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State Equity is Different

State Equity is a bespoke
corporate advisory group that
works with:

e Emerging small cap
companies;

e Growing private businesses;
e Talented entrepreneurs; and
o Wise investors.

We help our Clients achieve
any viable business aspiration
ranging from business
commercialisation, expansion,
restructuring, through to
divestment or listing.

Leveraged Build Ups

What is a Leveraged Build Up?

A Leveraged BuiiUgoUpypliBE) |l gr i aRol ves

a number of small firms within the same industry for the purpose of
creating a single and more valuable company.

This can be undertaken by either an existing industry participant
commencing the acquisition of a number of competitors or through the
creation of a new entity for this purpose.

The key objectives of a LBU are to achieve economies of scale, significant
cost reductions and cross selling of products and services through the
standardisation of logistics and operations and the realisation of synergies.

The financial resources for LBU® can be provided by private equity funds
looking for investment opportunities or industry participants capable of
leveraging their own balance sheets.

Favourable Conditions for a LBU

Ideal conditions for undertaking a LBU include:

o Alarge industry which is highly fragmented

o The industry generates high cash flows

o The industry is relatively stable and protected
o The industry lacks a major dominant player

o Funding is readily available from a private equity firm or other
financial backer
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LBU Issues to Consider
LBUs are predominately tailored for
acquisitions within industries that are
significantly fragmented and lack major
dominant participants.

Does the industry meet the criteria for

suitable consolidation?
Some of the major industry factors to
consider before commencing a LBU include:

e What synergistic cost and revenue
benefits are  achievable  through
acquisition?

e Are economies of scale achievable within
the industry and to what extent?

o What is the total size of the industry?

o What is the likely response from the
industry with regard to the LBU?

e How will the LBU impact the current
customer base?

e What will be the consumer sentiment to
the acquisition?

In certain industries, consumers may not be
receptive to a LBU, as the personalised
service and specialisation provided by small
firms may be a key feature of the product
offering. In this situation, consolidation can
potentially result in an adverse effect on the
industry if these issues are not given proper
consideration. It is also important to
establish that significant operational and
financial synergies exist to justify the costs
and risks associated with a LBU.

How many acquisitions are required for a

successfulLBU?

The number of acquisitions in a LBU is not
only dependent upon the amount of funding
available, but also the number of viable
targets. The following considerations can be
helpful in determining the size of a LBU.

e The number of acquisitions required for
achieving economies of scale

e The number of acquisitions required for
achieving cost synergies

o The rate at which acquisitions can be
made and the timeframe for the entire
LBU.

o The number of acquisitions required to
ensure a profitable exit strategy, such as
an IPO or divestment?

It is also critical that due consideration is
give to businesses integration as the
amalgamation of several acquisitions
simultaneously can present significant
logistical challenges.

What will be the cost and complexity of
individual acquisitions?

Successful industry consolidations must take
into consideration the different types of costs
and inherent complexity involved in
undertaking multiple acquisitions. The
specific costs associated with acquisitions
often involve the tax consequences of the
transaction, including the transferability of
tax assets and liabilities as well as the legal
and accounting fees such as those arising
from due diligence.

Incurring these fees on  numerous
acquisitions can make a LBU an expensive
proposition, thus it is important that any
acquirer is fully aware of the likely expenses
before commencing the process.

When undertaking the acquisition of multiple
businesses, it is also important to spend time
to gain a thorough understanding of various
financial and operational structures of the
target companies, and how they may need to
be adapted for successfully integration. It is
essential not to underestimate the time and
resources this phase of a LBU can consume.
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Is the acquiring company a good base from

which to commence acquisitions?

A highly fragmented industry with multiple
small and unsophisticated entities is unlikely
to survive a LBU without a strong acquiring
entity. Ideally, the lead company should
demonstrate the following characteristics.

e A proven business model and financial
history allowing it to act as a barometer
for which all other targets can measured
against

o Access to the required financial and
industry resources

e Highly skilled and experienced
management team

e In-depth  industry knowledge and
experience

Advantages and Disadvantages of LBUs

In assessing the merits of an industry LBU, it
is important to be aware of the following
advantages and disadvantages of
undertaking such a strategy.

Advantages

o The consolidated entity will have access a
lower cost of capital in comparison to a
small individual enterprise.

o Substantial cost synergies can be realised
through, increased buying power and
minimisation of bank and merchant fees,
insurance fees and other miscellaneous
costs.

o Value from revenue synergises can be
accessed as the cross-selling of services
and products becomes easier and
exploitation of specialty areas and
services becomes more cost effective.

o The value of the consolidated entity will
often exceed the total value of the
individual companies, making a LBU a
potentially lucrative strategy. Ordinarily,
small private companies are acquired for
approximately 3 to 4 times EBITDA, whilst
it is not uncommon for the public offering
command a price of 7 to 9 times EBITDA.

o Efficiency of key management is
increased, as the consolidated entity can
justify the implementation of more
sophisticated IT systems and better
administrative coordination.

Disadvantages

o The integration of multiple companies is a
complex and challenging task, given the
likely differences in accounting, business
and IT systems. Different management
styles and business cultures will also
impact on the success of the LBU. A
poorly executive initial integration will
often be further complicated by
subsequent acquisitions.

e The potential for key management of
target firms to oppose the LBU or even
undertake a competing LBU can create
further challenges.

o It is possible that despite a thorough due
diligence and financial analysis, the
synergies associated with the LBU are not
achievable to the level and timeframe
that negates the costs associated with
establishing the consolidated entity.

Risk Management

The following issues and considerations can
be helpful in effectively managing the risks
associated with an industry LBU.

o Integration: The complete integration of
the new entity may not always be
necessary. Some industries may perform
better where a decentralised model is
adopted, resulting in only key aspects
being fully integrated, such as corporate

governance, financial controls and
general reporting guidelines.
e Cultural Differences: The  original

founders from each company may have
differing views on various polices which
may be counterproductive for the entity.
To minimise personality conflicts, a
founder centric governance model can be
adopted, where the founders retain a
majority of the equity and appoint the
majority of the Board and CEO.




STATE EQUIFY GRONR

Attraction of Key Management: To
encourage management to remain post-
acquisition, a two pronged strategy can
be beneficial. Firstly,  short-term
incentives in the form of additional equity
or bonuses based on original company
performance.  Secondly, the use of
delayed incentives, such as  deferred
consideration conditional upon meeting
target earnings, long-term options held in
escrow and
clauses.

Bureaucratic Delays: The use of a
separate lawyer for each participant is
recommended where possible to
minimise the potential for conflicts of
interest. The use of standard legal
documents and acquisition models is also
recommended. Additional measures to
reduce bureaucratic delays include the
use of a o6drag al o
any third party offer to be accepted
provided a majority shareholding is in
favour of the proposition. This reduces

delays from minority shareholders
seeking to improve their financial
position.

State Equity Expertise

The appointment of an adviser with LBU
experience as well as an in-depth knowledge
of capital structuring and leverage methods
can significantly improve the benefits and
reduce the downside risks of such a strategy.

At State Equity, our strong experience in this
field can quickly determine if an industry LBU
is feasible and evaluate the expected return

t h-e o nupseet e @ f on ivestenent for shareholders and financial

supporters.

We can lead and assist with all stages of the
LBU process, including accurately valuing a
business, managing the due diligence
process and public listing of the consolidated
entity.

With the implementation of proper risk
management strategies and optimum
étrlucguﬂng é)f capita'I Hesoyrces, ntherg Iis
strong opportunity to Create sSigni icant value
through the successful execution of an
industry LBU.

D
(7]




STATE EQUIFY GRONR

A

STATE EQUITY GROUP

Head Office: Level 21, 360 Collins Street, Melbourne, Victoria 3000 AUSTRALIA
Tel: +61 39629 9501 Fax: +61 3 9629 9503 Email: connect@stateequity.com.au Web: stateequity.com.au

Australian Financial Services Licence Number 284280
State Equity Group Pty. Ltd. ABN: 77 873 156 924
Authorised Representative of State Equity Group (Aust) Pty Ltd

Disclaimer

This guide is provided for general information purposes only and does not consider any specific objectives, situations or needs that you
may have. You should not rely on the information provided in this guide. State Equity accepts no duty of care or liability to you or
anyone else regarding this guide and is not responsible to you or anyone else for any loss suffered in connection with the use of this
guide or any of its content. For specific advice, please contact State Equity.



mailto:info@stateequity.com.au
http://www.stateequity.com.au/

