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Unlisted Family Business Challenges:

Latin American Wood Products Company


Gabinetes Sicilia (“Sicilia”) is a group of seven privately-held companies in the wood products and pre-fabricated cabinet business in Argentina.  Although the group as a whole possesses many traits of a holding company, it has no such legal structure.  Sicilia is held together by a different bond: family.  Shareholding in each of the companies is nearly identical, with minority positions held by the founder and each of his five adult children.  Each company holds the assets of a single production facility or set of nearby facilities; except for the entity that operates the wholesale and retail distribution network for the entire group. There are no material shareholders other than these family members.  The family has no current intention of opening up shareholding to non-family members (including employees), preferring to finance all future growth through borrowing, and to incentivate non-family managers through other mechanisms.


Refer to the attached except from the project documents for the financial position of the business and information on the company’s current business plan.

The managing directors of each of the companies are brothers who grew up in the business founded by their father.  Sicilia’s regularly scheduled “management team meetings” function something like a holding company board.  Meetings rotate among the plant locations.  Each meeting includes Sicilia’s immigrant founder, Carmelo Lavadera (when he is in the country; he lives in Palermo six months out of the year), and his four sons (Virgilio, Girolamo, Giuseppe and Domenico), plus the General Manager of the local plant, the Finance Manager of the group and any other necessary employees and/or advisors. The sons are all engaged in the day-to-day operations of the company’s plants.  Each one lives in a separate city and takes primary responsibility for overseeing the operations of Sicilia’s facilities there.  The eldest son, Virgilio, who takes overall responsibility for financial matters, has an accounting degree. The other sons studied business administration.  The founder and his wife also have a daughter, Josefina, who has never worked in the family business, is unmarried, and presently studies painting and sculpture in Buenos Aires and Rome.

As noted above, the management team meetings serve something akin to a de facto board of directors. Management team meetings prepare agendas, record minutes, review quarterly and annual reports, and consul external auditors. When the team members cannot achieve consensus, they decide matters by majority vote.  Historically, there have been some cases where the brothers did not unanimously agree on a course of action, but in such instances decisions were made by majority vote, with the minority accepting the outcome.

As separate legal entities, each company in the group has a separate charter and maintains its own set of accounts. Each company has a chief accountant, and all chief accountants report to a group-wide chief accountant, who, in turn, reports to the Finance Manager for the group. The Finance Manager in practice reports to Virgilio.   The group has a independent external auditor, a local firm affiliated with one of the second-tier international accounting firms.  The lead partner who performs the work for the group tends to focus on tax issues, and he also serves as the (statutorily-required) tax and social security (pension) accountant for all the companies.  The group’s internal controls and accounting systems were designed largely along the lines recommended by the external auditor over the course of the years he has worked with Sicilia.  The external auditor reports to the Finance Manager in practice.

The founder is the Sole Administrator of each of the companies (i.e., he serves as a one-person board of directors – which is permitted under local law).  The companies hold an annual meeting of shareholders where, as a legal matter, the Sole Administrator presents the audited annual financial statements and the business plan prepared by Virgilio and his brothers.  The meeting is largely a formality, since it involves only the founder and his five children, who routinely approve all agenda items unanimously.  (The sons are currently in their 30s, and with their spouses have so far produced 11 children, the oldest of whom is age 15.)

Developing the Business Case – Case Study Session I

In the first session we will ask you to simulate Steps 1 through 3 of the IFC Corporate Governance Methodology on the company in question.  This will be done using the tools that we discussed at the close of this mornings session.  Please identify which of the paradigms apply in this case, locate the governance of the case company on the appropriate matrix, come up with a list of corporate governance risks and opportunities  that you will share with the group and prepare a brief statement of the business case for corporate governance improvements at the company such as you would present to the client.  

Because the founder's family has a controlling interest in the company, it has the power to enact whatever governance guidelines it desires.  The family needs to anticipate and plan for individual and family life-cycle transitions because they create change in personal goals, financial situations, and investment objectives.  Different life-cycle stages are associated with behaviors that directly impact the family business system.  Life-cycles transitions often trigger events for changes in ownership.  

Understanding the responsibilities of ownership - especially for those family members not employed in the business - is absolutely crucial to the family business board.  Family owners need to consider these responsibilities and ask these questions:

· Do I understand the ownership role?

· Do I balance individual interests with the shared interests of the other business and family stakeholders?

· Do I consider the rights of non-family stakeholders?

· Do I have the business knowledge to participate meaningfully?

· Do I understand my family's business culture?

· Do I appreciate the role of the board? 

Source: "Developing Effective Ownership in the Family-Controlled Business" by John L. Ward (Director's Monthly, July 2001).
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Scenario:  

Virgilio Lavadera, the eldest son of the founder, has affirmed a personal commitment to improve the formalities and functioning of corporate governance of the companies.  He recognizes (as the finance expert of the company/family) that this may help the group negotiate better terms with lenders, and reduce the risks that family issues will interfere with the success of the business.  However, these issues have not been raised with other members of the family, or others in the companies.  The challenge is to reach a consensus on the content and timing of a Corporate Governance Improvement Program that addresses the real corporate governance priorities for the companies.

Roles:

Founder, Carmelo Lavadera (Sole Administrator, part owner) 

Eldest Son, Virgilio Lavadera (part owner; has overall leadership role in the business; has accounting degree)

Other Sons, Girolamo Lavadera, Giuseppe Lavadera and Domenico Lavadera (part owners; involved in business; have business degrees)

Daughter, Josefina Lavadera (part owner; not involved in the business)

Finance Manager / General Managers of the Plants

Investment Officers 

External Auditor
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With its headquarters located just outside the capital in the province of Buenos Aires, the Company also has production facilities in the cities of Mendoza, Tucuman and Cordoba. The Company's operations are vertically integrated, ranging from sawmills, to veneer & plywood production, to the manufacturing of various cabinet lines as well as other wood products such as pallets and cable reels. 

Despite the uncertain economic situation in Argentina, the Company has managed to achieve rapid growth over the last few years in response to the increasing demand for its products, mainly pre-fab kitchen and commercial cabinets and plywood products. Such growth has been financed through a combination of equity injections by the shareholders, retained earnings and domestic short and medium term debts. However, these sources are no longer sufficient for the Company to meet the continuing growth in demand for its products, and thus the Company has approached IFC for an investment in an expansion project.

The Project is a 5-year (2003-2008) US$50 million expansion and program comprising: (a) the installation of new machinery and equipment to increase the production capacities of the two cabinet plants in Buenos Aires and Cordoba; (b) the establishment of a veneer & plywood production plant at Tucuman; (c) the construction of new facilities for truck flooring productions and veneer overlayment at Mendoza; (d) the opening of 4 new retail stores in parts of the country not already served; and (e) the environmental upgrade of its production facilities. 


The origin of Gabinetes Sicilia dates back to the 1960s when Carmelo Lavadera, originally from Italy, set up a lumberyard in Tucuman. Over the years, the Company expanded into various wood-based operations, including the production of cabinets, veneer & plywood, and other industrial wooden products such as pallets, and the operations of sawmills. Today, Sicilia is the largest pre-fabricated cabinet supplier in the country with combined annual sales of over US$75 million, of which about 30% is derived from exports (mainly to Brazil, and to a lesser extent Peru). In 2003, the Company had consolidated revenue of US$78 million, with total assets of almost US$80 million and equity of over US$55 million.

The Company is still 100% owned by the Lavadera family. With the gradual retirement of Carmelo Lavadera, the ownership of the Company is now divided among him and his several children:

Shareholding Structure

	Shareholder
	% Ownership

	Carmelo Lavadera (founder and father)
	10.0%

	Virgilio Lavadera (eldest son)
	20.0%

	Girolamo Lavadera (son)
	20.0%

	Giuseppe Lavadera (son)
	20.0%

	Domenico Lavadera (son)
	20.0%

	Josefina Lavadera (daughter)
	7.5%

	Guido Lavadera (nephew)
	2.5%


The Company has been working with the Forest Stewardship Council ("FSC") to obtain a "Chain of Custody Certification" for its prefabricated products. Such authorization would certify Gabinetes Sicilia as utilizing only wood derived from environmentally sustainable methods in its production of various product lines. With this certification, the Company would be able to enter the European market, as well as to continue supplying to the Brazilian market, where customers are changing their buying policies to only certified products. At the moment, the Company has already obtained certification for 80% of its cabinet lines and full certification is expected in the near future.

The pre-fabricated cabinet market in Argentina has been expanding over the last few years: the production and consumption of cabinets increased by an average of 10% between 1998 and 2003. Gabinetes Sicilia commands about 35% of the domestic pre-fabricated cabinet market and is the largest supplier in the country due to its large product variety. The Company also exports about 30% of its products, mainly to Brazil and Peru. At the moment, it has less than 5% of the Brazilian pre-fabricated cabinet market and has significant room for market share expansion.

The plywood market in Argentina has been growing erratically, but over-all rapidly: while production increased by only an average of 2% annually between 1998 and 2003, demand jumped by an average of 5% annually. The excess demand has been satisfied by imports from the US and Indonesia, which supply to the country mainly lower-grade plywood for packaging purposes. Gabinetes Sicilia currently produces about 20% of the domestic plywood outputs and has the opportunity to expand its markets share by import substitution.

PROJECT STRENGTHS


Experienced Sponsor with Good Track Record: The Lavadera family has been in the wood business for over 35 years, and has a proven track record and performance in the sector. Gabinetes Sicilia is now the largest prefabricated cabinet supplier in Argentina, and is the only enterprise in the country which can offer such a wide variety of such products, suitable for residential and commercial use.

Stable source of wood: One of Gabinetes Sicilia's strongest advantages is its success in developing year-round sources of wood. The Company achieves this primarily with its long-term well-established relationships with various forestry communities in the country, mainly in the northern provinces.

Low Leverage of the Company: With its conservative management style, Gabinetes Sicilia has historically maintained a low Debt to Equity ratio, which stood at approximately 30:70 at the end of September 2003. This low leverage level together with the Company's efficient operations enables it to withstand short-term turmoil. 

Good Distribution Network: Gabinetes Sicilia has established a good distribution network throughout Argentina and in major markets in southern Brazil. Domestically, the Company relies on both its internal resources (various retail outlets), as well as on an extensive chain of national wholesalers (including stores like Carrefour). In Brazil, it has teamed up with a US company that produces complementary products to take advantage of the latter's well-established distribution network in the country.


BUSINESS RISKS


Macro-Economic Environment: Gabinetes Sicilia's operations, along with other wooden product manufacturing, are over the long run tied to Argentina’s GDP growth and its influence on the construction sector. Further instability in the Argentine economy would adversely impact the Company's operations. The Company's investment program will contribute to mitigate this risk by improving efficiency and by increasing its capacity to manufacture export-ready products. 

The European Market: The European Union requires that all imported wooden products be derived from certified sources. Thus, in order to start directly exporting to Europe, the Company needs to attain the "Chain of Custody Certification" from the FSC. At the moment, the Company has already obtained certification for 80% of it cabinet lines and full certification is expected in the near future. 

Exchange Rate Risk: As Gabinetes Sicilia has all its production operations located in Argentina, a US Dollar loan would subject the Company to exchange rate risk. Such risk, however, is partly mitigated by the facts that: (i) about 30% of the Company's total revenue is derived from exports (mainly to the Brazil); and (ii) the Company always maintains a low leverage level.

FINANCIAL INFORMATION

	
	
	2001
	2002
	2003

	
	
	
	
	

	Income Statement
	
	
	
	

	Total Revenue
	
	46,600
	55,400
	78,200

	Gross Profit
	
	12,380
	14,580
	17,500

	Operation Profit
	
	6,800
	7,900
	8,900

	EBITDA
	
	7,500
	9,500
	11,600

	Net Income
	
	4,900
	5,900
	5,700

	Cash Generation
	
	5,800
	7,500
	8,400

	
	
	
	
	

	
	
	
	
	

	Balance Sheet
	
	
	
	

	Current Assets
	
	21,700
	30,600
	37,300

	Fixed Assets
	
	31,100
	39,300
	41,800

	Total Assets
	
	52,800
	69,900
	79,100

	Current Liabilities
	
	14,500
	9,700
	15,600

	Long-Term Liabilities
	
	3,000
	8,400
	7,600

	Equity
	
	35,300
	51,800
	55,900

	
	
	
	
	

	
	
	
	
	

	Ratio
	
	
	
	

	Gross Margin
	
	25.0%
	25.0%
	22.0%

	Operating Margin
	
	14.0%
	14.0%
	12.0%

	Net Margin
	
	9.0%
	10.5%
	7.5%

	Current Ratio
	
	1.5
	2.2
	2.0

	Total Debt/(Total Debt +Equity)
	
	0.21
	0.24
	0.27

	Total Liabilities (TL+Equity)
	
	0.33
	0.25
	0.29


All amounts in US$ thousands.
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In analyzing this company, the astute investment officer must anticipate several potential problems: 

1) A family issue could distract business meetings. Because Sicilia’s management team meetings are family affairs, the members have outside relationships with each another that have little to do with the business.  If problems surface in these other relationships, they could affect the decisionmaking climate.  

2) The current system lacks clear mechanisms for dealing with divisive issues. The family typically solves disputes by majority vote.  This system may not be enough to solve complex differences of opinion. A 4 to 3 vote at a management meeting, and a 3 to 2 vote at the annual meeting, might resolve the issue at hand, but if such votes cause a split in the company, other mechanisms may be needed to solve attendant problems.  

3) The auditor’s role and reporting pattern may create conflicts of interest. The Auditor is involved in consulting, designed much of the internal systems, and reports to the Financial Manager—practices that may compromise the Auditor’s independence.  

4) The current management team may have some educational “blind spots.” Accounting and business expertise are valuable, but none of the current managers has expertise in law, engineering, marketing or international business, for example. 

5) The company lacks a succession plan.  There is no apparent plan for any one of the sons to take over the role of the founder in his capacity as Sole Administrator. Nor is there a plan to replace any one of the young managing directors in the event of his untimely death or decision to leave the company. 

6) Non-family members.  Non-family members play important roles at the top of Sicilia, but are barred from shareholding and the highest positions.  This may affect recruiting, retaining talent and motivation.

7) Excessive informality. The informality of the governance system does not leave Sicilia well prepared to deal with problems when they arise. In particular, even though the family members may believe that they have a common understanding of how the governance system works, in a difficult situation such common understanding may break down. 

8) Business lines and strategy may be influenced by family geography.  Today, each brother directly oversees operations in the city in which he lives.  Geographic separation of the brothers permits each of them to be “master of his domain.”  (Note that the Project involves expansion of plants in all four brothers’ domains.)  Closing a plant or radically altering business lines at a plant might result in one brother relocating to a city where heretofore his sibling has held sway.  Two brothers sharing day-to-day responsibilities for the same set of plants could create frictions within the family.  Accordingly, the family might have an incentive to let uneconomic operations remain in business, in the interests of family tranquility. 

Some ideas for solutions to the problems might include:
1) 
What can the company do about the risk of family distractions? 
The answer to this problem may involve adding members to the leadership structure who have more independence.  If there are more people included in the meetings who have fewer personal stakes in the lives of the family, this will help avoid the potential problem of family distractions.  A half-way house might me to develop some sort of Advisory Board.

2) 
What can Sicilia do to help the board handle significant conflicts?  An agreed statement of policies (a “family charter”) might be a tool to articulate how the family will interact with the business, including meetings of stockholders, functions of the board of directors, and the functions and scope of authority of officers, as well as such matters as succession planning, family member employment (in the third generation), etc. There might be implications for the ownership structure itself – perhaps greater separation of the sources of income in the family between those that work in the business and those that do not (Josefina and ultimately some of the cousins).

3) 
How can the company ensure independent auditing? The company could use the Auditor for only its pensions and tax work and to consult on internal audit and controls, and retain a reputable accounting firm to carry out the annual audit and report to the de facto board, rather than the Finance Manager. Given the Auditor’s longstanding involvement  in the development of Sicilia’s internal accounting and audit systems, hiring an outside consultant to perform a “once over” review of their adequacy might also be a good idea.

4) 
What can the company do to ensure broad vision for the leadership? Adding needed expertise to the formal board or an advisory board through outsiders might be the best way to do this. Engaging independent advisors may be another way. 

5) 
How can the company plan for succession? By adding more independent directors to the board, the board could be useful in putting together a succession plan. Retention of an outside expert in succession planning might also be helpful. 

6)  
How can the position of non-family members be made more secure so as to get and retain qualified staff?  Perhaps the non-family ownership restriction could be partially lifted, or other incentive-based pay mechanisms employed.  

( International Finance Corporation (IFC).  All Rights Reserved.  This case and all accompanying materials may be used only with the express written permission of IFC.  Contact:  Mike Lubrano, Corporate Governance Unit +1 202 473-7891.
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