of any proceeds would be based on its
proportionate share holding.

–

DHHS forgives the $3.3m contingent liability for the initial grant (not
shown as its not reported on balance sheet).

–

ANZ is assumed to consent to a sale of shares or assets and its debt
remaining with the Group or being assigned to DHHS (in an asset sale).
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Costs of acquisition
Acquisition costs

Public perception costs



The primary cost of the acquisition to DHHS will be the net acquisition price
and the decision as to whether the DHHS loan of $2.9m is forgiven.



It is difficult to assess the public perception costs of DHHS obtaining control of
the Group.



In addition, other transaction costs under both a share and asset transaction,
are likely to include:



Broadly, the primary factor in avoiding any negative sentiments arising from
the transaction is to ensure that the commercial terms are agreed with the
councils and ANZ on an amicable basis in which positive working relationships
are maintained.



The overall benefits to the existing council communities and DHHS customers
should be well articulated and reported once the transaction is complete.

–

Corporate advisory costs should DHHS engage an advisor. This would
likely be based on an hourly rate basis as opposed to a success fee.

–

Financial and Legal Due Diligence (assuming DHHS engages external
firms). The extent of further due diligence required, particularly tax,
would depend upon an asset or share structured deal:

–

–

–

Financial due diligence – up to $40k for further financial due
diligence.

–

Tax due diligence - for a share acquisition – c. $20k

–

Tax structuring – should DHHS require additional tax structuring
advice in relation to the most appropriate structure to acquire the
Group’s shares or assets – hourly rates basis

–

Legal due diligence and costs – unknown

–

Review of sale agreements – Accounting advisory costs on an hourly
rate basis for SPA review. Legal costs are unkown.

Internal costs to DHHS
–

Administration and time costs, legal costs, financial analysis and
business case preparation.

–

Costs relating to ASIC lodgements and other – likely to be minimal.

Tax and stamp duty
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Key Considerations and Recommendation
KEY CONSIDERATIONS




We note that there is a strong interdependence between the existing
shareholders and DHHS. In particular, the Group will remain heavily reliant
upon the councils for ongoing revenue post any transaction. We recommend
that any transaction be undertaken on the basis that the relationship between
the councils, the Group and DHHS remain cordial and commercial at all times.
Relying on enforcement of legal rights should be avoided if possible, including
in relation to the ANZ debt.

The primary consideration is the likely position of the council shareholders and
their collective view regarding retaining a minority shareholding or selling the
Group in its entirety to DHHS.



This will not only impact the structure of the transaction in terms of whether
an asset or share sale is practical, but will also require additional consideration
post transaction in terms of future funding, distribution of profits and
shareholder rights.

–

Outright ownership compared to a majority holding – DHHS will need to
determine whether it is willing (commercially and practically) and able
(legislatively) to acquire majority ownership of the Group whilst the
existing shareholders retain a minority holding should this be the
shareholders position.

–

Share or asset sale - An asset sale is only possible if DHHS acquires the
Group in its entirety. If the existing shareholders require retention of a
minority holding, then DHHS will need to acquire shares from the
existing shareholders.

–

Existing exposure to the Group - DHHS should consider its position in
relation to its existing exposure to the Group by way of the loans of
$2.9m and the contingent liability for the initial grant of $3.3m, and how
these facilities may be treated from a future funding perspective should
the transaction proceed.
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Shareholder meal supply agreements – it will be important to ensure
that any agreed transaction commits the shareholders to future supply
agreements with the Group for a defined period of time to provide
certainty to both the councils and DHHS regarding the provision of
services and revenue generation whilst the additional revenue is
transferred from other DHHS kitchens.
In addition, DHHS should consider whether it or the shareholders will be
responsible for ongoing funding of the Group until completion of a
transaction and for any period thereafter should the councils remain as
minority shareholders.

Key considerations for DHHS in determining next steps therefore include:
–

Business/asset value and purchase price – At present, the only current
estimate of the value of the Group’s assets and equity is the balance
sheet book value. This may not reflect an accurate market value of the
assets, notwithstanding the Group’s FY17 asset impairment calculations.
In order to accurately ascertain value, an independent valuation would
be required.
However, it is important that any independent valuation be undertaken
in conjunction with the Group and its existing shareholders for the
agreed purposes so that both parties abide by its outcome.

In recommending an optimal strategy for DHHS to gain control of the Group,
there are a number of factors outlined in this report that should be considered
by DHHS which would affect the approach adopted.





–

–

Future trading and funding – DHHS should consider preparing a financial
model to reflect the impact of the existing Group’s trading performance,
any adjustments to council revenue as part of transaction negotiations
and the additional revenue and cost impact of moving new services over
time to the Group. This will support DHHS’ internal funding
requirements.



Key terms in relation to the transaction should be negotiated and
documented in a terms sheet or heads of agreement which would outline
structure, price, timing, treatment of employees, meal supply agreements,
further due diligence and other matters raised in this report.



This process could be undertaken concurrently with the independent
valuation.
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Strategic Options Considerations

Key Considerations and Recommendation
KEY CONSIDERATIONS (CONTINUED)

RECOMMENDATION





We recommend that DHHS seek to acquire 100% of the Group by way of an
acquisition of 100% of the shares in RK Pty Ltd from the existing council
shareholders.



This recommendation is made on the basis of the considerations outlined on
the previous page and throughout this report.



The next steps for DHHS to consider in progressing the transaction are
outlined on the following page.

Whilst not a key determinant in the structure of the transaction, DHHS should
also consider:

–

Probity and legislative considerations – DHHS should consider the
implementation of its strategy post transaction. This may include probity
issues, competitive neutrality in redirecting hospital contracts,
departmental and ministerial approvals, and any other Financial
Management Act considerations.
A business case and financial model may assist to understand the current
financial position in context with DHHS’ ability to redirect hospital
contracts from existing kitchens

–

Legal Due Diligence - We have not conducted a legal review of the legal
documents, letters and contracts. In particular, we have not been
provided with the security agreements relating to DHHS or ANZ’s
secured facilities. Prior to any formal transaction taking place, we
recommend that legal due diligence be obtained. This would incorporate
some of the following issues:
–

Certain documents we sighted are not signed or dated by all
parties. We recommend that DHHS’ lawyers review key documents
for completeness and validity.

–

Shareholders Agreement – are there any restrictions that may
prevent the existing shareholders and DHHS undertaking a
transaction that could not be amended by vote of the shareholders.

–

Is the Group able to assign council Meal Agreements under an asset
sale scenario, assuming the councils are no longer shareholders?
Can DHHS gain comfort that the councils will remain as customers
post a transaction to ensure continuity of revenue?

–

Obtain legal and HR advice in relation to employee EBAs and the
impact of any transaction on the workforce.

–

We have not sighted the DHHS or ANZ security agreements. We
have no reason to believer they are not valid, however they should
be obtained and reviewed.
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Appendices

Engagement Letter

ENGAGEMENT LETTER FOLLOWS
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Appendices

DHHS loan summary
Funding provided by DHHS to Community Chef
Amount paid to
Agreement
Regional Kitchen/
No.
Amount
Community Chef Type
1
6,000
6,000 Capital grant

2

1,438

3

322

4

1,178

1,478 Loan
322 Loan
1,170

Details
June 08 ‐ Purchase land and construction of P&E. To be repaid in event of
default prior to June 2028. Only noted as a contingent liability, not on
balance sheet
May 2012 and subsequently varied May 2016 and July 2015.
May-15

1,000

Sep-15

Loan

9,938

Unsecured
Unsecured
August 2015 (Regional Kitchen Pty Ltd and RFK
Pty Ltd)

Loan
5

Security held
DHHS registered mortgage dated 11 February
2009.

DHHS loan facility has not been drawn by Community Chef. Extended 27
September 2017 to 31 January 2019

8,970

Source: PP report April 2017, DHHS loan extension letter to DHHS
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