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Know Your Buyers

By: Paris Aden, Valitas Capital Partners

Synopsis: Are you thinking about selling your business now or in the future?
Know Your Buyers helps business owners consider the types of buyers that
are in the market, how those buyers perceive value, and the advantages and

disadvantages associated with each. Additionally, a real-life scenario provides
practical application.

Read on for our views...
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Strategic Buyers

Strategic buyers are typically larger corporations that see a fit with some aspect of your business and
perceive that synergies may be achieved by combining your business with their own. These buyers
often operate in your industry and have a range of motivations for their interest including access to
new markets, increasing market share, and acquiring strategic management resources, expertise, or
new technologies.

Strategic Buyers: Motivations

Access to new markets

Growth in market

Access to new prod ucts

Access to management/technical talent
Redudtion in operating expenze
Enhanced reputation

Access to distribution channels
Redudtion in number of competitors
Access to new technologiss

Access to new brands

Source: PWC

Strategic buyers have become increasingly active in the M&A market, accounting for 80% of global
M&A deal value in 2016. These buyers are often willing to pay higher prices because of their
expectation of value creation through synergies. In addition, with corporate cash balances at ten year
highs - S&P 500 and TSX 300 corporate cash and short-term investments were sitting at an
estimated US$1.54 trillion in 2016 - there is no shortage of funding for their acquisition programs.
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Global Value of M&A by Buyer/Investor (US$B)

2010 2011 2012 2013 2014 2015 2016

H Financial = Strategic

Global Volume of M&A by Buyer/Investor (# of deals)

2010 2011 2012 2013 2014 2015 2016

B Financial ™ Strategic
Value Creation through Synergies
As we’ve noted, strategic buyers expect acquisitions to create additional value, assuming synergies
are achieved. For example, if a strategic buyer offers a business owner 10x EBITDA for their

business, but doubles the EBITDA through synergies, the acquirer’s effective valuation would be 5x
EBITDA.

Synergies are most commonly realized in the following two forms:

o Cost Synergies: There may be the potential for dramatic margin improvement in your
revenues through economies of scale and/or reducing operating expenses; and
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e Distribution Synergies: (i) selling your products or services through an acquirer distribution
channels; (ii) using your distribution channels to distribute the acquirer’s offering; or (iii) a
combination of both, can have a significant impact on the EBITDA your business generates
post-acquisition.

Channel Leverage New Platform

Broader Product
Catalogue/Solution for
Existing Customers

= Limited Synergies

= New Business that is
Attractive to Acquirer

Channel Extension

= Cost Synergies = |ncrease Revenue through
New Markets

Different

= |ncrease Share of Wallet

Cross-Selling

Products/Services

= Distribution Synergies

= Potential Cost Synergies

Similar Different

End Markets/Distribution Channels

In addition, inventory and accounts receivable reductions can release cash, effectively reducing the
purchase price.

Approach

While often offering the highest valuations because of potential synergies, there may be some
drawbacks to dealing with strategic buyers:

e They are typically slower than financial acquirers

e Some can lack M&A sophistication, which increases execution risk

o There is a greater risk of leaks, temptation to damage a competitor in the marketplace, lack
of experience with handling sensitive information

e Potential channel conflicts could undermine expected distribution synergies
They tend to prefer a 100% purchase

e Post-closing, there is a possibility of closing facilities, displacing people, disrupting business
continuity, diluting your brand and legacy
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Financial Buyers

Our capital markets are currently characterized by the strong interest of financial buyers that want to
invest in private companies. These financial buyers include private equity firms, hedge funds,
venture capital firms, some business conglomerates, investment firms belonging to wealthy families,
family offices, as well as some ultra-high net worth individuals.

For these acquirers, buying a robust, stand-alone company is motivated by the expectation that they
can generate strong equity returns, creating added value using a combination of debt and enhanced
financial performance. This can entail improving an underperforming business, expanding it
organically, or making a purchase of a platform company to initiate a broader program of add-on
acquisitions in an industry where economies of scale are important.

Revenue and Employment Growth: 2016

10.0%

8.1%
6.9%
5.4%
4.4%
I 2.4%

Middle Market Firms PE-owned Middle Market Firms S&P 500 Firms

H Revenue Growth B Employment Growth

In fact, add-on strategies are growing in popularity among financial buyers who are targeting smaller
firms to mitigate high valuations associated with large acquisitions and increasing competition from
strategic buyers. An add-on strategy enables financial buyers to tap the value creation potential
typically reserved for strategic (corporate) buyers.
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Global Median Enterprise Value/EBITDA Multiples

B EV Under $25M
mEV $25M-$250M
EV $250M+

2012 2013 2014 2015 2016
EV Under $25M 5.2x 5.5x 5.1x 5.4x 5.6x
EV $25M-$250M 7.6x 6.6x 7.7x 7.4x 7.4x
EV $250M+ 9.7x 9.6x 9.6x 10.8x 11.2x

US Private Equity: Add-on vs Non Add-on Deal Activity

oo 61% 616
0,
53%  54% > . 56%
48% 49%
45%
2785 2667 2682
2325 2367 -
2234 2107 2049 117 7j120
1439 116 963
993 952
123 107 7SI 038

2011 2012 2013 2014 2015 2016
Add-on as % of Total Deal Activity

2006 2007 2008 2009 2010
m Add-on mmm Non Add-on

Why does this matter to you? Financial buyers have become increasingly prominent in the M&A
market, particularly in the US. Currently, there is approximately US$906 billion in private equity “dry
powder” - that is uninvested equity capital looking for a home, much of it with a time limit to be
invested. When availability of debt is factored in as a funding source for this activity, this amount

more than doubles to over US$1.8 trillion.
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In Canada, we can expect private equity investors to become increasingly active, particularly US
funds looking to less mature markets to gain an edge. It is estimated that buyout capital under
management in the U.S. represents approximately 5% of GDP, while in Canada it's only about 1%.
There has also been a persistent 20% Canadian buyout discount relative to valuations paid on US
buyouts. While this discount has been eroding, we expect this to escalate as more US private equity
funds pursue investment opportunities in Canada.

Value Perception

Financial buyers target returns over their planned holding period, and typically expect to realize two
to five times their initial equity investment. The acquisition valuations they pay vary significantly by
industry, geography, and size of transaction. Common characteristics include:

High financial leverage - Using higher levels of debt to finance acquisitions increases returns
on equity investments and increases risk profiles. The target company will be leveraged with
debt proceeds used to pay for part of the acquisition price; the current market level is 50-
55% debt;

Control investments - This is usually the case, although minority investments are becoming
more common;

Exit - Typically in three to seven years; and

Management retention - This is important, and includes significant performance incentives.

Approach

Financial buyers are generally fast-moving and sophisticated. This impacts the sales process and
potential outcomes:

They know how to handle sensitive information;

They are skilled at operating within sale processes and are more likely to table an attractive
price, followed by an aggressive “due-diligence grind,” reducing value;

They often require unique structural features and strong contractual protection;

Valuations and execution risk are closely tied to credit markets, particularly in the US; and
They usually require that management stay in the business for more than a year and
maintain meaningful equity exposure of at least 20%.

Christine and Murray: A Short Case Study
Christine and Murray own thriving commercial bakeries.

Both spent decades building their businesses from corner shops to the factories that house their
current operations today.

Both generate healthy revenue and cashflow, at a level that might make their competitors envious.



v

valitas

CAPITATI PARTNERS

Both are still working long, tough hours...maybe longer and tougher than they’d like (particularly in
Murray’s case).

And while both have adult kids, the kids have gone in different directions, and have no interest in the
commercial bakery business.

Those are their similarities, and here are some critical differences...

Murray is 72 years old. He's tired of the long hours, and wants freedom to spend winters in the
Florida sunshine, take up golf, and enjoy time with his grandkids. He’s ready to realize the value from
what he’s built over the past decades and have someone else take over the business.

Christine just turned 60. This milestone birthday has triggered some thinking about how she wants
to spend the next decade. Further thinking has been provoked by her long-time business partner,
who recently announced that she wants to sell her 30% stake in Christine’s bakery.

What will generate the most successful outcomes for Murray and Christine?

Murray

Murray is ready to sell. Unequivocally. He wants the best price that he can get for his business
today, and is hoping to step out completely.

A strategic buyer is likely the best option for Murray. This type of buyer will typically want to acquire
100% of the business, and offer the highest valuation because of potential synergies.

Competitive tension created through multiple bidders will generate the best price for Murray. To
achieve this, he would be wise to retain an M&A advisor to manage the transaction process, as
strategic buyers may have less M&A sophistication and a higher probability of leaking information.
The right advisor will manage execution and confidentiality issues, and minimize Murray’s exposure
to these risks.

Christine

Christine isn’t ready to retire just yet. She wants to exit in a few years’ time, but sees further growth
opportunities in her business that she’d like to exploit first. Things are complicated however, as she
needs to find the capital to acquire her partner’s 30% interest in the bakery, as well as to invest in
future growth.

A financial buyer will be the best option for Christine. While this type of buyer would likely offer a
lower valuation for her business than a strategic, the terms of an arrangement with a financial buyer
will be more attractive to Christine. Management retention is important to a financial buyer, who will
want Christine to retain an equity interest in her business. The financial buyer typically has a three to
seven year investment horizon. At the end of that period, 100% of the business will be sold, most
likely to a strategic buyer. Christine will benefit from the value creation in the business through her
retained interest, and will be able to retire on a timeline that she is hoping for.

As in Murray’s case, Christine should consider retaining an M&A advisor to create competitive
tension in the sale process, to negotiate the terms of the transaction, and to manage the process.
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The outcomes:

Murray

After entertaining multiple offers, Murray sold his business to a multinational bakery that wanted a
platform to enter the Canadian market. He’s currently living his dream and enjoying his
grandkids...and he’s seen huge improvement in his golf game.

Christine

Christine, supported by her M&A advisor, negotiated an attractive agreement with a financial buyer
(a private equity fund). The buyer acquired 80% of the bakery, including the share of Christine’s
business partner. Christine retained a 20% interest, and continued to run the business for the next
five years. During that period, the financial buyer provided capital for Christine to develop a new line
of specialty breads that boosted the bakery’s top and bottom lines. When it was time to exit,
Christine sold her remaining 20% (alongside the financial buyer) for more than her initial transaction
with the fund.

The Takeaway...

If you are considering a sale of your business, keep in mind that the best business transition process
is one that accesses the optimal buyer universe and considers which potential acquirers are most
likely to see value in your business, balanced against your non-monetary objectives.



About Valitas

Valitas Capital Partners is a relationship-focused
merger & acquisition (M&A), corporate finance, and
strategic advisory firm. We collaborate with ambitious
owners of high-performing businesses with a potential
value of at least $100 million, to discover, unleash,
and realize their full business value potential.

Owners and their leadership teams rely on Valitas
when they:

=  Want to triple the value of their business in five
years or less, but realize they lack the expertise
and experience to achieve this alone.

Want to sell their company now, assured they will
look back after the transaction knowing they got
the best possible outcome.

Seek the peace of mind of taking some chips off
the table now, to secure their family’s financial
future without giving up control or the future
increased value in their business.

Are anguished they had to say no to growth
opportunities they worked so hard to create
because their bank cannot keep up with the needs
of their fast-growing business.

Are frustrated at the lack of traction they are
getting with their acquisition efforts, whether it is
not seeing enough quality acquisition
opportunities, or by wasting time and money
coming up empty-handed in auctions.

Are dispirited by the significant investments in
expensive specialists, technology, systems, and
financial modeling capabilities required to execute
their audacious strategic goals.

Are intrigued by the idea of selling their business
to their management team over time but want to
recognize the full value now, while getting their
cash payments as quickly as possible.

Contact Us

161 Bay Street
Suite 4260
Toronto, Ontario M5J 1C4

416.556.0898
www.valitascapital.com
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Paris formed Valitas to meet the unanswered
needs of ambitious business owners seeking
to:

= At least triple their business value in five
years or less; or

= Are seeking an elite advisory boutique as
their trusted advisor for their complex,
mission-critical transactions.



