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State Equity is Different

State Equity is a bespoke
corporate advisory group that
works with

¢ Emerging small cap
companies;

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

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

Selling a Private Company

Introduction
Selling aprivately owned business can be a very difficult issder owners
For most, the business represents the

the thought of leaving the company in the hands obthers can be
extremely challengng. The best way to achieve an effective change of
ownership is toplan and prepae for it without the pressure of time or lack
of knowledge.This guide provides an overview of the options and process
of divesting.

Alternative Exit Strategies

All possible alternatives should be consideredefiore making the decision
to proceed with thesale of a companyas an outright salemay not be the
best option for a growing business. Possible alternatives include:

 Initial Public Offering(IPO)

o Sale of a minority shareholding;

e Intergenerational transfer of shares;

e ManagementBuy Out (MBQ)and

o EmployeeShare OwnershipPl ans ( ESOPds) .

The correct option ultimately depends on a number of both financial and
non-financial issues including:

e Thedesire to maintain a management and/or ownership stake in the
business postsale;

o Whether the goal isto receive the highest possible amount for the
business ormaintain its legacyand/ or reputation;

e The potentialimpact on family dynamics;
e The current peformance and potential future growth of the business;

o Whether the business is structured correctly and has the ability to fully
capitalise on its growth aspirations;

e The financial needs of current owners when planning for retirement or
future business ventrres; and

o Whether current management has the ability and expertise to carry on
the businesssuccessful
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Grooming the Business for Sale

Once a decision has been made to sell a
business, it is imperative that the company is
transformed into the most appropriate and
attractive form before putting it on the market
When undertaking this process it helps to view
the business from the eyes of a buyer. Key
features of this stage include:

e Preparation of accounts to present
consistent improvements in revenue and
profitability;

e Short term cost reductions and
profit improvements to present
strong yearto-date accounts;

o Implementation of an appropriate capital
structure;

o Ensuring the business has an efficient legal
structure in place and that all statutory and
tax issues are in order;

» Discontinuing any unattractive or
unsuccessful product or service offerings
and

o Implementing an internal succession plan
to demonstrate that the business is not
completely reliant on the current owners

Identifying Potential Acquirers

There are two distinct options in terms of an
outright sale of a business. Trade Sale
(strategic) or Private Equity(financial). The
desired characteristics of an acquirer will
depend on the financial and operational
situation of the company andthe future plans
for the business

Trade Sale

Acquirers that look at buying companiesfor
strategic reasons primarily do so as a way of
accessing new markets and/or products and
increasing market share. They typically see the
acquisition of another company as an easier
way of achieving these goals rather than
through organic methods. Divesig to a
strategic acquirer can result in a higher sale
price.

However a tradeoff to this is a reduction in
the certainty of continued employment of
existing managers and employees.

Private Equity

Most private equity firms acquire unlisted
companies as part of an industry consolidation
or rollup strategy.

The general pattern involves the purchase of a
dominant company in a given industry,
followed by the acquisition of subsequent
companies with the objective of combininghe
assets and market shares of all companies to
create one larger business which is then sold
either through a trade sale or most commonly
through an IPO.

Attractive companies to financial buyers are
typically undervalued but with strong
underlying ca$ flows and the potential for
significant restructuring.

It is likely in both cases that the company
being sold will be forced to surrender their
corporate identity and assume the branding of
the acquiring company. This may not be the
case when considerig an IPO,
intergenerational ownership change or ESOP.

When compiling a list of potenal or preferred
acquirers, the key is to identify partiesthat
have a considerable amount to gain from the
transaction. The greater the potential upside,
the greater the likelihood that they will be
willing to pay a higher premium for the
company.

Whethertrade sale orprivate equity, acquirers
will be looking for businesses that when
added to their existingoperations will improve
the value of the combined enterprise Beyond
these synergistic issues, there also needs to
be consideration of t
capacity to fund acquisitions (more important
in trade sale scenarios) and the strategic
direction of the acquiring entity
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Valuing the Company

Before discussions withany potential acquirers
begin, it is essential to consider a valuation
range for the business. To most it will come as
a surprise to discover that the market value
others place on their business is not as high as
they would place onit themselves after years
of hard work and dedication in building the
business to where it is today. When
undertaking a valuation it is

therefore important to remove much of the
emotional attachmentthat may cloudobjective

judgment andseek tovalue the company from
an independent financial point of view.

A valuation is best undertaken at a time before
discussions with targets have been initiated
and especially before any offers have been
received. It is best to create and understand a
range of values so that any offer can be
evaluated within that range. By understanding
the possible value prior to the commencement
of negotiations, it prevents the emotions of a
particularly high or low offer causing any
impact on further negotiation of the offer.

Valuation Methods

There are a number of possible methods by
which to undertake a valuation of the business
and each can yield a different number. It is
therefore a sensible idea to create a possible
range and combine this with a certain element
of common sense and personal judgment. The
most common valuation methods are:

» Financial Statement Valuation: The value of
the companyds assets
assumed by the acquiring company.

e Comparison to Public Companies:
comparison of current trading multiples of
companies of similar size and in the same
industry to the current earnings of the
company being valued.

e Comparison to Similar  Acquisitions:
Analysis of the values which have been
placed on similar pivate companiesduring
comparable transactions.

The

o Discounted Cash Flow Method: Values the
company at the total of all cash flows the
company is expected togenerate in the
future, discounted back to the current point
in time.

In the end, the true value of the company will
be the best price negotiated between a willing
buyer and a willing sellergiven the prevailing
market conditions

Confidentiality

Information on private companies is generally
not publicly available. Therefore when
contacting interested parties it is important to
ensure all information provided in due course
is subject to the signing of a confidentiality
agreement. Howeverconfidentiality should not
only be imposed on interested parties, but also
restricting the provision of information on the
deal to employees, customers, suppliers and
competitors for fear of it affecting the business
environment.

Marketing

First impressions are paramount when

conducting the marketing of the company. It is
therefore essential to present the company in
the most positive light in order to entice any
potential acquirers to continue discussions.
The most effective way to achieve this is
through the poduction of a canprehensive

Information Memorandum (IM).

Information Memorandum
An IM is a detailed summation of the business,
the purpose of which is to provide an

I € Siftrodietdbl to thel cénthany andl its dGivities.

The IM will include information such as
company activities and  history, key
management personnel, relevant financial

results and the reasons for the sale. Any
provided

further information may be
throughout the due diligence process.
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Initial Contact

Care must be taken when initiating contact
with identified targetsdue to the sensitivity of
information that may be provided and the

impression this may give to the market at
large. Some of the most suitable acquirers
may be current competitors to the business
and the provision of an IMthat includes

detailed operational information may be very
valuable tothese competitors

Therefore targets should initially be contacted
by an Adisor to ascertain any level of interest
on behalf ofthe targets before any confidential
information is provided. If it isconsideredthat
the target has a serious level of interest, the
IM may be provided subject to the signing of a
confidentiality —agreenent. Following the
provision of the IM, and provided the target
acquirer has a level of interest, a meeting may
be organised betweenthe seller and potential
buyer.

Preliminary Discussions

The initial meeting may often be followed by a
site visit. The two may be combinedlthough
it is usually recommended that a site visit only
be permitted to those potential acquirers who
exhibit the most genuine interest in proceeding
with a transaction bllowing a preliminary
meeting. Limited information in addition to
that originally provided in the IM may then be
supplied on the basis that it will be used to
formulate a conditional, indicative letter of
offer for the business.

Indicative Offers

A letter of offer provided at this stage of
discussions is primarily a negotiating tool used
to express an interest in the business without
binding the acquirer to any specific terms or
conditions. The letter will however set out a
price to be paid and any key auditions
attached. Such items will be indicated subject
to further negotiation and due diligence.

Negotiation

Negotiating with attractive parties has the
potential to become a very lengthy process if
not handled correctly. It is therefore important
for a seller to appoint a suitable Advisor (at the
start of the overall process)to conduct

negotiations  with all the  shortlisted

counterparties. This alsoprovides sellers with

the flexibility to remain distant from the
discussions in order to present an open
position to all revisions to the offers.

Heads of Agreement

Following negotiation with certain parties, a
O0heés of agreement o wildl
one party with whom the most attractive
proposal has been negotiated. The heads of
agreement is a written account of all key
features pertaining to the transaction that
have been agreed upon throughout the
negotiation stage.

be

Although the heads of agreement is not
intended to legally bind either party to the
deal, certain restrictions will often be imposed
at this stage. The most common limitation is
the introduction of an exclusivity period, during
which time neither party is permitted to initiate

or continue negotiations with another party.
The heads of agreement is therefore often
regarded as a gesture of goodwill on behalf of
both parties to complete the transaction on
the agreed terms, rather than as a legally
binding document.

Completing the Deal

With heads of agreement being reached on
commercial terms, it becomes essential to
engage the services of expertax and legal
advisors to analyse the legal and financial
implications which may arise from the terms
which have been agreed. These lawyers and
accountants should have expertise in
completing transactions of a similar ige and
nature.
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Lawyers play a specific role in analysing the
legally binding offers presented by the
acquiring party. Theamount of time required to
finalise the negotiation process may be very
lengthy and requires constant communication
between all parties.

Accountants become important throughout the
due diligence phase (see below) and can also
provide invaluable advice regrding the
taxation treatment of particular items within
the offer. Capital Gains Tax and GST issues, if
not handled in the most efficient manner, may
result in the vendor receiving significantly less
once the deal has been finalised.

Due Diligence

Due diligence is the process by which
confidential financial, legal and operational
information is exchanged, reviewed and
appraised by the acquirer prior to the
completion of the deal.

Due diligence is one of the most important
steps of the acquisition. Havig made the

decision to acquire the company, the due
diligence process is a comprehensive
investigation to  uncover all relevant
information in the most detailed form possible.
The most common areas examined during due
diligence are:

o Corporate backgroundnformation;
e Managementand personnelstructure;

e Tax and related financial information,
including contractual documents;

e Intellectual property materials, including
patents, licensing agreements, trademarks,
and trade secret data;

e Environmental and
including permits;

safety douments,

¢ Human resources and
documents;

o Documents identifying real or personal
property held by the target company;

¢ Insurance information;

o Authorsations or permits
business; and

o Documents related toongoing litigation or

existing and pending  Government
investigations.

employment

to conduct

The precise scope of due diligence will vary
according to the needs and expectations of the
acquirer. At the completion of due diligence,
both parties will be in a position to finalisehe
offer and complete the transaction.

State EquityExpertise
We are experienced at effectivelglanning and
executing the complete business divestment
processranging from

o Grooming your business for sale;

o Accurately valuing your business;

o Preparing thelnformation Memorandum;
o Identifying acquisition targets

o Negotiating with potential acquirers;

o Structuring the transaction

e Managing the due diligence processand
o Negotiating, and closing the deal.

We achieve superior results by maintaining
client confidentiality and utilising our extensive
knowledge of the business acquisition market.

This enables our Clientgo continue focusng
on the performance management of their
business while we manage the complete
divestment process
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STATE EQUITY GROUP

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

Australian Financial Services Licence Numbe284280
State Equity Group Pty. Ltd. ABN: 77873 156 924
Authorised Representative of State Equity Group (Ausfty Ltd

Disclaimer

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