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ADDITIONAL PRAISE FOR MIDDLE MARKET
M&A

“At last we have a comprehensive body of knowledge for the M&A middle market. This
anthology of contemporary thinking is very timely considering how global this market has
become. Many of these insights and best practices are truly universal and will resonate with
leading practitioners the world over.”

—Paul Hawkins
Managing Director,
MergeCo International Pty Ltd, Sydney, Australia

“Middle Market M&A brings together the knowledge and expertise of several seasoned M&A
professionals to provide an abundance of information, practice tips, and examples on the middle
market, the practice of M&A, and related technical topics. From a valuation perspective, a clear
and concise explanation is provided on how there can be multiple values for the same company,
based on the value worlds concept. This book will serve as a fabulous reference not only to any
advisor who deals with M&A issues, but also for any business owner or executive
contemplating the purchase or sale of a business. A must-have for anybody involved in M&A!”

—Chris M. Mellen, ASA, MCBA, ABAR, CM&AA
President, Delphi Valuation Advisors, Inc.
Co-author, Valuation for M&A: Building Value in
Private Companies, 2nd edition, Wiley, 2010

“Four talented authors combine their talents for one powerful treatise on Mergers and
Acquisitions. A great educational tool for the M&A novice or professional, and a valuable
referral source for both.”

—FEverett H Walker, Jr.
Chairman/President,
National Funding Association, Inc.

“Marks, Slee, and company have produced a volume that fills the void for information on a topic
of crucial importance to sellers of businesses, students of finance, and those who have or wish to
have a career in the world of M&A. Written in clear, precise language, the book thoroughly
details the basics of the M&A process. This is an exceptional work and will be of tremendous
benefit to anyone involved in buying and selling a business.”

—Barry Yelton
Vice President and Business Development Officer,
TAB Bank

“There 1s no roadmap for banking and business consulting for middle market M&A. Each deal



needs its own roadmap. The strength of the handbook is that it reflects the judgment and
experience of Kenneth Marks and its other authors and equips the reader to approach each deal
uniquely.”

—Gerald F. Roach
Head of Corporate Group,
Smith, Anderson, Blount, Dorsett, Mitchell & Jernigan, LLP
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Preface

Deal markets go through cycles just as the broader economy ebbs and flows. And after a long drought
of merger and acquisition (M&A) activity, the market for private companies is on the rise again. If
you own, operate, or advise a middle market company, one with $5 million to $500 million in
revenues, what does this mean for you and your clients when thinking about shareholder liquidity, or
selling or buying a business? And how can you improve the odds of getting a deal done? Middle
Market M&A: Handbook of Investment Banking & Business Consulting is a foundational reference
for those advisors, leaders, and executives involved in the lifecycle and process of M&A
transactions. It is based on the body of knowledge of the industry benchmark credential: the Certified
M&A Advisor® (CM&AA) originated and led by the Alliance of Merger & Acquisition Advisors
(AM&AA).

As with all industries and segments, the private capital markets continue to evolve, addressing
challenges and seizing opportunities. Significant influence in the middle market over the past several
years has come from private equity, regulatory reform, and the impact of aging Baby Boomers seeking
eventual liquidity or transitions from their middle market businesses. Couple these drivers with a
cross-border appetite for investment and growth, and you have a wealth of opportunity.

From a private equity perspective, the dollars invested in middle market companies more than
doubled since 2009. Buyout and growth equity funds have record amounts of committed capital ready
to invest. The challenge continues to be credit availability (especially at the lower end of the middle
market) and partner time tied up in fixing existing portfolio companies. Publicly traded strategic
buyers like the S&P 500 companies have unusually high levels of cash, and are seeking to deploy part
of this hoard to generate significant revenue through external growth initiatives like acquisitions.
While most middle market companies by themselves will not move the needle in terms of revenue for
the S&P 500—sized businesses, a number of strategic acquisitions can begin to impact their overall
performance. These relatively smaller, or niche, acquisitions can provide access to new customers,
higher-margin product lines, new technologies, and entrepreneurial talent. The same concept applies
to what private equity refers to as fuck-in or bolt-on acquisitions for larger existing portfolio
companies. For buyout funds, some middle market companies provide a platform for entry into new
markets and from which to add niche businesses for expansion.

On the surface, the number of transactions is increasing and appears to be rebounding; however, the
character of the market and deals is different from that of the pre—Great Recession vintage. In the
period from 2004 to early 2008, there was significantly less scrutiny in underwriting and financing
transactions. There was an abundance of capital available to all types of companies, almost
independent of operating performance. Coupled with easy credit, valuations soared. Today, the
performance bar has been raised very high with a flight to quality. Transactions are being done
primarily with the very best industry players within a market or segment; and these companies are
able to garner valuation multiples at nearly 2008 levels. However, the average and lower performing
businesses will likely find greatly depressed multiples, or worse, no interest from buyers or investors
at all. Thus the quandary: the “value gap.” What is the typical middle market company to do to create
a partial or complete exit for its owners? This challenge creates an opportunity for resolute leaders
and executives as well as for innovative and trusted advisors.



This handbook is meant to be a practical guide and reference for those practitioners and operators,
buyers and sellers, and educators and students. The term M &4 advisor is used throughout the text as a
reference to the many professionals involved in the M&A process, including investment bankers,
M&A intermediaries and specialists, CPAs and accountants, deal and transaction attorneys, valuation
experts, wealth managers and investors, and consultants and business advisors. The intent is to
provide a holistic overview and guide concerning mergers, acquisitions, divestitures, and strategic
transactions for middle market companies. It covers pretransaction planning, deal execution, and
post-transaction considerations, and addresses the processes and core subject areas required to
successfully navigate and close deals in the private capital markets. Middle Market M&A and the
CM&AA program can be thought of as providing a horizontal perspective for the many participants in
the process, which typically bring expertise in one or more vertical subject areas.

The main content is divided into three parts, with the first being an overview of the middle market
including a global view. This market perspective is heavily influenced by the work of co-author
Robert Slee and his research and experiences in the private capital markets (also the title of one of
his books). Keeping in sync with market trends, this section includes a high-level discussion about
corporate development and its intersection with the middle market. This is particularly important
given the likely impact that strategic buyers will have in shaping the exit and liquidity plans of middle
market owners, and the competing pressure against private equity. As the public markets have become
a less attractive alternative, these strategic buyers (represented by those in corporate development)
also represent a potentially desirable exit for the same private equity buyers then selling a few years
later. This section ends with a look at the global and cross-border impact of middle market M&A
activity.

Part II focuses on the M&A processes and practice management. It addresses sell-side, buy-side,
and merger processes and introduces a framework for professional standards and ethics. This is
thought to be the first such introduction for the middle market.

Part III delves more deeply into the technical subjects. Each chapter is a stand-alone treatise on a
specific topic. Together, they provide the supporting details to begin understanding the subtleties and
intricacies in making a deal or transaction work. Keep in mind that this handbook is a guide. It is not
intended as an endpoint in the search for understanding and clarity about M&A, but is rather a quick
start to understanding the topics and processes and determining where more in-depth knowledge and
experience is required.

The remainder of the text provides an epilogue for business owners; a glossary; references to a
companion website (www.MiddleMarketMA.com) for tools and resources of the trade; and a brief
introduction to Transaction Value, an alternative view of valuing companies based on the work and

research of Mike Adhikari, a leading member, thought leader, and president of the AM&AA and the
founder of Business ValueXpress™ software company.

Throughout the handbook, wherever practical, there are anecdotes and annotations that provide a
global perspective: character, details, and practical advice about the subject matter as it relates to
cross-border and regional differences and concepts. We expect to bolster these and make them more
robust in future editions of this handbook.

The author team crafting this handbook includes Robert T. Slee, as mentioned above; Christian W.
Blees, chair of the CM&AA credentialing program and a key instructor in developing its content;
Michael R. Nall, CPA, founder of the AM&AA and the MidMarket Alliance; Mona Pearl, a special
contributor to this work and author of Grow Globally; and Kenneth H. Marks, lead author of the
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Handbook of Financing Growth and also an instructor in the CM&AA program. We have
endeavored to generate and capture content, knowledge, and experiences from industry and subject
matter leaders to provide a holistic, practical, and balanced perspective. As you scan the list of
contributors and reviewers involved in creating this edition, you will notice that the breadth and
depth of experience, expertise, diversity, and backgrounds is vast.

M&A is a careful blend of art and science. On one hand it is multidisciplinary, complex, and
analytical. On the other, it is all about people, relationships, nuances, timing, and instinct. This
dynamic produces opportunity coupled with conflict, ambiguity and challenges, all supporting an
exhilarating business ripe for those seeking to create value.

We invite you to send your comments, questions, and observations to us at:
khmarks@HighRockPartners.com, r.slee(@midasnation.com, blees@biggskofford.com,

mnall@amaaonline.org.

&
3
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www.MiddleMarketMA.com

KENNETH H. MARKS
ROBERT T. SLEE
CHRISTIAN W. BLEES
MICHAEL R. NALL
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PART One
The Middle Market



CHAPTER 1

Private Capital Markets

Afundamental premise in this handbook is that there is a difference between the deals, transactions,
and financings in the middle market and those in the large-company, traditional-corporate-finance
public market. As indicated in the preface, the focus of this book is the middle market, primarily
composed of private businesses. This chapter sets the stage for the balance of the discussion in this
handbook by providing an overview and perspective of the middle market and private capital market
activity.

A capital market 1s a market for securities (debt or equity) where businesses can raise long-term
funds. Since the 1970s, public capital marketsl have received much of the attention from academics in
the literature and press. Since that time it has been assumed that the public and private markets are
substitutes, but in recent years this assumption has been challenged by research studies showing that
the two markets are different in many meaningful ways.a

Merger and acquisition (M&A) activity is mainly driven by capital availability, liquidity, and
motives of the players, which vary in each market. Regardless of the purview of the buyer, seller,
M&A advisor, investor, or lender in the middle market, it is important to understand the market
differences and dynamics.

A number of factors differentiate the public and private markets:

e Risk and return are unique to each market.
e Liquidity within each market is different.
e Motives of private owners are different from those of professional managers.

e Underlying capital market theories that explain the behavior of players in each market are
different.

e Private companies are priced at a point in time, while public companies are continuously
priced.

e Public markets allow ready access to capital, whereas private capital is difficult to
arrange.

e Public shareholders can diversify their holdings, whereas shareholders of closely held
businesses have few opportunities to create liquidity or to reallocate their ownership in a
private company.

e Private markets are inefficient, whereas public markets are fairly efficient.
e Market mechanisms have differing effects on each market.

e Costs of capital are substantially different for each market.

e The expected holding period for investors is different.

e The transaction costs of buying versus selling a business are different.



So, why does it matter whether large public and middle markets are different? It is important
because acquisition pricing and behavior vary by market, or more specifically, by market segment.
Further, much of what is taught in traditional corporate finance 1s not easily applied, nor appropriate
to apply, to the private capital markets and to many middle market deals. And lastly, a clearer
understanding of market behaviors, drivers, processes, and dynamics will ideally enable those on all
sides of a transaction to put greater focus on meeting strategic objectives, creating value, and
achieving owner and shareholder objectives.

SEGMENTED MARKETS

The private markets actually contain numerous marketplaces. For example, there are different
submarkets for raising debt and equity and for transferring business interests. This handbook
consistently uses the collective term markets to describe activity within the private capital markets,
rather than attempting to describe particular submarkets with a confusing array of terminology. While
there are no definitive size boundaries, Figure 1.1 depicts market segmentation by size of business.2

FIGURE 1.1 Segmented Capital Markets

Small - : Large
Companies Mlddle Mark,et Companies
Lower ! Middle : Upper
POPULATION
5.4MM 300,000 > 2,000
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Small businesses with annual sales of less than $5 million are at the bottom of the ladder. There are
more than 5 million small businesses in the United States and together this group generates
approximately 15 percent of the U.S. gross domestic product. These businesses generally are handled
by the business banking group of community or smaller regional banks and are almost always owner-
managed. These businesses have limited access to the private capital markets beyond assistance from
the Small Business Administration (SBA) and business brokers. Capital access improves as the
business moves into the upper segments.

The entire middle market generates roughly 40 percent of the U.S. gross domestic product (GDP).
The lower-middle market segment includes companies with annual sales of $5 million to $150
million. The lower-middle market is the main province of the private capital markets as described in
this book. Companies in this segment have a number of unique characteristics:



There is owner management.

Owners have virtually unlimited liability and personally guarantee the debt.
Owners typically have most of their personal wealth tied to the business.

A vast majority of these businesses will not transfer to the next generation.

Access to capital varies greatly, is situation dependent, and is difficult to prescribe.

e The enterprise value of the company can vary widely from year to year.

The middle-middle market includes companies with annual sales of $150 million to $500 million.
They are serviced by regional investment banks and draw the attention of the bank's top lenders—
their corporate bankers. Generally, capital market access and efficiency improve at this level as the
sophistication and robustness of the business increase. Companies with sales over $150 million begin
to have access to nearly all capital market alternatives in some form, though selective.

The upper-middle market is comprised of companies with sales of between $500 million and $1
billion. These companies have access to most of the capital market alternatives available to the
largest public companies. This group of companies, which tend to be publicly held, attracts the
secondary attention of the largest Wall Street investment banking firms; the largest regional bankers
also take notice. In this tier, capital is accessible and priced to reflect the riskiness of the borrower.

The large-company market, which is almost entirely composed of public companies, is estimated
to generate about 45 percent of the U.S. GDP. Large companies have the complete arsenal of capital
alternatives at their disposal. Many use discounted-cash-flow techniques to make capital decisions
because they can fund projects at their marginal cost of capital. Almost all are public, and the few that
are private have most of the financial capabilities of public companies. Wall Street bankers focus
primarily on these companies. This segment of the market is where the finance theory, research, and
rules of traditional capital markets were developed and typically applied.

Each market segment yields information and liquidity, which form the basis for particular investor
return expectations manifested by acquisition multiples paid for companies within it. Acquisition
multiples based on EBITDA (earnings before interest, taxes, depreciation and amortization) represent
capital structure decisions. The reciprocal of EBITDA multiples yields an expected return on total
capital. For instance, equity investors ordinarily require 30 to 40 percent compounded returns from
investments in the middle market, and 10 to 20 percent from investments in large companies.3

Markets segment by investor return expectations because players within a segment view valuation
parochially. The relationship between investor return expectations and valuation 1s straightforward:
Greater perceived risk requires greater returns to compensate for the risk. Using a capital market—
determined discount rate is another way of looking at this risk/return relationship. The discount rate
then is the expected rate of return required to attract capital to an investment, taking into account the
rate of return available from other investments of comparable risk.

Calculating the reciprocal of a selling multiple is a shorthand method for determining the
capitalization rate or, once we account for assumed long-term growth, the discount rate. EBITDA
acquisition multiples for the lower-middle market typically fall between four and seven times.
Expressed as a reciprocal, this roughly corresponds to a 14 to 25 percent capitalization rate, or
assuming a long-term EBITDA growth rate of 2 percent, a discount rate (investor return expectation)
of 16 to 27 percent. Return expectations can be expressed as discount rates and tested. Assume a
buyer uses a capital structure in an acquisition with 30 percent equity, carrying 30 percent return



expectation, and 70 percent debt, which costs 9 percent. The discount rate implied in this capital
structure 1s about 15 percent, within the return range cited above. Thus, as Figure 1.1 indicates, there
is a correlation between investor return expectations and pricing. Although much of Figure 1.1 is
definitional, support for these findings can be found in several private company transactional
databases.4

Since a number of factors form boundaries in the capital markets, appraisers must correctly identify
the segment within which the subject will be viewed. Characteristics need to be weighed in their
totality. For example, some companies have annual sales of $3 million, but meet other criteria that
may allow them to be viewed as lower-middle market entities. On the contrary, companies with sales
over $5 million may be viewed by the markets as small businesses if they don't have certain
characteristics. An incorrect assessment will lead to improper valuation. Table 1.1 provides criteria
appraisers can use to define the segment within which their subject should be viewed.5

TABLE 1.1 Defining Characteristics by Segment
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Some criteria warrant further explanation. Owners significantly influence the segment in which their
company will be viewed. For instance, if an owner decides to personally manage every aspect of the
business and desires to achieve only a good lifestyle from the business, the market will probably
view it as a small business. Conversely, owners who strive to create company value and build a
functional organization may induce the markets to view the company as a lower-middle market entity.

Market players also help decide how a subject will be viewed. For example, business bankers and
business brokers work with small businesses; commercial bankers and private investment bankers
work with lower-middle market businesses.

Once again, market segmentation matters in M&A because segmentation (how a company is viewed
by the capital markets) determines several critical issues: how that company will be valued, capital
access and costs, transfer options or exit alternatives, and which professionals are likely to engage
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and support the business. Therefore, one element of a strategy to maximize a company's value is for
management to get the company viewed in a more advantageous segment based on their objectives.

WHY ARE MARKETS SEGMENTED?

Markets, like individual firms, have a cost of capital that reflects the return expectations of capital
providers in that market. But, how do capital providers determine risk and return within a market?
Capital markets are segmented for two primary reasons. First, capital providers are the authorities
that set rules and parameters. Second, owners and managers view and define risk and return
differently in each market.

Capital Providers

Capital providers use what may be thought of as credit boxes, which depict the criteria necessary to
access the specific capital. Many institutional capital providers use portfolio theory to diversify risk
while optimizing return. Portfolio theory is built on the premise that the risk inherent in any single
asset, when held in a group of assets, is different from the inherent risk of that asset in isolation. It is
unlikely that even investments in a class, like senior middle market debt, will experience returns that
co-vary. Credit boxes help capital providers filter asset quality and set return expectations. Loans or
investments that meet the terms of the credit box should promise risk-adjusted returns that meet a
provider's goals.

Providers also use other devices to manage portfolio risk and return. Techniques such as advance
rates and loan terms enable providers to hedge risks. They manage risk with interest rate matching
and hedges, and diversify investments across geography and industries. Loan covenants are a major
risk/return management tool; by setting behavioral boundaries around the borrower, capital providers
are better able to manage portfolios. Providers constantly monitor their portfolios, feeding back
information through their credit boxes to adjust the characteristics of assets in their portfolios.

Debt providers’ use of loan covenants further segments capital markets. For example, the range of
senior debt multiples and the ratio of senior debt to EBITDA, is different for each segment. Small
market debt providers usually will not lend more than two times EBITDA; middle market lending
usually occurs in the three-to-five-times range; finally, middle-middle and large-company lenders
often lend beyond five times EBITDA.

It is possible to get a general idea of acquisition multiples by knowing just a few variables. These
variables are equity investment and senior lending multiples. According to recent surveys by
Pepperdine University, the typical private equity group (PEG) deal employs about 48 percent equity
in the capital structure.6 This percentage, by the way, represents an all-time-high equity investment
level by PEGs. The most recent Pepperdine survey indicates that senior lenders use a financial
covenant of 2.5 run-rate EBITDA on total debt. This combination of debt and equity yields an
equation that derives acquisition multiples as follows:

Acquisition multiple = Senior lending multiple/{1 — % Equity investment)
—2.5/(1—0.48) =438
Thus, when senior lenders employ a 2.5 lending multiple and equity represents almost half the

capital structure, acquisition multiples fall to below 5. Many middle market owners resist selling for
less than a 5 acquisition multiple, primarily because net proceeds after closing fees and taxes do not



enable them to meet their financial needs. In an attempt to overcome low multiples, advisors may
craft economic bridges (earnouts, seller notes) to boost purchase prices.

Markets are further segmented by the ability to accommodate perceived risk differences. In the
middle market there is a distinct difference between the portfolio risk experienced by equity
providers and that of debt providers. Equity risk is generally greater, due to its legal structure, and it
is likely to be a larger portion of a smaller portfolio, further increasing risk. Debt tends to be less
risky, due to its substantial bundle of legal rights, and it is usually a smaller portion of a larger
investment portfolio, diminishing the impact of risk. Middle market equity investors generally spread
their risk among relatively few investments contained in a given fund or portfolio. In contrast, debt
investors spread the risk among a larger pool of investments in the portfolio. Mezzanine investors
can assemble blended portfolios with an entirely different risk profile since they tend to make
relatively smaller investments in a greater number of companies. Moreover, the debt portion of their
investments diminishes mezzanine investors’ risk, while the equity portion improves their return.
Rounding out this discussion of the impact of portfolio risk, pity the poor business owner who has a
portfolio of one company to absorb all risk.

Lenders’ and investors’ portfolios define the limits of their expected returns, and managing these
limits creates market fluctuations. Similarly, owners manage a balance sheet with a blend of equity
and debt. In other words, owners manage a portfolio of equity and debt in order to maximize
utilization of capital and control exposure to risk. It is the day-to-day operation of these portfolios of
investments working through market mechanisms that defines the market at any point in time.

Owners’ and Managers’ Views of Risk/Return

Appraisal attempts to estimate the balance between risk and return. The foregoing illustrates that risk
and return balance by market segment. Behavior of parties in the markets reinforces this premise. For
instance, when a large public company, whose stock may be trading at 30 times earnings, acquires a
lower-middle market company, why does the larger company pay 4 to 7 times earnings, and not 20?
Paying any multiple less than 30 would be accretive, thus adding value to the shareholders. The
reason is that the larger company views investments in the lower-middle market as riskier, and
therefore needs to pay less to balance risk and return.

Here is the key insight: Risk and return are viewed and defined differently by owners and managers
in each market. At a minimum, both risk and return are comprised of financial, behavioral, and
psychological elements. Financial risk/return indicates that the monetary results of an action must
compensate for the risk of taking the action. Behavioral risk/return describes the fact that actions
occur within a set of social expectations. For example, loss of face in a community may be viewed as
a behavioral risk. Psychological risk/return is personal to the decision maker and accounts for an
individual's or an institution's emotional investment in a course of action.

Owners of small companies view risk/return more from a personal perspective, unlike shareholders
in larger-market firms. Many small and lower-middle market company owners view the business as a
means to a desirable lifestyle, rather than an entity that creates purely financial value. Most small firm
owners do not measure investments in the business with the tools of corporate finance. They are more
likely to use a gut-feel approach in making an investment decision.

Middle-middle market owner-managers tend to balance the financial and psychological elements of
risk/return. They understand that cost of capital is relatively high, so financial returns must



compensate for investment risk. However, personal pride and community standing still have great
importance. Middle-middle and larger-company managers are driven to realize risk-adjusted returns.
This drives economic value—added approaches to managing, which have taken root only in larger
companies. Behavioral and psychological decision making are less important to large-company
managers, or at least they take different forms.

The combination of capital providers that balance risk/return through portfolio management and
owner-managers who view risk/return differently leads to market segmentation. The behavior and
perceptions of players are unique in each market. Therefore, making proper financing, appraisal, and
investment decisions requires using theories and methods appropriate to the subject's market.

Buyers

Once the market segment in which a company will be viewed is ascertained, the next step is to
determine which of the four types of buyers is likely to be interested in the subject company. Table
1.2 offers a brief description of each.

TABLE 1.2 Four Types of Buyers

Buyer
Profile

Description

Most individual buyers are acquiring a job (or source of income) when they purchase a business. Purchase prices tend to be
Individuall|constrained, and are typically comprised of a relatively small down payment with the balance coming from bank financing
and seller notes.

Private equity groups are the main financial buyers in the market. They typically cannot bring synergies to a deal. An
Financial ||institutional buyer that does not currently participate in the subject's industry or cannot leverage the subject's business is
probably a financial buyer. This group includes some holding companies.

Corporate buyers are usually the strategic buyers. They can extract or create value beyond what a financial buyer can
enable, resulting in synergies. These synergies can result from a variety of acquisition scenarios. Perhaps the most
quantifiable group of synergies emanate from horizontal integrations. A horizontal integrator can realize substantial
Strategic ||synergies by cutting duplicate overhead and other expenses. Some of these savings may be shared with the seller. Vertical
integrations also can create substantial synergies. These tend to be strategic, in that the target company helps the acquirer
achieve some business goal. Synergies also can result from the different financial structures of the parties. For instance, the
target may realize interest expense savings due to adopting the cheaper borrowing costs of the acquirer.

These acquirers seek assets or franchises that may be thought of as distressed or turnaround companies. They may seek to
acquire a target company that has no defensible current or future earnings prospects, or is in an industry that does not give
credit for value beyond the fair market value of its assets.

Value
Investor

Many owners of mid-size companies think there is one value for their firm, when in fact every
company has a range of values, depending on the appraisal purpose and who does the valuation. For
example, a perfect-fit strategic buyer will value a company one way, while a nonstrategic individual
buyer will value it another.

Mid-size companies can sell to one of these four types of buyers. Each of these alternatives
normally represents a different value range.

Each prospective buyer-type brings something different to the table, which directly affects its
valuation. Individual buyers can use only the seller's financial statements as a basis for value.
Typically, this group has a return expectation of 30 to 40 percent on its investment in the company.
This means that individual buyers operate mainly in the small business segment. This was confirmed
by one study comprising 10 years of data that showed that the selling price/earnings (P/E) multiples
of small companies (transactions of less than $1 million) have averaged in the 2.5-to-3.0-times range.



This study used the Institute of Business Appraisers database, which houses selling data for more than
10,000 small companies. Interestingly, one of the conclusions of the study was that even with inflation
and varying interest costs, the average selling P/E stayed within a fairly tight range.

PEGs are financial buyers that tend to make direct investments in middle market companies and
tend to pay four to seven times EBITDA for companies. They normally make control investments;
however, many groups will take a minority position in the most promising deals. Private equity
groups provide strategic capital for a number of activities, including recapitalizations, leveraged
buildups, management buyouts, and management buy-ins. PEGs are opportunistic investors and look
at many deals before making an investment. Frequently, PEGs will create investment opportunities by
sponsoring an executive team to target an industry in which the team has relevant experience and a
strong track record. Many PEGs are comfortable investing in family businesses.

The current view is that the optimum available alternative for most mid-sized companies is to sell
to strategic corporate acquirers. The best corporate buyers are normally in the same line of business,
but need the subject company's market share or production capability. These buyers use what we call
the second-spreadsheet rule to determine value. First, they forecast the numbers for the target
acquisition with no change in ownership (i.e., the stand-alone value). Next, they add the difference for
the change in ownership, which should be increased investment, new business, and so on. The second
spreadsheet is different for every acquirer, and this difference explains why five different corporate
acquirers will value a company five different ways (six if one of the CEOs gets involved).

It should be noted that strategic buyers typically pay similar acquisition multiples as financial
buyers (4—7 times) for middle market companies. The valuation may be higher than a financial buyer
because the second spreadsheet increases adjusted EBITDA by the amount of synergies the strategic
buyer credits to the seller. For example, if the buyer decides to “share” $500,000 in synergies with
the seller, but still uses a 5 acquisition multiple, the resulting valuation will be increased by $2.5
million beyond what a financial buyer would pay.

Value investors (sometimes referred to as buyers of distressed companies) acquire the assets of the
seller and value them accordingly. Earnings are not really used as the basis for the valuation. Rather,
the assets are valued on either a liquidation basis or other appropriate premise of value depending on
the circumstances and underlying assets.

While we have provided the foregoing as an indication of what historical multiples have been for
each buyer group, it should be noted that valuation multiples vary tremendously in actuality.
Differences in risk profiles, expected growth rates (particularly in the years following the one used in
valuing the company), and the strategic significance of the company to the buyer all play huge roles in
establishing value. What's more, there are certain industries, technology being one, where it would be
highly unusual for a successful company to trade within these multiples. This 1s not to say that these
multiples cannot be used as general guidelines, but instead, is an admonition not to take anything for
granted, and that nothing takes the place of good homework, thoughtful analysis, and due diligence
when establishing a company's value.

FIGURE 1.2 Global Middle Market M&A Activity-Transaction Volumes

Data source: Copyright © Capital I1Q, Inc. a Standard & Poor's business. Standard & Poor's, including its subsidiary
corporations, is a division of The McGraw-Hill Companies, Inc. Reproduction of this chart in any form is prohibited without
Capital 1Q, Inc.'s prior written consent.
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MARKET ACTIVITY

The middle market can be viewed by the sizes and quantities of transactions. Figures 1.2, 1.3, and 1.4
provide a historical context for understanding the market, particularly as it relates to M&A activity.
The data inFigures 1.2 and 1.3 has been segmented by revenue of the target company in
synchronization with those segments in Figure 1.1. To some degree, there is a blurring of definitions
of private and public deals on a global basis at the company size on which this handbook focuses.
The data supporting these charts includes both private and public information as appropriate. It does
not include growth equity or recapitalizations, which would increase the quantity and value of the
transactions significantly. These charts are meant to illustrate the pure M&A deals.

FIGURE 1.3 Global Middle Market M&A Activity-Transaction Values

Data source: Copyright © Capital 1Q, Inc. a Standard & Poor's business. Standard & Poor's,
including its subsidiary corporations, is a division of The McGraw-Hill Companies, Inc.
Reproduction of this chart in any form is prohibited without Capital IQ, Inc.'s prior written consent.
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FIGURE 1.4 Global Middle Market M&A Activity-Transactions by Region
Data source: Copyright © Capital 1Q, Inc. a Standard & Poor's business. Standard & Poor's, including its subsidiary



corporations, is a division of The McGraw-Hill Companies, Inc. Reproduction of this chart in any form is prohibited without
Capital 1Q, Inc.'s prior written consent.
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As shown in Figure 1.2, the quantity of transactions has nearly doubled over the past eight years,
particularly in the lower-middle market.

Figure 1.3 highlights the escalation of investment in the middle market just prior to the Great
Recession, as values and investment by private equity peaked. Note that the total value of transactions
in the segment below the lower-middle market is negligible. The information on this segment in
Figures 1.2, 1.3, and 1.4 is included for reported transactions that likely included institutional buyers
or investors; not included are the thousands of main-street brokerage deals.

The value of global middle market transactions reached over $585 billion in 2007. About 57
percent of the target companies were privately held, representing 80 percent of the transaction dollar
values. In 2011, it is estimated that about 47 percent of the target companies are privately held,
representing 77 percent of the transaction dollar values. Thus the estimated global dollar value of
private middle market transactions in 2011 is $276 billion.

Figure 1.4 highlights the global nature of the middle market. In 2003, the target middle market
companies were primarily in the United States, Canada, and Europe, representing 82 percent of the
volume. Today, the majority of the targets are in Asia, the Pacific Rim, and Europe, with the quantity
of deals in the United States and Canada remaining relatively flat.

The middle market is global, vibrant and active.

a Examples of middle market research and studies: (1) multiple industry surveys of middle
market advisors by the Alliance of M&A Advisors, 2008-2011; (2) Private Capital Markets:
Valuation, Capitalization, and Transfer of Private Business Interests (John Wiley & Sons,
2011), by Robert T. Slee; (3) Handbook of Financing Growth. Strategies, Capital Structure
and M&A Transactions, 2nd Edition (John Wiley & Sons, 2009), by Kenneth H Marks et al.;
and (4) the Pepperdine Private Capital Markets Project.



CHAPTER 2

Valuation Perspectives for the Private Markets

Chapter 1 outlined the differences in the private capital markets and traditional corporate finance
theory with a focus on laying the foundation for understanding middle market M&A, particularly for
privately or closely held businesses. This chapter continues that theme by providing a high-level
overview of valuation and how to frame the valuation analysis in the context of doing deals; it
describes the fundamental concepts underlying private business valuation. Keep in mind that valuing a
business 1s a blend of art and science, with a reasonable level of subjectivity.

Business valuation is an attempt to estimate the balance between risk and return in an entity. What
exactly is risk? Most analysts view risk as the degree of uncertainty in terms of the amount and timing
of realizing expected returns.

Thought of in this way, we can view risk as the capital market's assessment of the likelihood that a
subject will actually achieve its expected returns. Business appraisal quantifies this risk assessment
as a company's cost of capital.

An underlying principle of all valuation is that risk and return are related. With a greater perceived
risk of owning an investment, a greater return is expected by investors to compensate for that risk.
The desire to achieve a return that is at least equal to the corresponding risk is the primary motive for
investors to bear the uncertainty of investing.

Investors expect to earn a certain return from any investment, and return expectations for risk-free
investments are often the starting point in the valuation process. By varying the required (expected)
rate of return to correctly measure risk, expected returns can be converted to a fair market value rate
of return. This makes all investments comparable; that is, alternative investments with different risk
profiles can be valued on an “apples to apples” basis.

The precise mechanism by which that risk differential is incorporated into a company's value is the
discount rate. While a great deal of its level is based on the company's risk profile, it is also
determined by the market itself, and in particular, the rate of return available from other investments
of comparable risk.

And importantly, just as the risk for any particular investment will vary greatly, so will the risk
tolerance for any particular investor, a fact that has been well documented by many researchers,
including one of this book's authors. The important point to keep in mind is that required rates of
return are not fixed but dynamic, varying with the changes in the risk tolerances of the market, the
composition of the investors considering a particular opportunity, and the characteristics of the
investment itself. Often, historical measures of return for specific classes of assets provide a “best
guess” of what those required levels of return should be, but remember that required rates of return
are constantly in flux based on changing conditions and the perception of risk itself.

PRIVATE BUSINESS VALUATION CAN BE VIEWED



THROUGH DIFFERENT STANDARDS OF VALUE

Private securities do not have access to an active trading market and, therefore, must rely on point-in-
time appraisal or be involved in a transaction (like a sale) for their value to be determined. But
before we describe the process of making such a determination, it may be helpful to first discuss the
concept of value.

There are actually many definitions of value (in appraisal terminology, these are called standards of
value). That may come as a surprise to some readers who assume that the definition of value is
necessarily the one historically promulgated by the Internal Revenue Service, known as fair market
value, which, simply stated, is the price at which an asset will sell between a willing buyer and
willing seller, neither of whom are under any compulsion to buy or sell and both of whom are
knowledgeable of the relevant facts about the asset.

One of the factors that helps (but does not completely) determine which standard of value applies in
a given situation is the purpose of the appraisal. In other words, why is the valuation being
performed? For example, business owners may need to know the value of their business in order to
raise equity capital. Or, they may need to know the value of the business because they want to employ
an estate planning technique such as a family limited partnership to transfer shares of the company to
their children. Or perhaps one of the owners is involved in an oppressive shareholder action and is
litigating to enforce his or her economic claims.

The purpose can both open and close possibilities in terms of the definition of value, either based
on statute or simply because it is intellectually appropriate. For instance, an estate planning motive
leads to a fair market valuation, which will yield a financial, nonsynergistic value. Choosing this path
limits the value of the business but may reduce taxation as well as meet other personal planning goals.

Motives also drive the importance of having a business professionally valued, as shareholders of a
private business should not undertake a capitalization or ownership transfer without first knowing the
value of their businesses. To do so would be the business equivalent of flying blind. Furthermore, a
valuation establishes to potential buyers (or in some cases the IRS) that an independent party has
opined on the value of the company, which can add credibility to the sellers’ assertions of value,
strengthen their negotiating leverage, and better ensure that they will not “leave money on the table.”
Simply put, without a current valuation, it can be very difficult to know what a business is worth, and
attempting to transfer a business without this knowledge 1s usually an exasperating and frustrating
experience.

Therefore, every private company has a number of different values simultaneously depending on
both the purpose of the valuation, and for some of these purposes (particularly litigation and taxation),
there are agents or agencies with the primary responsibility to develop, adopt, promulgate, and
administer standards of practice within that world. An authority decides which purposes are
acceptable in its world, sanctions its decisions, develops methodology, and provides a coherent set
of rules for participants to follow. Authority derives its influence or legitimacy primarily from
government action, compelling logic, or the utility of its standards.

And examples of authorities extend far beyond those like the IRS. For instance, secured lenders are

the primary authority for the world of collateral value. They develop criteria for accessing this value

and administering the methodology used to derive value. Lenders discourage noncompliance by
withholding funds.

Another example involves the world of investment value. The investor is the authority in this case
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Table 2.1 illustrates a number of concepts of value in terms of purposes, functions, and authorities.
While this list is not all-inclusive, it indicates a universe of appraisal possibilities currently beyond

since the investor governs both the rules within the world and the methodology used to derive value.
the scope of most appraisers.

However, for these to have meaning beyond the investor's view they must be expressed in
by not investing. The reverse might be true as well. Investors who require too much return for the risk

communally shared methods and standards. Again, the investor can discourage noncompliant behavior
may not have opportunities to invest.

TABLE 2.1 Value Concept Chart

Market Value



Market value can be thought of as the highest value of a business interest in the open market. While
market value is typically considered the highest value for a business, it is important to note that every
private company has various values based on different buyer types, which include asset buyers,
financial buyers, and synergistic (strategic) buyers. There is a detailed discussion of market value in
Chapter 17.

Asset buyers will generally focus on what the company will be worth if the most likely selling
price is based on net asset value as opposed to the company's earnings stream. In this case, the buyer
is not giving credit to the seller for goodwill beyond the possible write-up of the assets. In other
words, no value is included for the operations of the subject. That also means that goodwill, which
we define as the intangible asset that arises from name, reputation, customer patronage, and similar
factors (which result in some economic benefit a buyer is willing to pay for beyond the company's
asset value) 1s excluded.

Financial buyers are concerned with what an individual or nonstrategic buyer would pay for the
going concern enterprise, inclusive of goodwill. A financial buyer is more concerned with the
subject's income statement than the asset buyer, as the earnings stream as well as the balance sheet
will be considered in structuring a deal. Since the financial buyer brings no synergies to the deal, the
deal itself must supply the earnings and the collateral that enable the transaction to be financed. This
effectively creates a boundary around the valuation, in that there is a definable limit of how much a
financial buyer can pay for a business. This is based on capitalizing or discounting some measure of
earnings (such as EBITDA or a measure of free cash flow), which is usually normalized for things
like excess owner compensation. Deriving such numbers to capitalize is a process that includes not
only the selling company but also (clearly) the valuation professional.

Strategic buyers are focused on the value from their specific standpoint, which many people
actually refer to as investment value. Synergy is the increase in performance of the combined firm
over what the two firms are already expected to accomplish as independent companies. Such
synergies could include horizontal and vertical integrations or any other combination where the
acquirer can leverage the capabilities of the subject.

Synergies can result from a variety of acquisition scenarios. Possibly the most quantifiable group of
synergies stem from horizontal integrations, which can lead to substantial synergies through
eliminating duplicate overhead. In some cases, part of these savings may be shared with the seller.
Vertical integrations can also create substantial synergies. These tend to be strategic, where the target
helps the acquirer achieve some particular business goal. Synergies also can result from the different
financial structures of the parties. For instance, the target may realize interest expense savings due to
adopting the cheaper borrowing costs of the acquirer.

Synergistic value is determined by capitalizing or present valuing a synergized benefit stream at an
appropriate rate of return. The party most responsible for creating the synergies is usually the buyer,
and buyers will not readily give these synergies away since the realization of the synergies happens
while they own the business. A high level of mature judgment and experience is necessary when
quantifying the synergized benefit stream.

Fair Market Value

Fair market value is a term that is often used in tax and many legal matters. The process used for
determining fair market value is fairly systematic and generally follows the dictates of Revenue



Ruling 59-60, which lists a number of items to consider when valuing a business interest.

If the purpose of the appraisal involves legal matters, the lawyers or courts will normally provide
the choice of the standard of value, although case law and precedent do not provide a great deal of
consistency, even within the same jurisdiction. For example, in North Carolina, the statutes do not
require a particular standard of value for divorce valuations, nor is there a North Carolina Court of
Appeals case that mandates a specific standard. This condition also exists in other states.

Fair Value

Fair value is generally used in dissenting shareholder issues and in many equitable distribution cases
(such as divorce). It varies from fair market value in at least two ways. First, whereas fair market
value often includes a discount for lack of marketability, fair value many times does not. Likewise,
whereas fair market value often includes a discount for lack of control, fair value often does not. For
example, in the case of a person who owns 25 percent of a company, the fair value will often be
determined to be 25 percent of the pro rata share of the company, even though the fair market value
(what someone would pay for that interest) may be considerably less. The focus here is less on what
a value would be in the market and more on what is “fair.” But even with this standard of value, there
is still a wide range of interpretations from the courts concerning whether marketability and control

1ssues should be considered.
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Incremental Business Value

Incremental business value is the change in value that results from generating revenues beyond the
corresponding economic costs. Economic costs include the opportunity cost of all employed capital.
In this way, incremental business value is a measurement by which economic income exceeds, or falls
short of, the required minimum rate of return that both shareholders and lenders could get by investing
in other securities of comparable risk.

Investment Value

As mentioned previously, investment value is a term that is closely aligned with synergistic value
(and 1s considered to be the same by many valuation professionals), and it describes the value of a
business interest to a particular investor, given a set of specific investment criteria. It differs from
market value, though, in that market value is the highest value available in the market, based on likely
investor profiles. Investment value relates to a single investor, based on his or her benefit stream and
specific return expectation.

Owner Value

Owner value is obviously the value of a business or business interest to the current owner. Owners
tend to highly value their businesses, not only because they consider all compensation and perquisites
as part of the benefit stream but also because there often exists a significant nonfinancial investment in
the business. It is often difficult for an owner to turn his or her back on the exhausting late-night hours
and weekend work that went into making the business successful. Additionally, there are many
examples of personal items, such as business contracts, covered expenses such as insurance and
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business trips, and possibly even relatives on the payroll. Owners tend to capitalize this liberal
benefit stream by a low return expectation, since the owner may view the equity risk as less risky than
the market might perceive.

Collateral Value

Collateral value measures the amount a creditor would be willing to lend given the subject's assets
serving as security for the loan. This value relates to secured lending, such as a commercial or asset-
based loan, or the use of assets in some financially engineered way, such as a sales-leaseback
arrangement.

Book Value

Occasionally book value is used as a benchmark in a shareholder matter, as in a buy/sell agreement.
Book value is an accounting concept that simply refers to the value of an asset as reflected on the
financial statements. It may or may not be consistent with GAAP, and therefore, care must be taken in
relying on any representation of book value. It often 1s net of depreciation if it is a fixed asset, and if
it i1s in compliance with GAAP, must follow certain procedures, such as necessarily being shown at
the lower of cost or market. Accordingly, book value is a cost-based concept and is generally not
meant to represent the actual value of an asset. Book value is also sometimes used as a term to
describe the assets of a firm (as reflected on the balance sheet) less total liabilities. Care must be
taken before using this interpretation of book value as a valid valuation measure in assessing private
companies.

WHY THE DIFFERENT VERSIONS OF VALUE?

In some ways, these different versions of value can be thought of as residing within certain value
worlds. The range of possible values for a business interest at any point in time varies widely based
on which world one is operating within. An interest may be worth nearly nothing in one world, while
its value could be tremendous in another. Starting off in the correct world is vital to understanding the
value proposition. Keeping the worlds separate involves keeping the arguments, logic, and facts
consistent in that world and separate from the other value worlds. For example, the fair market value
world rotates with a fairly strict set of assumptions.

Second, with no ready market pricing for their private shares, owners must rely on point-in-time
appraisals for most of their valuation decisions. Once the correct value world is chosen, a replicable
valuation process is available. These processes provide relatively accurate answers to difficult
questions.

Finally, value worlds may collide. For example, owners are often faced with several decisions at
the same time that require knowledge of the value worlds. This “war of the worlds” is important,
primarily because it often happens to unsuspecting business owners. If owners are advised that their
company 1s worth a specific dollar value, and that all of their decisions should revolve around that
value, they could suffer as a result of that advice.

The intention of the involved party precedes the purpose of an appraisal. Purposes for undertaking
an appraisal are referred to as giving rise to value worlds. Value, then, is expressed only in terms



consistent with a particular world. Stated differently, a private business value is relative to the
purpose and function of its appraisal.

VALUATION AS A RANGE CONCEPT

Each value world is likely to yield a different value indication for a business interest. Private
business valuation is a range concept. A privately held company has at /east as many correct values
at any given point in time as the number of value worlds. Within each world there are multiple
functions of an appraisal calling for unique valuation methods. The range of values can be quite large
between worlds.

Beyond the different values determined by world, there exist nearly as large a number of possible
values within each world. This observation is based on four factors. First, there is latitude regarding
the application of a prescribed valuation process. For instance, in the world of fair market value,
appraisers decide which methods are suitable among the asset, income, and market approaches. This
decision-making process causes variability among appraisers. Most value worlds require judgment
regarding the application of methods.

Second, once the appropriate value world is chosen, the next important valuation issue is the
calculation of a suitable benefit stream. Each value world may employ a different benefit stream to
value a business interest. Examples include a synergistic benefit stream versus an owner's benefit
stream. The difference in benefit stream definitions in each world is an essential reason that value
variability exists between each value world.

Third, similar to benefit streams, risk tolerance and return expectations are determined within each
value world. These expectations and required rates of return allow for a benefit stream to be
converted into a present value, so they are crucial to the value equation. Value variability between
worlds is increased because each world employs a unique risk tolerance and return expectation.

Finally, the probability of different value drivers occurring must be considered. For example, if a
company's earnings before interest, taxes, depreciation and amortization (EBITDA) is $3 million, and
this number 1s used in the valuation, it is assumed with 100 percent probability that the company will
indeed achieve a $3 million EBITDA. What if, upon further due diligence and consideration of
revenues and cost variables, it seems reasonable to presume that the company has only a 50 percent
chance of achieving a $3 million EBITDA? An independent analysis might further indicate the
company has a 25 percent chance of generating a $2 million EBITDA, and a 25 percent chance of
earning $3.5 million. Wouldn't each of these scenarios lead to three different values, even in the same
world?

Appraisers have a good deal of latitude in interpreting the correct valuation process, calculating the
proper benefit stream and private return expectation, in addition to deciding on the probability of
each variable occurring. These choices cause a wide range of possible expected values.

Although most private business appraisals generate a point-in-time singular value, the foregoing
demonstrates private business valuation as a range concept. On a macro level, the range is defined by
a host of different values that correspond to the various value worlds. Within each world, every
company has a nearly infinite number of values based on the probability of the underlying valuation
variables occurring.

For an appraisal to be useful, the derivation of a single value is typically necessary. The challenge,



then, is to generate point-in-time appraisals within the range concept; in other words, to derive
singular values within the range of possible values.

VALUE WORLDS AND DEALS

If each of the major players in the markets has a unique view of business value, and in fact generates a
different value for a business, how does an M&A deal ever happen? For instance, an owner will
view value in the owner value world; investors will be in the investment value world; the bank is in
the collateral value world; the government is in the fair market value world, and so on. And the
values in each different world can vary substantially. It is not unusual for an owner or shareholder to
believe his or her business is worth two or three times what an investor thinks. So how do the parties
come to a value agreement that allows a deal to happen?

The answer can usually be found in the world of market value. More specifically, the buyer and
seller need to meet in this neutral value world to work out the valuation issues. In this context, the
goal of the M&A advisor is to educate buyer and seller as to market valuation principles and to
facilitate reaching an agreement. The process 1s made more difficult because no two buyers or sellers
are alike.

Chapter 17 provides more detail about market value.

AN ALTERNATIVE VALUATION APPROACH

Valuation of companies continues to be part art and part science, supported by research and new
methods. Transaction Valuation is an alternative approach being used by some middle market M&A
advisors. An overview of this method is presented in the appendix.



CHAPTER 3

Corporate Development

As mentioned in Chapter 1, the two major players in the private capital markets are strategic buyers
(strategics) and private equity groups (PEGs). Strategics are corporate buyers typically seeking to
acquire more than just financial results. For smaller strategics that are themselves middle market
companies, an acquisition may mean a merger of equals or the purchase of a larger business. For
larger strategics, including S&P 500—sized public companies, an acquisition of a middle market
business is likely part of a series of transactions within an overall strategic initiative. This is of
particular interest given the increased level of activity in the middle market by larger strategic buyers
as they seek to deploy the record amounts of capital currently stored on their balance sheets. Teams
within larger strategic buyers that lead external initiatives, including acquisitions and divestitures, are
generally referred to as corporate development teams. In the context of this handbook, the focus on
corporate development is about their acquisitions.

For middle market M&A advisors, understanding the role and motivations of those in corporate
development can be valuable in navigating a sell-side engagement. Conversely, corporate
development professionals active in buy-side initiatives in the middle market can benefit from
understanding the process and nuances of acquiring and integrating privately held businesses; there
are distinct differences between buying emerging-growth and middle market companies and closing
larger, publicly traded transactions as studied and written about in traditional corporate finance.

Corporate development increasingly has broad capability and responsibilities within the strategic
buyer as illustrated in the following list based on recent research by Deloitte:1

e Corporate strategy development

o M&A strategy and target identification

e Deal pipeline management

e Managing the internal approval process

e Valuation and analytics

e [eading negotiations

e Financial due diligence

e Postmerger integration

e Divestiture preparation, target buyer identification, and reverse due diligence

Two of the most prevalent types of strategic buyers are those seeking synergies for cost cutting and
economies of scale and those that are focused on growing the top line.

While the organizational aspects will likely be very different, private equity—funded platform
companies seeking strategic acquisitions share many common issues and motivations of those in
corporate development. This chapter will provide a high-level overview of corporate development



and the buying process from the strategics’ perspective, and some practical suggestions and lessons
learned to increase the likelihood of a successful deal and a value-creating investment.

WHY ACQUIRE?

In an ideal scenario, an acquisition is the result of choosing the best alternative to accomplish a
strategic objective or fill a gap. It can meet a number of goals if approached and executed as part of a
long-term growth strategy. Some of the typical reasons executives pursue acquisitions include:

e To accelerate revenue growth
e To enter an adjacent market space

e To expand into a new geography or obtain a physical footprint in a new location (as an
alternative to a “greenfield investment” or in-house start-up)

e To capture market share

e To improve speed to market

e To access new customers

e To access technology and innovation

e To overcome IP barriers

e To strengthen the pool of talent and capabilities

e To complete or augment a product or service line
e To reduce costs

e To prevent a competitor from gaining advantages (defensive move)
e To create an opportunistic buying opportunity

e To achieve step-function growth

e To obtain other critical assets, such as contracts
e To create competitive barriers to entry

These strategic reasons or motives can make sense for middle market firms buying each other or
buying smaller companies. They also apply to large Fortune 500—sized companies buying emerging-
growth and middle market businesses. In linking the overall objectives (and needs created by the
gaps),

... those who advocate a deal should explicitly show, through a few targeted M&A themes,
how it advances the overall growth strategy. A specific deal should, for example, be linked to
strategic goals, such as market share and the company's ability to build a leading position.
Bolder, clearer goals encourage companies to be truly proactive in sourcing deals and help
to establish the scale, urgency, and valuation approach. ... Certain deals, particularly those
focused on raising revenues or building new capabilities, require fundamentally different
approaches to sourcing, valuation, due diligence, and integration. It is therefore critical for
managers not only to understand what types of deals they seek for shorter-term cost synergies
or longer-term top-line synergies [see Figure 3.1], but also to assess candidly which types of
deals they really know how to execute and whether a particular transaction goes against a



company's traditional norms or experience.2

FIGURE 3.1 The Value in Different Types of Deals

Source: “Running a Winning M&A Shop,” March 2008, McKinsey Quarterly, www.mckinsevquarterlv. com. Copyright
© McKinsey & Company. All rights reserved. Reprinted by permission.
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Now, tie in the dynamics of the real market. Potentially as important as the reason to acquire is the
reason that businesses are for sale, or that the opportunity exists to acquire a certain company. In the

middle market, owners are frequently receptive to selling because of the so-called Dismal Ds. These
are reactive drivers:

e Death

e Disability of the owner

e Desire to transition to the next generation

e Divorce

e Dissention

e Downturn (debt)

e Distractions (hobbies, other use for money, owner fatigue)

e Divestment (i.e., worth more to someone else; must have capital to grow and cannot get it
alone; or the market has peaked)

As can be imagined, none of these Dismal Ds means that a business for sale is a good opportunity—it
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all depends. Note that downturn and divestment can very well be market or sector driven, not just
driven by the owner's circumstances, and may fundamentally create opportunities for the aware and
astute acquirer.

Alternatives

Another dimension that needs to be considered in formulating an acquisition strategy is assessment of
the alternatives. Why not acquire? Are there better organic options? There might be a less risky
alternative that may include:3

e Partners, alliances, joint ventures, contracts—channels, products, services
Internal R&D, contract R&D, licensing—technologies

Outsourcing, brand labeling—products

Internal growth—hiring, refocusing, organizational realignment, training, startup
Investment

Coupling these perspectives and alternatives with a clear understanding of the types of deals and
potential sources of value can lay the foundation for a solid acquisition strategy and plan. At the end
is being able to answer the critical question: “What is the compelling strategic rationale for the
deal?”4 Being able to answer this question provides credibility for the deal. Having a solid response
reduces the chance of going before the CEO or board of directors and being told “we're only
interested 1in this deal because it is the opportunity at hand.”

THE ACQUISITION PROCESS

Figure 3.2 provides a generic high-level framework from which to think about the acquisition
process. The first phase typically will address finding a target company to buy; this begins with a
strategic plan that should lay the foundation to determine many of the parameters and the focus of the
process. The second phase of the process is to structure the deal, close the transaction, and integrate
the business. The process is iterative, using lessons learned and market information to continually
refine and shape the focus and plan.

FIGURE 3.2 Acquisition Process
Source: Copyright High Rock Partners, Inc. 2011.
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It is not unusual for a strategic to court a target over a period of months or years to develop a
relationship with management and understand the business and its potential. However, a focused
search process may identify targets within a few months. While there are always exceptions, the
typical acquisition process from completion of the acquisition strategy to closing on the first target
can take from six months to more than a year.

In this chapter we touch on many topics, such as valuation, structuring, and due diligence in
summary. Additional detail on these topics is provided elsewhere in this handbook.

The Pipeline and Filter

Depending on the size and M&A experience of the acquiring company, there is a range of process
maturities, from the very formal gated stages and approvals to the informal and possibly less
disciplined progression of events—both of which might lead to consummation of a deal. Somewhere
in these processes there are usually one or more filters that are defined and used to compare and test
the targets against minimal criteria to meet management's objectives. Throughout the process, targets
continue to get filtered in or eventually expelled as a distraction, or non-fit. While investigating and
testing targets, information is gained and gleaned from the marketplace that allows the corporate
development team to refine its search and plans, and focus its efforts.

The pipeline of targets is generated and maintained by a number of techniques and sources.
Following are a few of the many to be considered:

e Through the strategic planning process: Potential targets will likely emerge from the market
assessment and competitive analysis. Note this is not the list of “who's for sale,” but rather
the list of “who has what we need and how do we convince them to sell.”

e Recommendations from business development and sales teams: Sales representatives are
many times a valuable resource in developing a list of targets and accessing the right
relationships to engage the seller. The parallel concept is to seek input from suppliers and
those involved in the supply chain—particularly for strategies that involve vertical
integration or expansion of capabilities tangential to the buyer's current business.

e Recommendations from customers: They may be seeking to consolidate their supply chain
or “fix” a problem supplier.

e Investment bankers and M&A advisors: On a reactive and proactive basis, intermediaries
can provide input and ideas to prime and fill the target pipeline—seeing businesses that are



actively for sale and having insight into those that may be considering their alternatives.
e Published databases of targets seeking to be acquired.
e Professional, industry, and trade associations.

If the acquirer 1s a larger business with multiple divisions, one approach is to obtain both corporate
and divisional buy-in to the filter criteria and acquisition process before going to market, to allow the
acquisition team to focus on targets that will likely be given serious consideration as well as allow
for quick response to market opportunities. A key competitive lever that private equity groups use
against strategic acquirers is speed and certainty of close. Corporate development processes that
build consensus and buy-in and accelerate routine approvals may make the difference between being
able to seize the moment and missing the opportunity. Not to overstate the obvious, owners of
emerging growth and middle market companies are usually entrepreneurial and fast acting. The
acquisition process is taxing enough without adding undue drag and delay and potentially creating a
deal-weary seller.

For smaller acquirers, the same concept of obtaining buy-in and early support is just as important.
Have the board of directors, investors, key advisors, and other stakeholders (e.g., commercial
bankers, accountants, etc.) briefed and synchronized with the objectives and plans. It is likely better
to gain their feedback and address objections early so that those involved can act in unison when the
tfime comes.

Smaller acquirers many times require outside financing to consummate a deal. Having as part of the
team funding sources that have bought into the growth and acquisition strategy of the business from the
outset and are ready to act quickly when the right target is found can make the difference between
being considered a viable acquirer and not being taken seriously by the seller.

Approaching the Target

Approaching and engaging a target takes planning; in the case of a private company, it can take extra
time and relationships to get to a receptive ear. If the target is a public company, the deal will likely
be a choreographed dance involving investment bankers and corporate development leadership. The
“privately owned and not for sale” target is more challenging.5 Spend time determining how to make
the approach and what the message is. Although approaching the target is a small part of the overall
process, it is one of the most critical. Approaching “privately owned and for sale” targets with an
M&A advisor already engaged is typically easier because the sellers have initiated the process
themselves, are likely open to exploring a sale, and have a defined contact in place.

The Balance between a Deep Dive and Locking In the Deal

At some point in the process, and depending on the strength and sophistication of the seller or selling
team, an indication of interest and/or letter of intent must be issued.2 Conversely, and depending on
the attractiveness of the target, the buyer may or may not desire to lock up the deal and gauge the
seriousness of the seller. Thus the dance of the parties progresses. In this dance, the strategic will
inevitably take a deep dive to understand the target and to validate the fit beyond a cursory test in the
filter. This deep dive is not confirmatory due diligence of the seller, but rather a more in-depth
analysis and test to see whether the acquisition may actually work and achieve the desired results.



Here is an example of the steps of such a deep dive to illustrate a comprehensive screening that may
lead to a firm commitment:

1. More complete understanding of the target's market

2. Fit within the existing portfolio of product lines and businesses (and an understanding of
potential overlap)

3. Cultural fit between the companies

4. Strategic fit within the acquirer

5. Strengths, weaknesses, opportunities, threats (SWOT) assessment (to be validated in due
diligence)

6. Identification of synergies with expected values

7. Integration strategy and expectations

8. Financial analysis and valuation

The insight developed during this deep dive should allow the corporate development team to better
understand and develop a rapport with the seller and build the business case that a potential deal

makes sense within the acquisition strategy, and then to circle back to the initial filter and validate the
fit.

Lower-Middle Market versus Middle Market Deals

It may be helpful to keep in mind the differences between the smaller company deals and the larger
middle market transactions, and the motives and factors driving each. As discussed in Chapter 1,
owners’ motives drive transactions. From a strategic's perspective, the likelihood of success with
lower-middle market transactions can be improved by understanding why the seller is selling (i.e.,
the Dismal Ds); addressing the impact of the deal to his employees, suppliers, and customers; and
being sensitive to the tax impact of the deal and structure to the seller. Couple these with certainty of
close, and the potential lack of speed can be overcome. Do not discount the importance to many
entrepreneurs and owners of leaving a legacy; if they think the business they started and built will
essentially cease to exist, they may be much less inclined to sell.

In larger middle market deals, there will likely be a more formal M&A process with investment
bankers where price and speed will rule.

Valuation from a Strategic's Perspective

Unlike a financial buyer, which is primarily driven by an internal rate of return for the capital
deployed or by a minimum cash-on-cash return, the strategic buyer has a number of alternatives
through which to view or financially analyze the value and potential impact of an acquisition. These
options depend on the particular buyer: his acquisition strategy, his access and cost of capital, and his
motivation for the deal. They often include discounted cash flow, payback period, net present value,
minimal hurdle rate, market value, and (somewhat unique to the strategic buyer) an accretion/dilution
analysis (particularly the public company buyer).

While the authors of this handbook may argue that some of the valuation approaches previously
mentioned should not be as relevant as those academically published (and that they do not really
explain what happens in the middle market in general), practical experience shows that strategic
acquirers use some of these techniques and that those involved in middle market deals need to



understand their application and how to bridge the difference in valuation methodologies and
outcomes to be successful in negotiating and closing transactions.

Accretion/Dilution Analysis

Accretion/dilution analysis i1s commonly performed for strategic acquisitions or a merger of two
companies with synergies, particularly where the buyer is a public company. As the name suggests,
the purpose of the analysis is to determine whether the transaction is accretive (i.e., increases
earnings per share—EPS) or dilutive (1.e., decreases EPS). If there 1s no effect on the pro forma EPS,
then the transaction is earnings neutral. An important aspect of this analysis is quantifying the
projected synergies between the two businesses. The analysis involves combining the pro forma
financials for the merging companies and adding any synergistic gains in revenue and expenses. To
quantify the synergies, the acquirer must critically analyze each segment and aspect of the target's
operations. An overestimation in synergies can lead to overpaying for a company and possibly
diluting shareholder value.

Other Variables

Other factors in addition to alternative valuation approaches that allow a strategic to see the value of
a company differently from that of a financial buyer include:

e Positive synergies—a term used to describe factors that financially improve the
performance of combined businesses. These generally take the form of revenue
enhancement and cost savings, neither of which a financial buyer can provide outside of
helping management make better decisions—the exception being “soft” synergies among
portfolio companies of a financial buyer.

e Negative synergies—the strategic may give the target company's forecast a ‘“haircut,”
discounting their sales, order input, and cash flow because they believe these are overly
optimistic. Sometimes they are optimistic because of the nature of the entrepreneur and
other times the buyer has more detailed information on the marketplace and therefore can
generate a more accurate forecast. Additionally, some buyers may need to add cost to the
target's forecast (i.e., to move the target's benefit plans into compliance with that of the
buyer).

e Longer investment horizon—equity capital obtained by strategic buyers is typically
“evergreen,” meaning that there is no predefined period within which buyers must return the
capital to their investors, allowing them to view an investment with a much longer time
horizon. Most private equity groups (which are the main financial buyers in the middle
market) must invest their money, grow it, and then return it to their limited partners within a
10-year period. From a practical view, they need to be in and then out of an investment
within 3 to 7 years, depending on the lifecycle of the fund. With this said, strategics often
have a defined return on invested capital hurdle within a specific time horizon (e.g., three
years).

o Cost of capital and hurdle rate—the effective cost of capital for most large strategic
investors is much lower than those of their financial competitors, so their minimum rate of
return on a transaction may be lower. There is an argument that the hurdle rate applied to a



particular acquisition should be based on the risk of that particular deal and not the actual
cost of capital; however, in practice this is not always applied. Sometimes this apparent
disconnect in cost and risk is actually accounted for, being embedded in the pro forma
forecast.

Range of Values

The range of potential values that a strategic can derive for a particular target is likely broader than
that of a financial buyer. Typically, the low end of the valuation range is based on the stand-alone
value of the target. This is the value of the business based on its current capital structure, growth
plans, and operating performance, and is the amount that most strategics would like to pay. At the
other end of the spectrum is the value to the strategic buyer applying all of the synergies once
integrated as part of the buyer. This is the amount that the seller wants to obtain. Somewhere in the
middle, there may be a deal.

Structuring the Transaction

Once the acquirer determines the price of the bid for the target, it must formulate a structure that is
acceptable to both parties and takes into account the risks associated with the deal. A typical
transaction structure consists of some combination of cash and stock, and possibly a seller note.
There are other, more creative components to a deal structure, such as earnouts and options that can
be used for incentivizing the seller to accept an offer tied to future or ongoing performance. Earnouts
are performance-based contingent payments awarded to owner management. Earnout structures vary
greatly but often contain certain hurdles that, if met or exceeded, trigger additional considerations for
the seller.

The use of an option is another way to make the purchase price contingent on the performance of the
combined company, not just the seller. An option gives the owner the right to sell a security at an
agreed-on strike price during a certain period of time. If the combined company is successful in its
continued operations, the value of its shares would theoretically increase, making the options
valuable when sold at the strike price. Conversely, if the company does not perform, the value of the
option will decline and is sometimes rendered worthless. Earnouts and options are features that
allow the acquirer to effectively offset some of the risk in purchasing the target. They are also
attractive to the sellers due to the potential of receiving very large payouts in addition to cash at
closing. Keep in mind that the value of this approach is inversely proportional to the size differential
between the buyer and seller. If a $10 billion company buys a $10 million company, it is not likely
the acquired company will significantly affect the future stock price of the buyer—there are always
exceptions, as in the world of high-tech companies.

Many factors contribute in determining the transaction structure, including the valuation of the
company, the market environment, and buyer/seller preferences. The many different aspects of the
transaction structure allow the acquirer and target several ways to bridge valuation gaps and achieve
both parties’ objectives.

Part III of this handbook has a number of chapters that delve into the technical details and
techniques used in structuring transactions.



The Bid

Depending on the rigor, sophistication, and relative strength in the deal of the buyer versus the seller,
a letter of intent (LOI) may be required earlier in the process (for a structured sale run by an
investment bank in an auction) or later in the process after much due diligence (in the case of a
company that is not on the market and the acquirer is the only company at the table).

In a negotiated transaction, the challenge for management is to determine a reasonable bid for
purchasing the target. The predicament for the acquirer is to identify a purchase price and structure
that the target will accept that will also make the investment worthwhile. This amount and the
structure are included in a bid in the form of an LOI, which is extended to the board of directors and
shareholders of the target company. It is not uncommon for the initial purchase price proposed in the
LOI to be lower than that at which the target is willing to sell. Negotiations between the two parties
either directly or through intermediaries follow and continue until the mutually agreed price and
structure are determined.

In an auction process, different companies pursue different strategies in how they structure an initial
bid. Some will indicate a very high price to ensure they stay in the process, and then work the price
down over the course of due diligence and negotiations. Others will take more of a “down the
middle” approach and convince the seller and seller's advisors they mean what they say. Bidders will
usually provide a value range instead of a point estimate in an initial indication, later narrowing it to
a specific number. M&A advisors will often request detailed LOIs that are effectively term sheets
requesting deal terms early in the process in addition to the basic value and transaction structure. This
approach provides leverage in the auction process. Bidders, on the other hand, want to provide only
the minimum amount of information necessary to get them to the next stage of the process. While the
end goal of completing the deal 1s always in mind, the practical goal of each stage is to get to the next
stage.

Due Diligence

Due diligence can be thought of in two categories: traditional and strategic. Traditional due diligence
tends to focus on the technical and somewhat mechanical aspects of the business to assure that a
transaction can be completed, that it is priced right, and that the information provided is accurate, and
to obtain information that is needed but not provided or not known. Areas of traditional due diligence
include financial information, taxes, legal and regulatory compliance, environmental compliance,
human resources, and contracts, among others. More information about this topic is provided in
Chapter 16.

Strategic due diligence explores whether the potential of the deal is realistic by testing the rationale
and seeking to answer two key questions. The first is externally focused and the second is internally
focused:6

1. Is the deal commercially attractive?
2. Are we capable of realizing the targeted value?

Figure 3.3 illustrates an example methodology? to arrive at the answers to these key questions. It
highlights the thought process and steps to arrive at an understanding of the market and competitive

aspects of the deal, the major strategic issues to be considered, the impact to the current strategic
plan, and an assessment of the reasonableness of the proposed transaction.



FIGURE 3.3 Strategic Due Diligence Methodology

Source: Gerald Adolph, Simon Gillies, and Joerg Krings, “Strategic Due Diligence: A Foundation for M&A Success,” from
Www.Sstrategy-business.com, Booz & Company, copyright 2006, and featured in The Whole Deal: Fulfilling the Promise

of Acquisitions and Mergers, edited by Michael Sisk and Andrew Sambrook (2006, New York: strategy~+business books, Booz
Allen Hamilton).
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Due diligence is really an ongoing set of activities throughout the transaction process. In a
structured sale process where the seller is a public company, the signing of the LOI allows the
acquirer access to the proprietary and confidential information of the target. Prior to the signing, the
acquirer has access only to information that is known to the public. A right of entry into the target's
private information allows the acquirer to obtain intelligence on every detail of the company's
financials, operations, contracts, intellectual property, processes, assets, and anything else deemed
material to the sale. Then the acquirer will perform exhaustive due diligence on this material to
enable its management to make informed decisions regarding the transaction. Sellers should also
perform a due diligence analysis on the buyer to determine whether the acquirer is a good fit.

In the case of a private seller in an auction process, the seller will likely have an offering
memorandum disclosing base information from which to obtain indications of interest. Then there
will be some access to management through a structured interchange, eventually seeking a bid in the
form of an LOIL. Upon selection to be the acquirer, a deeper dive is then allowed to continue the due
diligence process.

In the case of a private seller in a less structured process, a limited auction, or a negotiated sale, the
deeper dive and due diligence may advance further before a bid or LOI is offered.

Regardless of the buyer or seller processes and the timing of each aspect of the due diligence
analysis, comprehensive due diligence is needed both in the traditional sense and strategically to fully

understand and successfully integrate a target.
WWW.TRADING-SOFTWARE-COLLECTION.COM

Integration

Benchmarking and best practices with successful acquirers show that integration planning begins
early in the acquisition process, is supported by strategic due diligence, engages many functional
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departments within the buyer and the seller, and most importantly is an aligning process focused on
assuring progressive synchronization of the teams.

Successful integration enables companies to achieve their business case objectives for doing the
acquisition. Without proper integration, the performance of the combined company will not justify the
purchase price and sometimes will even destroy shareholder value. Common consequences of failed
integration include loss of customers, loss of employees, slowed growth, operational difficulties,
impaired brand equity, impaired reputation, and culture clash.

The process used for postmerger integration often differentiates experienced, successful acquirers
from value destroyers. The key is to find the right balance between speed and thoroughness. It is
important to realize the potential synergies quickly, ideally within the first 12 to 18 months. However,
executives often declare victory too quickly and rush to return to business as usual, leaving synergies
and planned lift (the positive impact on performance) unexploited. A disciplined and well-structured
integration plan including the following steps is vital to successful acquisition strategies:

o Communicate the vision and business logic of the deal. Employees, customers and other
pivotal stakeholders, including investors, must understand the strategic rationale, business
objectives, and postmerger integration milestones and targets. Senior management should
lead the implementation.

e Separate the postmerger integration from the core business. Postmerger integration needs
its own organization, with a dedicated team of executives and faster-than-usual governance
and decision-making processes. Correct allocation of resources is especially important
where there are mission-critical functions.

e Monitor core business performance. Establish early warning systems to alert management
to any falloff in revenue or profitability in the core business; minimize the distraction.

e Proactively manage the soft issues. Postmerger integration is not just a numbers game. The
process likely involves complex organizational and cultural changes. Identify key staff and
design strategies to keep them on board because they are the value of the franchise. Handle
new appointments with care; take time to facilitate a transition; minimize uncertainty; show
improvement in benefits, training, and working conditions (if you can); and show potential
for growth.8

e Move before the close of the deal. There are many actions that can be taken in advance
(prior to the close) that enable the team to begin to realize the benefits of the transaction
immediately after it is finalized. Develop and implement a very clear first-100-days plan.

e Challenge decisions and assess progress after completion. During a postmerger
integration, companies often make decisions on pragmatic or political grounds, resulting in
inflated costs. Regularly revisit those decisions and question their contribution to the
company's value-creation potential. Test those decisions against the company's strategic
plan.

When integration is successful, the payoff can be striking and significant!

CASE STUDY #1



Following is an example transaction where a mid-sized publicly traded strategic buyer provided a
reasonable solution for the shareholders of a lower-middle market component supplier with revenues
slightly under $20 million.

The president, his spouse, and the chief engineer were the founders and sole shareholders of an S
corporation providing highly engineered components into the aerospace and defense markets. All
were in their late sixties or seventies and desired to monetize their hard work and investments over
the prior 20 years. Their objectives were:

e Maximize the value from the business.
e Ensure stability for their employees.

e Transition out of the workforce.

e Minimize the transaction costs.

Strategic Rationale

The buyer's compelling strategic driver for the acquisition was the expansion of its technology
portfolio. The target company operated in the same broad markets of aerospace and defense as the
acquirer, but provided different technologies and products. It was the cornerstone of a new
acquisition/consolidation strategy being implemented. The “current market/new technology” play was
one the company executed well because of its industry knowledge and customer relationships that
enabled it to develop accurate sales forecasts for the target companies.

Challenges

There are two challenging aspects of this example deal: accounting basis and seller's counsel. Both
are reasonably typical in navigating an acquisition in the middle market.

Accounting Basis

As a public company, the buyer must be fully compliant with Generally Accepted Accounting
Principles (GAAP).b The seller's books were on a modified cash basis and the balance sheets needed
conversion to GAAP in order for the buyer and seller to accurately forecast future performance to the
level required to have teeth in the representations and warranties of the purchase agreement; there
needed to be a solid basis for measurement. It is critical that the seller represent that the financial
statements are true, accurate, and complete in accordance with a set standard, that being GAAP—
there are really no standards or benchmarks for a “modified cash basis” accounting. Additionally, the
reference balance sheet needed to be converted to GAAP for consistency for use in calculating the
working capital adjustment. The process of educating the seller's finance staff and actually making the
conversion was time consuming and expensive.

Seller's Counsel

The seller resisted engaging counsel until very late in the process, even after encouragement from the
buyer. When counsel was engaged, the seller chose a lawyer who had extremely limited experience in



business transactions. To exacerbate the situation, the seller then restricted the time counsel could
spend on the deal in an effort to control costs. As a result, due diligence and negotiation took at least
a month longer than would have been considered normal. During that time, the Department of Defense
announced the cancelation of a major program that was a key component of the seller's future sales.
This constituted a material adverse change, and the buyer had no choice but to reduce the purchase
price from $18.5 million to $17.5 million. Given the deal structure and terms, the seller would have
benefited by having stronger and more engaged counsel if the deal had progressed in a timely fashion
and not been delayed. In this case, attempting to save a few thousand dollars in attorney's fees cost the
seller $1 million in purchase price. With that said, having a seller with inexperienced counsel can
cause many other complications, including significant wasted time and resources on the part of the
buyer as well as an increased risk of not closing at all.

Transaction

e The buyer purchased 100 percent of the stock for $17.5 million in cash.

e A 338(h)(10) election was made.

e Fifteen percent of the purchase price was placed in escrow with a staggered release: 33
percent after 12 months and the balance after 18 months.

e There was a standard working capital adjustment.

e There was no earnout.

e There were no financing contingencies; the buyer used cash from its standing credit facility.

e The facility lease was negotiated with the purchase agreement (facility was owned by the
president through an affiliated company).

e Three-month consulting agreements were negotiated with the president, the chief engineer,
and the CFO, who was also retiring.

Lessons Learned

Had the buyer and the seller shared their objectives with each other early in the process, much of the
frustration, delays, and painful suboptimizing of outcomes could have been avoided. A savvy buyer or
M&A advisor could help educate a naive seller by suggesting the help of someone in the seller's
network that has shared similar one-time liquidity events.

It would have been helpful to better educate the sellers on the overall acquisition process and the
need for accurate, GAAP-compliant financial statements, early on. The sellers did not fully
appreciate that they would have to make representations as to the validity and accuracy of the
financial statements, and did not understand the buyer's insistence that the statements be held to a
defined standard. They took a “buyer beware” attitude throughout the process. The end result was
achieved, but it was more painful than it should have been.

CASE STUDY #2



Consolidated Communications (CNSL) acquires North Pittsburgh Systems, Inc. for $375.1 million.2
Figure 3.4 provides an overview of the rationale for the deal.

FIGURE 3.4 Acquisition Rationale
Source: Consolidated Communication, July 7, 2007; Form 8-K SEC filing.
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Business services

e Announcement date: July 1, 2007
e Closing date: December 31, 2007 (183 days later)

Consolidated Communications provides communications services to residential and business
customers in Illinois and Texas. It offers a range of telecommunications services, including local and
long-distance service, custom calling features, private line services, dialup and high-speed Internet
access, digital television, carrier access services, network capacity services over its regional fiber
optic network, and directory publishing.

North Pittsburgh Systems, Inc. provides local network services, including local dial-tone service,
custom calling features, and local private line services to residential and business customers; and
network access services, which comprise access to its switched access facilities for the completion
of interstate and intrastate long-distance toll calls and extended-area service calls, as well as access
to private line network facilities for use in transporting voice and data services to interexchange
carriers, cellular mobile radio service providers, and other local exchange carriers.

Following is a summary of the expected synergies of the deal:
Consolidation

e One functional organization across three markets; increase portfolio.

e Combines to have 293,400 ILEC access lines, 66,300 CLEC access line equivalents,
72,200 DSL subscribers and 1,400 employees.

e After completion of this transaction, Consolidated will be the twelfth-largest telephone
company in the United States.



e The combined company obtained Verizon wireless partnership.
Provides an Advanced Network

e Ninety-nine percent DSL-capable today, at speeds up to 10 megabits per second
e Enables launch of [PTV

Leverages Scale

e Software licenses
e Maintenance contracts
e Purchasing contracts

FIGURE 3.5 Transaction Summary

Data source: Copyright © Capital 1Q, Inc., a Standard & Poor's business. Standard & Poor's, including its subsidiary
corporations, is a division of The McGraw-Hill Companies, Inc. Reproduction of this chart in any form is prohibited without
Capital 1Q, Inc.'s prior written consent.

Transaction Values

Total Consideration to 375.13 Total Transaction Size 395.38
Shareholders ($ mm) ($ mm)
Implied Equity Value ($ mm) 375.13 Implied Enterprise Value 347.97
($ mm)
Implied Equity Value/LTM Net 25.0x Implied Enterprise A5
Income Value/Revenues
Implied Equity Value/Book Value 3.8x Implied Enterprise 7.6x
Value/EBITDA
Exchange Rate 1.000 Ofter per Share ($) 25.00
Consideration to Shareholders 375.13 Total Cash ($ mm) 300.10
($ mm)
Premium (1 week prior) 21.1% Total Stock ($ mm) 75.03

Reduces Third-Party Costs

Legal fees

Audit and Sarbanes-Oxley fees

Outsourced billing and financial system costs
Public company fees

Figure 3.5 outlines the financial metrics of the transaction, with the re-sults shown in Figure 3.6
charting the positive impact to shareholder value.

FIGURE 3.6 CNSL Relative Stock Performance One Year After Acquisition
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PRACTICAL TIPS AND WHAT CAUSES DEALSTO
FAIL

“M&A is a careful blend of art and science,”10 and as much as advisors rely on spreadsheets,
analysis, and process, there is no substitution for understanding the subtleties, the nuances, the
relationships, the timing, and the momentum of each deal and applying the instincts that come from
experience and street smarts. This section of the chapter ignores the ideal and focuses on the
practicalities. To that end, following is a compilation of nuggets of wisdom captured from
experienced advisors and practitioners, particularly as relates to corporate development and making
strategic deals work.

What Should We Acquire?

Practically speaking, many strategic deals arise out of general knowledge of competitors, suppliers,
and marketers within an industry. Key executives have met at trade shows, competed, socialized, and
talked and dined together. Eventually, familiarity has a way of justifying action without
rationalization. Discussions about a possible business combination begin at some point with each
side having done little due diligence on the other. It can feel good and gain momentum, and in the end
could be a good strategic play, but it could also be the wrong path. What should happen is a rigorous
assessment of the strategies of each business as well as the alternatives to fulfill those strategies, and
testing to determine whether the deal at hand is a real opportunity or a distraction for the parties.
These steps should either reinforce or dampen the rationale for making an acquisition or merging the
companies.

Why Are We Doing This?

A valuable exercise for the corporate development team and the sponsoring business unit to perform
follows. If the buying company is a smaller strategic, try to include the board of directors. Have each
team member document one major reason why this proposed acquisition or deal is good and should
proceed. Collect the responses and post them, say on a virtual blackboard. Review these answers
every Monday, and never on Friday. People are usually rested and visceral energy is the highest early
in the week. Watch how many reasons or benefits disappear over time as the weeks pass. This simple



exercise has the effect of tempering an overenthusiastic team and keeping the team in check as the
deal progresses.

As an example, a major regional retailer of household goods selling big-ticket items was
considering buying a smaller chain with the identical product lines. The excitement was amazing
early in the process, as adding 18 locations to the company's footprint looked impressive and the
numbers would be accretive. There was a long list of reasons to do the deal posted on the
blackboard. As due diligence unfolded, however, it was determined that 5 of the 18 stores would
need to be closed due to lack of business. The target stores were one-third the size of the acquirer's
stores, and the number of offered SKUs was half. In addition, the selling model was geared to
offering choice, where the target's offering was limited. Lastly, it turned out that there was a major
cultural difference in floor selling techniques. As imagined, the list became shorter and it became
self-evident that this was the wrong deal.

Alignment of Interests

Are you able to get into the heads of the target's stakeholders? When meeting with the sellers, it is
important to know their thought process. The entrepreneurial business owners (who are quite possibly
the founders) are quick to act in many business decisions and are comfortable with risk. You can bet
they understand the risk factors in their industry. They are comfortable with a contract-driven
business, which can have its ups and down. They need not explain that to anybody. They may have
significant customer concentration, and are able to rationalize the security of that position. A
successful target business is probably self-funded and does not answer to banks. Finally, many
business owners think income 1s more important than growth, and will curtail the capital expenditures
necessary for growth. That's for the next guy to worry about. The challenge is to address these traits
and 1ssues so that you can begin to take measures to get the target company to align with your goals.
They are certainly going to be different and uncomfortable in the beginning for the exiting owner.

Allocate Enough Resources

Most operating personnel already have full-time responsibilities and commitments before they are
asked to be part of an acquisition process. And the best people to be part of a due diligence team are
likely those who do not have the time. Find a way to put them on the team rather than opting for those
with free time.ll Ensure that adequate funds are budgeted to cover the external costs of advisors and
temporary support staff, allowing the right people in the company to participate when required.

If It Can Go Wrong, It Will Go Wrong

The acquisition process is complex, difficult, risky, and costly. There are always many moving parts
that need to be managed at the same time. It takes focus and an interdisciplinary approach. Many skill
sets are required, some of which are within the acquiring company and some external. These include
business unit experts from sales, marketing, operations, and technology supported by functional and
corporate staff: finance, risk, legal, human resources, and so forth. Couple the internal team with
external legal, accounting, investment banking, and environmental experts and the team begins to take
shape. It is essential to maintain collaboration and confidentiality across the entire team to minimize
the obvious issues and allow for focus on the details and relationships required to do the deal right



and get it closed.12
a Assuming that a nondisclosure or confidentiality agreement has been negotiated and is in force
between the parties.

b Conceptually, there is one GAAP standard; however, in practice, GAAP for private
companies does not always align with GAAP for SEC or exchange regulations.



CHAPTER 4

A Global Perspective.

The globalizing economy has fueled middle market mergers and acquisitions (M&A) in the United
States and abroad (see Figure 1.4 in Chapter 1). Companies are looking for new growth and survival
markets as well as technology and innovation, and conducting business without borders increases the
number of potential customers exponentially. Some companies, faced with continued pressure to grow
profits and the added benefit of cash on the balance sheet, see these deals as virtually mandatory.
However, these cross-border opportunities are substantially more complex than domestic
acquisitions and require a different set of skills and a panoramic lens with which to view the
transaction and its components.

Conducting strategic due diligence across borders, managing cultural differences, integrating across
borders, and establishing a clear organizational structure and lines of responsibility are difficult yet
critical to the success of cross-border deals. Difficult or not, it is clear that global M&A 1s here to
stay and it is a reality business owners, corporate development teams, and dealmakers must adapt to.
It is a new frame of mind, almost a new discipline, and is no longer just an option to ponder—it is the
new reality. Businesses are being acquired by foreign investors, and that brings global competition to
your doorstep. To some degree, it's buy or be bought. Engage or be engaged. Business leaders can't
ignore opportunities abroad any more than foreign investors can ignore the opportunities in your
country. But, the long-term success of M&A depends on strong leadership, a forward-thinking mind-
set, thorough due-diligence, cultural awareness, and a well-planned postmerger integration process.
Each step is critical to getting it right the first time. When it is done right, the advantages are
numerous.

ADVANTAGES OF GLOBAL M&A

Companies choose M&A for a variety of strategic reasons: to obtain new technology, new brands,
complementary products, and access to experienced management/workforce; to exert control over the
supply chain; to gain economies of scale; to improve distribution channels; or to remove a competitor.
Plus, it's a relatively safe and economical strategy when compared to other expansion options.
Another significant advantage is the built-in customer base that flows naturally with the purchase of a
popular brand. For some domestic businesses, M&A abroad may represent the only tangible option
for growing market share in a slumped domestic economy.

Over the past decade, global M&A activity has increased substantially as this business model is a
natural progression for businesses gaining experience and confidence abroad. The current global
crisis is further fueling cross-border M&A with sellers generally more distressed and, therefore,
more inclined to work with foreign buyers. Also, there is less competition from buyers in the seller's
home country even with prices falling to attractive levels.

When contrasted to building a business abroad from scratch, consider these important benefits of



expanding through M&A, assuming you conducted the due diligence on your target and have your
strategy and vision aligned:

e An existing, successful business is already functioning and properly set up and may require
only minor changes to meet expansion goals.

The workforce of the business is already in place and organized. The buyer now needs to
develop a relationship with the workforce and discover what motivates them.

Marketing initiatives and contacts are already established.

The customer base and revenue stream are established.

An existing company can more easily access capital than a new market entrant.

The big picture issues are usually known ahead of time and can be analyzed by advisors. What
usually kill deals or cause failure are the soft issues—the ones that are under the surface, that need a
different perspective, and that require a high level of emotional intelligence coupled with cultural
fluency and a strategic approach.

CHALLENGES TO GLOBAL M&A

Pursuing expansion and growth in the global market through M&A requires an entirely new
perspective and understanding of due diligence and risk assessment that is very different than being
risk averse, and that's proving to be a significant obstacle for many businesses. Acquiring or merging
with a foreign company requires due diligence that extends way beyond financial numbers and
reaching agreeable terms. Rather, the critical (and often overlooked) aspects of any due diligence
process should be strategic and cultural in nature. These issues are more likely to cause real
problems than numbers alone. Long-term success of an M&A deal is equally dependent on dealing
effectively with differences in corporate cultures, maintaining employee, stakeholder, and customer
loyalty in a foreign company, and gaining a workable understanding of that company's human and
business values. Due diligence is much more than making sure the numbers work.

Unfortunately, the majority of due diligence, fact-finding, and investigative resources are focused
solely on the fundamental hard challenges, such as infrastructure; earnings before interest, taxes,
depreciation, and amortization (EBITDA); and return on investments (ROI). However, over 80
percent of the real risks associated with international M&A are derived from soft challenges. Soft
challenges originate from cultural differences, corporate transparency, and systems of doing business
in a new country such as legal, labor, accounting, and cultural integration issues. Understanding the
corporate global growth strategy and culture, along with the culture of the country or region plays a
crucial role in securing the long-term success of any M&A deal. While profits, EBITDA, and ROI are
important matters, these considerations represent just the visible tip of the iceberg. Underneath the
water, and hidden from view, lurk the real dangers that must be exposed through extensive research
and due diligence.

Some of the issues that may appear on the surface to be of a legal nature have cultural solutions and
can be resolved through relationships and by knowing how to get things done:

e Highly regulated government approval processes for noncitizens and/or nonresidents to



purchase businesses and/or real estate (e.g., in India)

e Prohibited/restricted foreign ownership of certain industries (e.g., defense, energy,
infrastructure, and banking industries in China)

e Industries competing with government or contrary to regional law (e.g., Sharia law
prohibits gambling and certain foods)

e Industry permits and factory licenses

e Land use/zoning permits

e Corporate organizational laws

e Difficulties with entity formation

e Required corporate governance—extensive and personal liability
e Informal and cultural barriers

e Perception of contracts (e.g., U.S. freedom of contract and “a deal 1s a deal” mentality
versus evolving relationships of the parties)

e Use of agents/distributors/representatives (definitions of terms differ in many countries by
law and contract terms, financial terms, cultural and business understanding)

e Employee loyalty, ethics, and performance, which may be based on relationships and
cultural normsb

e Liability for layoffs without just cause

e Liability to pay redundant employees

e Rights by law (e.g., worker's councils)

e Noncompete clauses that may not be enforceable

Years ago, Michael Porter argued that most cross-border ventures were bound to fail mainly due to
cultural issues. To emphasize the cultural effect, Professor Geert Hofstede says that culture is more
often a source of conflict than of synergy. Cultural differences are a nuisance at best and often a
disaster. Integrating after an acquisition is difficult, and often results in failure. This is especially true
since it involves emotional and personal factors that are embedded in one's cultural background and
beliefs. The facts of the matter are that:

e Two years after an acquisition, the vast majority of acquisitions fail to meet pre-acquisition
objectives.

e Three years after an acquisition, a mere 12 percent of companies grow more quickly than
they did before.

Unsurprisingly, it has become a widely accepted belief that the rate of success in the postmerger
phase remains poor because of the difficulties of culturally integrating the two companies involved.
Constrained by the limited time in which it has to obtain results and by lack of planning, the acquiring
company seeks to imprint its own culture on the acquired company. It seems as if the challenging
issues come as a surprise, rather than being addressed during the due diligence stage.

Too often, the real difficulties and challenges of M&A surface months after deals are signed. Then,
the soft questions but tough issues that should have been addressed in the front-end due diligence



process start flowing. For example:

e How will this newly acquired enterprise be integrated into the existing company?

e Will it operate independently or as a department?

e How will the integration be made smooth and seamless?

e How will the acquiring company deal with duplicate departments, systems, vendors?
e How will the new business be operated on day 1?

e Will this organization structure produce loyalty in the company, among the employees as
well as among the vendors and suppliers?

e Will the employees and managers stay?
e What will the local reaction be to any proposed changes?
e What is the new competitive landscape?

The answers to these questions, and many others, come from gathering the right information from the
right sources. It's easy to get misdirected or overwhelmed by the staggering quantity of available
information. Stay focused on research that includes assessment of consumer demand, consumer
profiles, competition, pricing, packaging, foreign regulations, shipping, and distribution (among other
things). In addition, companies need to look internally at their strengths and weaknesses in relation to
their action plan. That means evaluating corporate resources, human assets, internal knowledge base,
and the company's own culture (perception, loyalty, motivation) in the context of the new reality and
new international structure before determining whether expansion opportunities are viable and
warrant penetration into new markets.

NEGOTIATIONS AND THE IMPORTANCE OF
CULTURAL TUNE-IN

After months of preparation to enter the global marketplace—including extensive market analysis,
identification of a target market, numerous product modifications, and the development of an
elaborate market entry strategy—it's finally time to seal the deal! But not so fast. Sealing that deal
successfully will require tremendous finesse in terms of international negotiation skills.

The fact is that cross-cultural negotiations can make or break even the most carefully executed
global expansion efforts. Not to mention, for example, that both Asian and European countries have,
as a matter of survival, developed expertise in negotiating in an international marketplace and are
light-years ahead of the United States in this proficiency.

Beware: The skills required to negotiate successfully in your own country do not necessarily
translate to success abroad. In fact, past strengths can be future weaknesses on the international stage.
The key is to identify which skills cross over, which skills require retooling, and which skills are
simply missing from the toolbox. Most importantly, businesspeople should never assume that
knowledge and understanding of the business operations and finance of the target company, no matter
how in-depth, will compensate for lack of cultural understanding in the negotiating process. It won’t.
Cultural awareness is no longer a nice skill to have; it's essential for success overseas.



For example, negotiation, as it is understood in the United States, is the process by which interested
parties resolve disputes, agree on courses of action, bargain for an individual or collective
advantage, and attempt to create a win-win outcome. Internationally, however, negotiating has much
more to do with understanding people and their customs and developing relationships. Unfortunately,
many U.S. executives are unfamiliar with this dance and mistakenly launch directly into the technical
phase of negotiations. Such short-circuiting of the negotiating process will lead to frustration,
disappointment, squandered resources, and lost opportunities.

STRATEGIC DUE DILIGENCE

Some of the fundamental importance of cross-border strategic due diligence lies in the following
statements:

e Even the best financial and legal due diligence practices do not uncover the whole story
for any given prospect, and certainly do not guarantee success.

e Neglecting cultural due diligence can have consequences no less disastrous than neglecting
legal due diligence.

e Strategic due diligence is increasingly being demanded by boards of directors.

While all mergers and acquisitions require bridging the differences between different corporate
cultures, this task becomes even more daunting when you add in the effects of national cultural
differences, distance, and language barriers. In many cross-border M&A deals, the effort involved in
cultural integration proves more difficult and just takes longer than expected, not to mention that the
rate of failure is pretty high. Part of the problem stems from the difference in mind-set and the
interpretation of business transactions and conduct, and also from local transparency practices. In the
United States, people are used to very clear guidelines for the law and the ability to enforce
judgments and actions. In quite a few countries, such as in the Middle East or in Latin America, there
are elite groups to which the laws may not apply in regard to their actions and that expect to get a free
hand 1n almost everything that is done.

As an example, Fellowes, Inc., based in Itasca, Illinois, confirmed in 2010 that its Chinese joint
venture partner, Jiangsu Shinr1 Machinery Co., Ltd., had blocked all shipments at Fellowes's
manufacturing facility in Changzhou, China.l Fellowes had had a successful 12-year association with
its Chinese joint venture (JV) partner. The relationship evolved in late 2006 from a third-party
relationship to a cooperative joint venture. At that point, Fellowes gained 100 percent control of the
operation and the Chinese partner ceased to be involved in the operations. The terms entitled the
Chinese partner to an annual return on its investment. Fellowes had met this obligation each year.

The shipment stoppage was unilaterally imposed in August 2010 by the Chinese partner to force
Fellowes to radically change the key provisions of the contract and board resolutions with the effect
of shifting power, control, and financial gain to the Chinese partner. In spite of Fellowes's efforts to
negotiate a settlement with the assistance of the government, the demands from the JV partner have
continued to grow with no willingness to compromise or find common ground.

Problems began in late 2009 when a dispute broke out between the two brothers of the Chinese
partner company, Shinri. The dispute resulted in Fellowes's longstanding partner leaving the business



and his older brother taking over. Tensions mounted over the ensuing months, but the stoppage of
shipments came as a surprise to Fellowes as the shutdown dramatically undermined the Chinese
partner's economic opportunity.

Fellowes continued to work with Chinese government and party officials with the help of the U.S.
government. The Chinese government has assisted Fellowes in this dispute but so far has been unable
to lift the blockage. In the meantime, Fellowes is diligently working to create alternative products and
new supply chains to bring its affected machines back into the market.

Other problems arise from a lack of understanding of the basic rules that govern how business is
conducted in different cultures. For example, when working with Japanese colleagues, failing to
understand the importance of maintaining the appearance of harmony and agreement (even when
neither actually exists) risks creating serious discomfort among coworkers or causing offense at
meetings with behavior that would be viewed as perfectly acceptable in a Western context.2 In the
Middle East, sharia, or Islamic law, influences the legal code in most Muslim countries. A movement
to allow sharia to govern personal status law, a set of regulations that pertain to marriage, divorce,
inheritance, and custody, is even expanding into the West.

Language 1s the mirror to the nation's culture as well as the corporate culture and is another barrier
to the successful completion of a cross-border deal. With a few exceptions, it is seldom practical for
an acquirer to impose its language on the acquired company. In many cases, enforcing the acquirer's
language stirs up resentment that makes cooperation even more difficult. This is especially true when
the two countries represented in the deal have a long and troubled history—such a language
imposition winds up opening old wounds.3

Also challenging is developing a team spirit post-M&A, and physical distance only complicates
this important process. Without regular opportunities to meet face-to-face, misunderstandings can
easily arise. This can lead one group to conclude that their remote colleagues are incompetent or,
worse, not acting in line with the organization's overall strategy. Add in language differences and
culturally driven behavior, perceptions, interpretation, and expectations, and the risk of
misunderstandings increases, making successful cross-border cooperation even more difficult.4

A final area of concern is the reaction of national governments and consumers who face losing
control over critical strategic assets or iconic brands. For example, when a foreign company was
rumored to be considering the acquisition of Danone, the giant French company known for its yogurt,
Prime Minister Dominique de Villepin declared that the government would come to “the defense of
Danone's interests and the French future of Danone.” The flap led to passage of a “strategic sectors”
bill, dubbed “The Danone Law.” A similar outcry in the United States greeted Belgian brewing giant
InBev's proposed acquisition of Anheuser-Busch, makers of revered American beer Budweiser.
However, that deal was finalized.5

Rigorous due diligence conducted by a team of people who possess a deep knowledge of the local
language, customs, and legal requirements is essential. During the due diligence stage, close attention
is needed to ensure that the potential value of the target is being fully captured. In particular, the
transfer of rights (including intellectual property) and assets, as well as access to favorable supplier
contracts, must be carefully considered in the context of the culture and the way business is conducted
in that country.6 A contract may outline certain terms, but there are other issues—unwritten rules and
agreements—that can be found only when talking to local people and only after establishing a trusted
working relationship. Again, anyone can see the tip of the iceberg, but it takes a trained eye to see the
real danger hidden under the water.



Too often, U.S. businesses are hastily lured into specific global markets by competitors before
extensive due diligence is complete. Many simply hunger for market share and quick profits and fail
to do their homework. As such, they neglect to ask the right questions, do their research, gather data,
and analyze that data carefully in order to establish a detailed strategy and comprehensive plan for
international expansion. Erroneously, some businesses just assume they have to expand and fail to
consider the long-term versus short-term implications of globalization. Consequently, over half of
U.S. global ventures end in failure and valuable resources are squandered.

International due diligence requires a company to go beyond traditional M&A work and consider
variables that are unfamiliar to most companies and to most businesspeople who lack cross-border
experience. Because you don't know what you don't know, unintentional mistakes are made and rarely
corrected in time. Avoid this by identifying the right team of experienced people—people who can
obtain and interpret actionable data concerning the political, national, corporate, and human culture of
the targeted company as it relates to the ongoing business operation. Ignoring or misunderstanding
these issues will jeopardize a company's M&A initiative.

In emerging markets, increasing wages and social benefit obligations may not be deal breakers, but
it is critical that these and other human capital costs be included and played under several scenarios
for a number of years if a buyer is to get a more realistic picture of a target company's value and of
future integration issues. The lack of transparency combined with the greater overlap between
political, regulatory, and economic policies in emerging markets adds to the nature of
unpredictability, and therefore requires more due diligence, data points, and sensitivity to cultural
nuances.

The more a country falls into the category of emerging market, the more likely it is that political red
tape will slow the pace of progress, and that labor laws will vary from one jurisdiction to another.

Other issues may include the limit on the number of foreign nationals who can be brought in to
assume key responsibilities and the issue of local employee loyalty and how to maintain it. U.S. firms
face the Sarbanes—Oxley issue, since most companies in the emerging markets are not obliged to
comply with that regulation.

All of this means that from the very first stages of negotiation, and certainly before a letter of intent
has been entered into, the parties in a cross-border transaction must think carefully about their legal
assumptions and question whether they apply before coming to the negotiating table. Legal counsel
can certainly assist in this endeavor, but it is up to the business people to raise the issues in a timely
manner and ensure that their vision is satisfied. Such successful negotiations occur only when both
sides understand and trust each other and are willing and able to engage in a process of meaningful
information exchange. Although it may sound simple, it isn’t.

POSTMERGER INTEGRATION: ARE THE ODDS IN
YOUR FAVOR?

Most international acquisitions or mergers fail after closing, during integration. Initial price
negotiations, while certainly important, are rarely, if ever, the primary reason for failure. Most often
it 1s the cultural evaluation of a target company that creates problems. Will its employees remain
loyal? What motivates them? How about the customers? How will these issues affect operations and
the business's chances of future success?



A well-planned post-M&A integration enables:

Companies to achieve business objectives
The business to grow more rapidly

Failure at this stage causes:

Lost customers

Lost employees

Lost focus on the core business

Damaged image in the marketplace
Reluctance to undertake future M&A deals

Companies can prevent late-stage integration issues from derailing an otherwise-sound
international expansion initiative by following these additional guidelines:

Practice cultural due diligence. Determine how the target company operates in a broader,
human-capital sense. How will customers and employees view a foreign company moving
onto their turf? What's the work ethic of its employees? How is productivity viewed,
measured, and maintained? What's the management style of its executives? Who are the
company's main competitors? How stable is the political environment? Are there any
conflicts with the U.S. Foreign Corrupt Practices Act?

Make a strong commitment. Peter Drucker once said, “Unless commitment is made, there
are only promises and hopes ... but no plans.” Management has to be on board 100 percent
—on both sides! Developing an international market requires enormous energy, knowledge,
managerial buy-in, and an understanding of business practices in other countries. Few, if
any, companies have the resources to go it alone. They'll need a non-U.S. view of the world
and the assistance of people experienced in global business transactions.

Be humble. The brash, pushy approach of the rugged American businessperson doesn't cut
it in the global arena. Successful international business leaders possess a quiet, respectful
humility combined with a passion for learning, understanding, and practicing how people in
other cultures live, work, and like to be rewarded. Customers in different countries have
unique ways of relating to products and services. Their lifestyles vary greatly, along with
their values, priorities, and buying habits. Savvy international businesspeople blend in and
adapt to the cultural norms of whatever market they're serving. In this respect, cross-
cultural or intercultural diversity as a corporate principle is an absolute requirement for
business survival and long-term profitability.

Educate your team on cross-cultural communication. Research shows that communication
between culturally different organizations is often plagued by prejudice and stereotyping on
the part of the acquiring company's managers. Poor or insensitive communication between
managers and the target company's employees can absolutely derail an international
venture's chance for success. With proper cross-cultural training, these problems can be
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e Ask for help. Seek guidance from an experienced, hands-on international business expert—
someone who thoroughly understands how to do business internationally and in that specific
region. Such a professional is sensitive to the national and corporate cultures of both the
client and target countries and will be able to guide you and put some of the essential
policies in place. For example, what does it mean when foreign business executives
become quiet at a key meeting? Are they in agreement or disagreement? Are they insulted?
Are they trying to hide their laughter from you? How does the country's ethical system differ
from that of the United States? Is corruption rampant? Will the U.S. entity be competing
with businesses owned by relatives of the country's president? (If so, good luck!) While
there are no guarantees in any business venture, the right international business expert can
make a dramatic difference in and increase the chances for ultimate success.

Since almost 40 percent of corporate revenues are spent on people (salaries, benefits, hiring costs,
etc.), due diligence must focus on all issues related to human capital in every phase of the M&A
process—and the earlier the better. In Japan, for example, a deal that fails to demonstrate tangible
benefits for target company employees, and not just the acquirer's shareholders, may not get off the
ground. In China, wage inflation is becoming a serious problem for owners, and India is fast running
short of technically trained people.

FROM THE START: THINK INTEGRATION

Sixty-five percent of cross-border mergers and acquisitions fail. Some deals never emerge from the
initial phase of negotiations and due diligence while others fall apart in the latter stage when the
acquisition is being integrated into the mission, vision, and values of the acquiring organization. For
these latter failures, the cause is a lack of foresight. Too often, dealmakers are so consumed by
making the numbers work that they fail to establish a front-end strategic integration plan that details
how the business will operate post-M&A. Instead, consider integration at the outset of any talks. It's
never too early to start thinking about integration and what issues it may trigger. Companies making
their first international acquisition must realize that integrating a foreign business into an organization
that has been optimized for operation in a single country will require additional resources. For
example, the volume of work required to accommodate multiple currencies, reporting requirements,
and local employment laws 1s often underestimated, leaving the acquirer poorly prepared to operate
as an integrated whole.

A word of caution here: Do not rely on the CPA, the attorney, or the investment banker to perform
the strategic integration plan. First, this team of dealmakers already received its payment in full
(whether a lucrative commission or a hefty fee) when the transaction was officially completed and no
longer has a vested interest in the success of the transaction. Second, the essential questions are
strategic in nature and require the foresight of a global business expert—someone who can ask the
right questions, gather the requisite data, and evaluate the information in a cross-border context.

Another reason why integration issues must be addressed early is that businesses operate very
differently in other countries. For example, a business in Malaysia cannot be run the same way a
business is run in the United States. In addition to cultural differences, there are environmental,
political, and legal differences that need to be understood and factored into an overall assessment and
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the evaluation of the viability of the venture. In some countries, for example, the government has
tremendous influence on how, when, where, and whether business can be conducted. The government
might also reserve the right to retroactively institute changes that could result in land, buildings, or
certifications being revoked. Without cause, some governments can simply eject a company from the
country with no explanation. In one recent example, a mining company with operations in Africa was
conducting business as usual on Monday. By Wednesday, it was shut down and management was told
to leave the country. Their mining certificate was revoked and they were provided no explanation.

ACQUISITIONS THAT BUILD VALUE

The vast majority of acquisitions fail to meet the pre-acquisition objectives two years afterward.
Even three years following an acquisition, only a mere 12 percent of companies report that overall
growth has surpassed the pre-acquisition period. In other words, 88 percent of acquisitions are still
trying to figure out what went wrong three years after the deal is complete. This failure to succeed, at
least immediately, is often the result of limited time spent addressing and planning important aspects
of the cultural integration of the two unique businesses. Rather, the acquiring company seeks to
imprint its own culture on the acquired company and appears surprised by the issues that result—
issues that should have been discovered and planned for during the due diligence phase.

But it doesn't have to be that way. Savvy businesspeople can improve the likelihood of success
with a more relevant distribution of due diligence and an emphasis on post-deal integration. If 80
percent of the risk comes from the soft issues, that's where the focus of efforts should be directed. By
extending the principles of traditional due diligence, businesses can make more informed decisions.
Remember, even when the numbers look good, the deal can become a disastrous failure if the soft
issues are not properly addressed. Learn about the culture of doing business; learn about the legal
system and how it may affect your new venture; and learn about the political environment and any
implications for daily business.

Although the art of cross-border postmerger integration is still evolving, there are three best
practices that can be distilled from observing the most successful deal practitioners.

1. Set Clear Expectations and Invest in High-Quality, Two-Way
Communication

Clear communication is the basis for post-acquisition cooperation between the two companies’
management teams. When cross-border deals go wrong, lack of clarity about goals and objectives,
compounded by poor and deteriorating communications, is frequently the cause. In addition, careful
attention is needed to ensure that remote companies fully understand the overall corporate direction
and have an opportunity to customize the strategy to local requirements.

For best results, companies should bring together management teams across borders on a regular
basis, whether through face-to-face meetings, management rotation, or other methods. For example,
critical factors in the successful integration of Abbey National into Banco Santander included a three-
year plan with ambitious objectives, strong internal communications, and the assignment of key
Santander managers to work with Abbey on a day-to-day basis.

Some best practices in this area include:



e Early integration of key leadership of the acquired company into the appropriate
information and decision-making forums. This gives leaders access to the larger corporate
context and ensures that local decision making is aligned with overall corporate direction.

e Selective use of headquarters management to support the leadership of acquired companies,
rather than second-guessing or overruling them. These assignments should be treated as
both sensitive and critically important for realizing the value of the acquisition and not as
an opportunity to offload managers for whom no other obvious role is available.

e Headquarters’ attention focused on critical decisions that will drive value in the
acquisition, rather than micromanaging local activities or imposing rules and procedures
that may not be appropriate.

e Investment in high-quality, two-way communications between the parent and the acquired
company. This provides transparent visibility of performance, early warning of potential
problems or changes in direction, and clear roles and responsibilities on both sides for
maintaining these links.

2. Acknowledge Cultural Differences but Simultaneously Create a
Common Corporate Culture with a Single Goal: Achieving High
Performance

The rules of etiquette tell us that it 1s rude to refer to national stereotypes, profiling, and so on, or to
base expectations of behavior or performance on cultural background. There are systematic
differences in both values and behavior between countries that will color interactions between
individuals of different backgrounds. Understanding these can be extremely useful in avoiding
misunderstandings. Here are some examples:

e Germans dislike uncertainty.

e French are inclined to be skeptical and self-critical.

e Japanese place a high importance on correct form and ceremony.

e Swedes prefer decision making based on consensus.

e British have a high tolerance for ambiguity and use humor in ways that foreigners often find
puzzling.

e Americans are less formal than Europeans.

One advantage of openly acknowledging cultural differences is that it sets the stage for a broader
examination of the larger postmerger company culture, and creates an opportunity for the two entities
to work toward a single shared culture that is more supportive of high performance. Conversely, the
failure to acknowledge and adopt superior practices of the acquired company can result in lost value
opportunities, usually accompanied by the departure of key individuals.

One merger in the banking industry, for example, combined two companies with very different
attitudes about the organization of international teams. The smaller acquired company favored a more



informal approach, while the larger acquiring company relied more on formal structures and
procedures. Rather than examining these differences and evaluating their relative merits, the large
company's approach dominated by default, resulting in the loss of key skills and management, and,
ultimately, the closure of several international sites.

Some best practices in this area include:

e Conduct cross-cultural training workshops and one-on-one coaching sessions to raise
awareness of and sensitivity to cultural differences. These should cover both national
differences and those arising from different company cultures.

e Use tools such as the Accenture Culture Value Analysis to objectively assess both
organizational cultures, from the macro level down to individual functions and departments.
The purpose is to establish a baseline against which change can be measured and to identify
potential areas where gaps are likely to create integration problems.

e Develop a clear description of the desired postmerger shared culture, one that combines the
strengths of both organizations.

e Implement formal programs for cultural change sponsored and driven from the most senior
levels of the organization.

3. Move to a Cross-Border Operating Model

The recent surge in cross-border mergers is part of a broader set of trends that reflect how companies
are adjusting their strategies to compete in a world in which customers and suppliers are increasingly
global. The best international competitors are simultaneously leveraging the benefits of global scale
and configuring activities to ensure a highly tailored response to local customer needs.

For many companies embarking on a cross-border acquisition for the first time, the temptation is
twofold: (1) to make as few changes as possible in the structure and management processes of the
newly acquired company, and (2) to look for the most straightforward way of connecting them to an
existing operating model. While this is often a safe near-term strategy, over time the failure to exploit
the benefits of scale can add up to significant lost profit opportunities.

More sophisticated acquirers will move to realize the obvious cross-border synergies, such as
leveraging purchasing scale or moving to shared back-office services. At the same time, the continued
duplication of management structures, the inefficient distribution of assets, and the dispersion of
critical skills across multiple geographies often remain as unexploited opportunities for profit
improvement. Companies that develop superior skills in selecting, evaluating, and integrating cross-
border acquisitions will benefit from faster growth and higher profitability. Those that struggle are
more likely to become acquisition targets themselves.

The Legal Environment and the Acquisition Process

An understanding of local customs is critical to any successful venture in an international transaction.
This is particularly true in the case of an acquisition transaction in an emerging market. Before sitting
down to draft, an acquirer should take due note of a prevailing local custom relating to contract
drafting. Some may be surprised to discover that the execution of the final acquisition documentation



simply marks the beginning of the next round of negotiations. In fact, in some countries it is customary
to incorporate vague language and imprecise terms in the documentation on the implicit understanding
that there will be later negotiations.

An acquiring company should also have a good understanding of the enforceability of contracts in
an emerging-market environment. In some countries justice delayed is not only justice denied, but it is
also commonplace. Even where the court dockets are not overloaded, the quality of justice may be
strained. While local arbitration is an option, foreign interests often believe that local arbitrators tend
to favor local interests. If the acquirer has sufficient bargaining power to dictate governing law and a
dispute resolution mechanism (e.g., arbitration in another country), the acquiring company may find
enforceability of a decision problematic. Enforcement may require utilization of the same local courts
that the dispute resolution process was designed to avoid. Moreover, it is particularly important to be
aware of the sacred cows embedded in the public policy of a developing country. Courts in an
emerging country may find that, without regard to the merits of a decision that has been rendered, a
particular dispute resolution mechanism itself violates public policy.

Both developing and developed countries have laws that prohibit or limit acquisitions by foreign
companies of key resources or entities operating in sensitive industries such as banking, energy, and
the like. Developing countries tend to have broader restrictions and a nondomestic acquirer often
confronts laws that dictate both the nature of the acquiring entity (e.g., a joint venture vehicle) and the
percentage of ownership that the nondomestic acquirer may hold. An acquiring company may find that
the acquisition will not be effective until one or more governmental agencies have blessed the
transaction. In addition to governmental approval, local law may require that the transaction receive
the imprimatur of the local labor force.

Acquisition due diligence may well encounter difficulties resulting from the local legal
environment. For example, relevant public records may be incomplete, nonexistent, or difficult to find
due to bureaucracy. In certain countries it is common practice to avoid formal real property transfer
mechanisms because they are time consuming, expensive, and tainted by corrupt practices. This
complicates the determination of something as basic as land ownership as well as the ability to
determine whether there are third-party liens attaching to property of interest. Of course, it is not
unusual to encounter private records that are incomplete at best and accounting that is unreliable.Z

The Legal Environment and the Conduct of Business

It is not unusual to encounter a decidedly uncertain legal environment in emerging markets. Just as
Section 1 of the U.S. Sherman Antitrust Act, with its unreasonable-restraint-of-trade language, has
provided fertile ground for interpretation, so also many laws of emerging markets leave a great deal
to interpretation. Some governments prefer this arrangement because it permits them the flexibility to
effectively adjust their laws to changing circumstances without the necessity of amending the laws via
a legislative or administrative process. Local counsel is an invaluable aid in determining which way
the wind 1s blowing, but certainty can remain elusive.

Another hurdle to conducting business in an emerging market is often the requirement to