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“Only when the tide goes out do you discover who’s been swimming naked.” - Warren buffett

In our last Perspectives newsletter (March 2016), we noted that valuation
multiples for middle-market North American private equity transactions
exceeded the highs seen in 2007/2008 leading up to the financial crisis. In
particular, it was noted that private equity acquirers were paying
significantly higher multiples for larger companies and those exhibiting
above average profit margins and growth. While there are no obvious signs
of an impending correction we pondered the long term sustainability of the
lofty multiples we are seeing and question whether buyers have all but
forgotten the difficulties of the post-crisis years.

The market’s perspective on valuation is constantly evolving and typically
moves in cycles. As we review the 2016 data, it appears as though the
availability of cheap and plentiful leverage along with intense competition
for deals continues to underpin high valuations. We wonder when these

Valuation: Are We There Yet?

Breaking down the transactions by enterprise value highlights the
premiums larger companies typically command, with long-term averages

near-record multiples will revert towards the historical mean. As we saw in
2008, when the credit cycle tightens and valuation multiples drop, private
equity investors and their portfolio companies could be in for some pain.

Given the cross-border nature of North American private equity as well as
its importance to the Canadian M&A market in general, we believe these
trends are instructive for the Canadian M&A market. We are pleased to
share highlights from data compiled by GF Data® and Pitchbook, which both
collect statistics for North American middle-market private equity
transactions.

In this issue of Perspectives, we will look to shed some light on the
transaction activity from 2016, how it compares to earlier years and explore
some of the factors behind the data.

ranging from an average of 5.7x EBITDA for companies valued $10M - $25M
to 7.8x EBITDA for companies valued $100M - $250M.
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Market data from GF Data ® is proprietary and may not be reprinted, reproduced or used in any form without written permission from GF Data Resources LLC or

Crosbie & Company Inc.

WWW.CROSBIECO.COM

CROSBIE



www.crosbieco.com

PERSPECTIVES 2017 PAGE 2

Valuation: Are We There Yet? (contd)

The data also reconfirms something we are seeing in the market - e Greater credit availability from lenders
valuation multiples in recent years are generally in-line with their long . ) . .
term averages for the lower half of the mid-market ($10M to $50M), e Better ability to finance and integrate future add-on acquisitions
while multiples for the deals in the upper half of the mid-market
($50M to $250M) remain significantly higher than their long term However, the significant departure from the long term averages we
averages. At the high end of the mid-market ($100 to $250 million) have seen in 2015 and 2016 can also be partially explained by the
deals were completed at an average multiple of 9.0x EBITDA in 2016,  higher average premiums paid for targets with above average financial
which is more than a full turn of EBITDA above their long term characteristics (referred to as “Quality Targets”). GF Data defines
average. Companies as Quality Targets if over the trailing twelve month period
their (i) EBITDA margins and revenue growth are each above 10% or (ii)
Buyers will typically place a size premium on large companies for a one of either EBITDA margin or revenue growth is above 12% and the
number of reasons, including the following: other is above 8%. Approximately 59% of all 2016 private equity
transactions tracked by GF Data were for Quality Targets (compared to
e A more competitive deal landscape the historic average of 57%) and these transactions were completed

on average at a 19% valuation multiple premium to all other

transactions. This premium remains well above the 2003-2011

e Lower concentration risk (customers, geography, products/ average of 7% but have cooled somewhat from the 24% premium seen
services, etc.) in 2015.

e Generally more stable and professionally managed operations

Deal Volume - Is This the New Normal?

2016 recorded 748 U.S. mid-market private equity transactions. earlier peak in deal volume noted in 2012 was primarily driven by the
Despite deal valuations and leverage levels at or near record highs and expected increase in tax on capital gains in the U.S. and we have seen
the market awash in cheap capital, we have yet to see transaction volumes settle back into a range that appears to be the “new normal”.

volumes reach the high water mark of 817 transactions set in 2012.

However, current activity represents a strong recovery from the post-  Deal activity in Canada has generally tracked the trends we are seeing

financial crisis lows in 2009 to 2011. in the U.S., although we didn’t experience the same tax-driven volume
bump in 2012 and the 2009 decline and subsequent recovery has

The long awaited wave of succession driven transactions as the baby perhaps been less pronounced.

boomer generation transitions into retirement has yet to hit. The

US Mid-Market Private Equity Transaction Activity
(525M - $100M)
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Transaction Leverage

“What, me wor ry 77 - Alfred E. Newman (MAD Magazine)

In 2015, we saw total debt to EBITDA multiples rise to levels in excess  in defaults between 2008 and 2011, it appears that both lenders and
of where they were pre-financial crisis in 2007, and leverage remained private equity borrowers feel more comfortable that this time “it will
relatively unchanged at those levels throughout 2016. We noted that  be different”.

this is partly driven by lenders aggressively looking to deploy capital

and private equity buyers utilizing the debt capacity made available to  We remain interested to see how financial markets and deal activity
them in order to bid more aggressively. While these debt levels are impacted by the new Trump administration and its “pro-business”
caused a significant amount of pain last time round, resulting in a spike agenda.

Private Equity Total Debt / EBITDA Multiples by Transaction Size
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In 2016, leverage levels remained relatively unchanged from 2015 with Canadian banks and other private lenders have also aggressively been
senior and total debt ratios averaging 3.1x and 3.9x (compared to 3.0x  looking for opportunities to deploy capital. As a result, leverage

and 3.9x in 2015), respectively. We note that buyers are essentially available for Canadian mid-market deals feels as though it too is at an
“doubling down” by maintaining higher debt to equity levels and also  all-time high. However, we do not typically see Canadian lenders
paying higher multiples. Larger transactions ($100M to $250M) extend leverage up to the levels seen in the U.S., particularly towards

averaged 4.8x EBITDA of total debt, a 1.5x EBITDA premium over small  the upper end of the U.S. mid-market.
transactions ($10-25M), which is up from the 1.1x spread in 2015.

The following chart shows the average capital structure used to
Private equity buyers continue to utilize more leverage for add-on finance the North American mid-market private equity acquisitions in
deals compared to new platform investments. The total leverage on recent years. The equity contribution has remained near historical
add-on transactions averaged 4.1x EBITDA compared to approximately lows and well below the more conservative capital structures seen
3.8x EBITDA for platform acquisitions completed in 2016. during the period following the financial crisis.
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Transaction Leverage (conti)

Capital Structure - Mid-Market Private Equity Transactions
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PE Portiolio Inventory: Time for Profil-Taking?

US Mid-Market Company PE Inventory and Average Hold Time
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The inventory of companies held by mid-market private equity groups ~ While the decline in hold periods is noteworthy, it is still early to

edged a little higher in 2016, settling in at approximately 5,300 conclude this is a permanent departure from the recent norm. The
companies. Interestingly, in 2016 we also saw the first significant average investee company held in inventory is now of 2011 vintage,
decrease in the average hold time over the past 8 years. Having which was still a somewhat ‘soft’ year for private equity acquisitions.
hovered around 5.5 years for the past 4 years, the average age of As we get further into 2017, we will see companies acquired in 2012 (a
companies held in inventory dropped to 5.1 years in 2016. However, bumper year for private equity acquisitions before the new U.S. capital
this remains well above the average hold period of approximately 3 gains tax rules came into effect) approach the 5 year holding-period
years prior to the crash in 2008. Perhaps the first decline in average milestone. As this happens, we would expect private equity owners to
age is indicative of private equity taking advantage of strong market increasingly look for liquidity options in order to crystallize returns on
conditions to complete exits. their investments.
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Contributing Editor:

Asim Siddiqui is a Director at Crosbie & Company P C MA AW ARD S

and has over 15 years of corporate finance and

M&A advisory experience. For over 30 years, P RIVAT E C AP ITAL

Crosbie has built its reputation and expertise by

providing independent advice and investment D E AL S O F T H E YE AR

banking services to private and public companies,

business owners, families and shareholder groups, 2012. 2013, 2014 & 2015 AWARD WINNER
as well as Boards of Directors. ' y ‘

What Sets Crosbie Apart

Canadian Leader in Selling Businesses

Crosbie has an extensive track record of selling businesses and achieving attractive outcomes for our clients.
For over 30 years, Crosbie has built its reputation and expertise through advising clients on hundreds of
successful company sale, merger, financing and restructuring transactions. As an independent, employee-
owned financial advisory firm, we offer expertise and professionalism without the inherent conflicts present
with many other advisors.

Support of Our Clients’ Objectives

Crosbie helps our clients maximize value and achieve their other objectives by drawing upon our deep M&A
experience and extensive knowledge of financial markets in selling businesses . We run processes designed
to produce competitive tension and multiple options for our clients. Our approach is to act as an extension of
our clients, actively representing their best interests in negotiations while they retain control over key
decisions.

Access to Global Buyers

Our clients benefit from our vast network and global reach. We market companies internationally, both
directly and as the Canadian member of Global M&A Partners, a leading international partnership of M&A
advisory firms in over 30 countries.

Our Expertise & Services

* Company Sales * Mergers ® Cross-Border Transactions
® Exit Strategies * Raising Capital * Valuations

® Succession * Debt Advisory ® Fairness Opinions

* MBOs ® Recapitalizations * Shareholder Advisory

Acquisitions Restructuring * Strategic Advice

Croshie & Company Inc. Please visit our website at
Sun Life Financial Tower www.crosbieco.com
150 King Street West or contact us at 416.362.7726
15th Floor, P.O. Box 95
Toronto, ON M5H 1J9 g
~— GLOBALM&A
PARTNERS

WWW.CROSBIECO.COM CROSBIE



www.crosbieco.com

