Private equity and value leakage are you investor ready?

Lesson #1 Present an uncomplicated capital and ownership structure Lesson #2 Clarify asset ownership

Lesson #3 Review contractual arrangements Lesson #4 Employees

Lesson #5 Update current funding arrangements  Lesson #6 Consider a formal vendor due diligence programme

m | d d |et0 ns | straight talking



middletons

Private equity and value leakage

It is without question that private equity in all its guises and forms
are looking at the middle markets or SME sector as the rich vein for
investment opportunities.

Of key interest to private equity investors are companies:

ready to grow organically
ready to participate in an industry consolidation
facing succession planning issues.

Middletons Private Equity and Principal Investments (PEPI) team has
been very active in the mid market sector and from our experience
those vendors who can present their business in a professional and
investor ready fashion are able to command premium valuations.

There is an innate concept of valuation creation/leakage that results
from the con dence that a professional investor and its advisors
have in the quality and presentation of an investment target.

Robust due diligence on behalf of the private equity investor that
uncovers a raft of concerns leads to an immediate and irretrievable
value dilution.

Those that come through with ying colours can stand steadfast
in their asking price. A well prepared business will be positively
received by an experienced acquirer, who in many cases will be
willing to pay more for the business because of the absence of
problems and because it enables the buyer to move quickly to
integrate and exploit the new acquisition.

Outlined below are some lessons that Middletons PEPI team is
happy to share having undertaken numerous due diligence exercises.
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are you investor ready?

Lesson #1 Present an uncomplicated
capital and ownership structure

A company with numerous subsidiaries, and shareholdings can
lead to complex unwinding issues and valuation leakage given the
investor s lack of clarity over ownership and control issues.

Further, company registers, board minutes accounting records and
tax compliance records should be up to date and readily accessible.

To the extent there are intercompany loans, personal loans to or
from the company, these need to be replaced with third party
debt structures or supported via appropriately drafted arms length
commercial lending documents.

Ensuring that the number of classes of shares on issue are reduced to
their minimum also helps provide the private equity rms and their
advisers obtain a clearer picture of ownership and control.

Lesson #2 Clarify asset ownership

Value leakage is greatest if nancial investors can not clearly identify
ownership of key assets and security of ownership over intellectual
property assets.

Ensure that you have current IT licenses in place (especially for
core operating systems), that all patents, trade marks and logos
are properly registered and up to date, and all real property and
plant and equipment are properly identi ed, registered and valued
in the accounts. This degree of readiness provides investors with a
high degree of con dence and corresponding value security for the
vendors.

Ownership issues also go to mixing personal assets and business
assets. Investors are looking for a clean investment vehicle that does
not mix personal assets of the owners with the business assets that
investors are acquiring. Often value leakage occurs when investors
need to back out assets off the balance sheet to get a clear picture of
the revenue generating sustainable asset base.
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Lesson #3 Review contractual arrangements

All companies rely on arrangements (whether they be written
or otherwise) to support the underlying cash ows that generate
pro ts on which investors base their investment decisions.

To the extent that your company has key supplier and or customer
relationships, these arrangements should be properly documented
in formal contracts.

Arrangements that are seen to be personally based and tied

to the long standing relationship between the vendors and the
suppliers lead to value leakage, whilst properly documented, longer
term corporate based contractual relationships support the value
proposition put forward by the vendors.

Lesson #4 Employees

OH&S systems and processes, employee manuals and all
employment contracts should be current, fully compliant with the
current raft of state and federal legislative regimes, and set at arms
length commercial rates.

Often value leakage results from outstanding superannuation
payment liabilities, accrued annual leave and other statuary rights
which have not been properly documented and or accounted for in
the balance sheet and pro t and loss statements.

Any outstanding employee claims or disputes should be settled and
dealt with as a matter of priority. The uncertainty of litigation and
impending employee claims can lead to a large write down of value.

Lesson #5 Update current funding arrangements

In almost all cases middle market targets will have some form of
current debt funding in place either by way of a working capital
facility, nance leases, invoice discounting facilities or bill facilities.
Often they are secured over stock, debtors or over the whole of the
assets of the business including real property.
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Investors like to see current nancing documents, security
documents and importantly current payout gures. Vendors will
need to obtain the consent of the nancier to any equity sell down
and may require new or alternative funding arrangements to be
put in place. Investors coming into a company want to ensure they
understand where they rank in comparison to any creditors in the
business and which assets are encumbered or subject to mortgages
and charges.

Vendors who know how much they owe, what assets are secured
by those loans and what consents are required to accommodate the
incoming investor, are likely to remove the risk of value dilution that
comes from any surprises resulting from hidden security structures
or complex lending arrangements.

Lesson #6 Consider a formal
vendor due diligence programme

Depending on the size of your business and the process that you
choose to secure a competitive bid process, you might consider a
formal vendor due diligence programme, which essentially aims

to put the company through a rigorous nancial, legal, accounting,
industry and taxation due diligence to bring out all of the issues and
enables them to be dealt with prior to an investor commencing their
own inquires.

This can be used for internal preparation purposes only, or it can be
used as a means of providing bidders with access to information and
insight into the company saving them time and money.

Do it now!

Whatever the course you decide on, be assured that the better
prepared you are, the more professional the company and its records
present, the better the chances you have of avoiding value leakage
and securing the valuation you truly deserve.






