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Q3 2018: deal killers—Part 2

The ongoing trade disputes paired with the eventual movement
towards resolution of the new North American trade agreement
has resulted in mixed results for several of Canada’s broad
indicators.

Navigating a divestiture can be an arduous experience that requires
a balance of patience and preparation for any business owner. A
typical sale process can take anywhere from eight to 12 months, or
longer, and a good number of factors can stall or completely derail
a deal along the way. Understanding some of the common pitfalls
and roadblocks can help business owners prepare for them, and
lessen the potential for these transaction components to turn into
material challenges. Part one of this two-part series was released in
Q2, 2018, and discussed issues such as value expectations, working
capital, business performance, foreign exchange, and shareholder
alignment. Part two of this issue discusses another series of
potential transaction factors that could be faced such as owner and
management succession, transaction structure, tax planning and
structure, and process execution.

XXIn July, the Bank of Canada raised its policy interest rate to

1.50% from 1.25%. Conversely, the U.S. Federal Reserve
maintained interest rates at its 1.75% to 2.00% benchmark
range in August.
XXExpectations for Real GDP growth in Canada for 2018 were

maintained at 2.0%, according to the Bank of Canada’s most
recent July Monetary Policy Report.
XXThe S&P/TSX Composite Index came down to 16,073.14 by the

end of the third quarter of 2018, a 1.3% decrease since the close
of Q2 2018.
XXIn the month of August the Canadian economy lost 51,600 net

jobs, following net gains of 54,100 in July.
XXThe Canadian dollar closed at 0.7736 USD at the end of Q3,

representing a 2% increase from the previous quarter.

Sources: Bank of Canada, Capital IQ, Federal Reserve, Statistics Canada

Owner and management succession
A key risk area for potential buyers surrounds owners’ and
management’s involvement in the business post-transaction.
Owners involved in the day-to-day management are likely to be
asked to remain available for a transition period. For active owneroperators or retiring management, transition periods are a
particularly key consideration; these allow the buyer to find and
appoint a successor and ensure business operations and knowledge
of operational nuances are transitioned smoothly. An example of
this is where a key manager or owner holds long-term customer or
supplier relationships that are pivotal to the business.
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In this instance, an expectation from potential purchasers may
be for longer transition periods to successfully transfer missioncritical relationships. Different expectations for compensation,
the transition period length, and the level of involvement can
significantly impact the viability of a potential transaction, and
there are a few different ways to tackle these issues. First, the
anticipated post-transaction involvement of the owner should
be communicated throughout the sale process in clear and
unambiguous terms. Second, key managers’ compensation
packages should be considered early on including post-close
salaries, benefits, and transition plans to prevent late-stage
surprises that may put the deal in jeopardy. Lastly, offering
flexibility in terms of transition timelines and owners’ post-close
compensation will demonstrate a commitment to pushing a
transaction to close.
Transaction structure
Transaction structures have several functions, and are
often used to bridge valuation gaps, as well as to create an
appropriate balance of risk sharing between a buyer and seller.
Earn-outs are a common provision that pay portions of the
purchase price to the seller at a specified future date(s), based
on the company’s performance. Inherently, large earn-out
components create greater risk for a seller and, conversely, no
earn-out creates risk for a buyer. Earn-out negotiations can
hinder or stop a transaction completely, and business owners
may need to consider this structural element in the interest

of achieving other objectives. Manufacturing firms are often
exposed to numerous uncontrollable factors such as commodity
input prices and foreign exchange. The potential for dramatic
shifts in these variables highlights the importance of carefully
selecting the basis for calculating an earn-out, and focusing the
calculation on elements that the business and management can
influence or control. A great number of potential deal structures
may exist, and offering flexibility in this regard may create the
goodwill or negotiating room required to drive a deal to close.
Tax planning and structure
Conflict can arise from differences in tax objectives between a
buyer and a seller including issues that stem from deal structure
and tax liabilities. While no two deals are the same, tax
structuring can be of heightened importance for manufacturing
firms because many of them own real estate under tailored
corporate structures. Manufacturing firms also frequently have
high-value asset bases due to large investments in equipment
and facilities. Because of this, it is often advantageous for
acquirers of manufacturing firms to negotiate asset purchases
and take advantage of the future tax benefits. Understanding
the tax implications of various deal structures ahead of time
will allow sellers to better evaluate offers if and when they are
received. Furthermore, having flexibility with regard to selling
or retaining any associated real estate, or the sale of assets
versus shares, can also provide sellers with a bargaining chip to
“ask” in other areas of the deal negotiation. Important factors
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for a business owner include minimizing any adverse impact of
tax issues on valuation, ensuring tax assets are reflected in the
purchase price, and minimizing the tax costs of a transaction.
Important factors for a buyer include finding a tax-efficient
structure, protection from historic tax risks, and identifying tax
optimization strategies. As a result of these factors, in general,
sellers prefer share sales while buyers prefer asset sales, and
the conflicting preferences present a potential impediment
to closing a transaction. Assessing the tax alternatives can be
made easier by working with a tax advisor from the beginning of
(or even well before) a sale process so the optimal tax strategy
can be implemented.
Process execution
A lack of a properly executed process can decrease the probability
of a deal closing and decrease the net proceeds a business owner
can ultimately receive from a sale. Poorly planned processes can
be a result of inexperienced advisors or not utilizing an advisor at
all. An experienced advisor can mitigate the factors that stall or
stop a transaction and create value through managing the overall
process, increasing the seller’s bargaining power and bridging the
information gap between buyer and seller. Efficient management
of the sale process creates competitive tension, maintains
confidentiality, stages the auction process effort, provides
multiple buyer alternatives, and ultimately works to reduce
several common deal risks.
Encountering some transaction issues may be unavoidable, but
preparing for the most common pitfalls is key to managing risks
and delays during a divestiture process. Hiring an experienced
advisor can be an important part of this preparation, which
ultimately drives incremental value in a transaction.
Canadian manufacturing M&A activity
An overview of M&A activity within the Canadian
manufacturing sector is included below. Within the relevant
data set, 15 manufacturing deals were completed or announced
in Q3 2018. Select deals have been highlighted below.
Highlighted deals
1. ATS Automation Tooling Systems Inc. (TSX:ATA) entered
into an agreement on September 13, 2018 to acquire
Konstruktion Maschinen & Werkzeugbau GmbH & Co.
KG (“KMW”) for approximately $30 million CAD. ATS
Automation Tooling Systems Inc. is an industry-leading
automation solutions provider to many of the world’s most

successful companies. ATS Automation Tooling Systems Inc.
was founded in 1978 and is based out of Cambridge, ON.
KMW is a German-based supplier of custom micro-assembly
systems and test equipment solutions, which are critical
elements in the assembly of various components used
in electrical vehicles. KMW was founded in 1993 and is
headquartered in Koblenz, Germany.
2. Trillium Health Care Products Inc. was acquired
by New Water Capital on August 21, 2018. Trillium
Health Care Products is a premier contract manufacturer of
category-leading OTC products for some of the world’s top
pharmaceutical companies. Trillium Health Care Products
was founded in 1993 and is based out of Brockville, ON with
an additional facility in Cincinnati, OH. New Water Capital
is a lower-middle market private equity firm focused on
lower-middle market companies in the consumer, retail and
industrial manufacturing and services sectors. New Water
Capital was founded in 2014 and is based out of Boca Raton, FL.
3. Precision Valve Corporation was acquired by ONCAP on
August 8, 2018. Precision Valve Corporation manufactures
aerosol valves, actuators, pumps, caps, closures and related
dispensing products. Precision Valve Corporation was founded
in 1949 and is based out of Greenville, SC. ONCAP is a
mid-market private equity firm based out of Toronto, ON.
4. Prodomax Automation Ltd. was acquired by Jenoptik AG
(XTRA:JEN) on July 10, 2018. Prodomax Automation Ltd.
is a designer and manufacturer of manufacturing solutions
for the automotive industry. Prodomax Automation Ltd. was
founded in 1971 and is based out of Barrie, ON. Jenoptik is
present in more than 80 countries and is active in the three
operating segments including Optics & Life Science, Mobility
and Defense & Civil Systems. Jenoptik AG was founded in
1846 and is headquartered in Jena, Germany.
5. Sigma Industries Inc. (TSX-V:SSG) was acquired by
NanoXplore Inc. (TSX-V:GRA) on July 3, 2018 for
approximately $19 million CAD. Sigma Industries Inc. is
a manufacturing company specializing in the manufacture
of composite products. Sigma Industries Inc. was founded
in 2005 and is based out of Saint-Ephrem-de-Beauce,
QC. NanoXplore Inc. is a manufacturer and supplier of
high-volume graphene powder for use in industrial markets.
NanoXplore Inc. was founded in 2011 and is headquartered
in Montreal, QC.

An experienced advisor can mitigate the factors that stall or stop a transaction
and create value through managing the overall process.
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Manufacturing transactions summary

DEAL ACTIVITY
(STRATEGIC V. FINANCIAL BUYERS)
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Commentary
XX15 Canadian manufacturing transactions were announced or closed in the third quarter of 2018, representing a decrease from

25 transactions in the third quarter of 2017. Of the 15 transactions noted, 10 represent closed deals, with the remaining 5 being
announced but not yet completed.
XXThe composition of buyers and targets by geography remained relatively consistent from 2017 to 2018, with over 65%

representing cross-border transactions.
XX11 of the announced or closed transactions during the third quarter of 2018 involved strategic buyers.

Note: The above deal activity charts present the number of deals involving Canadian targets, Canadian buyers, or both Canadian target and Canadian buyer.
Canadian manufacturing transaction data includes completed and announced transactions under the manufacturing standard industry classification (SIC) codes,
20-39. From this initial database, BDO removed certain broad manufacturing verticals including food and beverage, pharmaceuticals and biotechnology (with the
exception of healthcare equipment and tool manufacturing), and natural resources.
Source: S&P Capital IQ
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Assessing the tax
alternatives can be
made easier by working
with a tax advisor
from the beginning
of (or even well before)
a sale process so the
optimal tax strategy
can be implemented.
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