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M&A QUARTERLY
Deal killers—part 2

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.
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. 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.

Statistics Canada, Survey on Financing and Growth of Small and Medium Enterprises, 2014.

i

BDC, Business Transition Planning. A Guide For Entrepreneurs.

ii

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
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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. In certain industries, in
fact, few transactions take place that don’t include an earn-out. If
an earn-out is inevitable, it is ideally based on simple calculations
and realistic, attainable projected performance over a reasonable
period of time. 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. Important factors 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 reducing the
number of 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.
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QUARTERLY M&A TRANSACTION REVIEW
Q3-2018 total North American deal volume remained
consistent with the previous quarter, since peaking in
Q1-2018. Continued uncertainty resulting from the NAFTA
negotiations remained in effect until the first day of
Q4-2018, when general terms of NAFTA's replacement, the
United States-Mexico-Canada Agreement ("USMCA"), were
completed. This uncertainty throughout the quarter hampered
deal activity and specifically US and International investment
into Canada in 2018. Investor sentiment in Western Canada
was also hurt after the Federal Court of Appeal overturned
the approval of the contentious Trans Mountain pipeline
expansion. While not a mid-market transaction, the inability
of both private and public ownership groups to get the

pipeline built led some investors to question Canada's
commitment and capability as a destination for profitable
business. At the tail end of the quarter and beginning of
Q4-2018, the Canadian government was able to quell some
of this negative sentiment, when LNG Canada, lead by Shell
Canada Energy, an affiliate of Royal Dutch Shell plc, decided to
move ahead with its C$40 Billion dollar LNG project in British
Columbia. Taken together, the investment decision by LNG
Canada, the pending ratification of the United States-Mexico-Canada Agreement, and Canadian finance minister's pledge
to boost Canada's competitiveness as a result of the US'
reduction of the corporate tax rate, the outlook for Q4-2018
and 2019 appear positive.

Sources:
-- https://globalnews.ca/news/4418485/trans-mountain-pipeline-quashed-federal-court/
-- https://www.shell.ca/en_ca/media/news-and-media-releases/news-releases-2018/shell-gives-green-light-to-invest-in-lng-canada.html
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Total transaction volume decreased 3% between Q2 and
Q3-2018 and 15% on a year over year basis. Average EV/EBITDA
also decreased approximately 20% from Q2-2018 and Q3-2017.
Q3-2018's average EV/EBITDA was 6.9x, which is 22% lower than
the 3-year average of 8.4x. With the positive events that occurred
at the tail end of Q3-2018, in addition to the amount of available
dry powder, it is expected that this decrease in average transaction
multiple is a reflection of the small sample size of the transactions
that took place during the quarter and does not accurately reflect
the persistent competition for deals and the scarcity of high quality
assets which have resulted in a positive deal making environment.

NORTH AMERICAN OVERVIEW
PRICE VS. VOLUME
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In Q3-2018, the four largest industries in terms of transaction
volumes were consumer discretionary, materials, healthcare
and information technology representing, 17.7%, 17.2%, 15.5%
and 12.5% of total deals, respectively. Communication Services
Volu me
increased
4.2% quarter over quarter as a result of the ever-growing
EV/EB ITDA
demand
for increasing digital connectivity. This increase in demand
and transaction volume is the result of 5G networks being rolled
out across North America in 2018. Available capacity and technical
experience have been constraining the rollout, resulting in higher
margin work and an increase in transactions as companies battle
for capacity. Transaction volumes in Q4-2018 and into 2019 are
expected to remain robust. The largest decrease in the quarter was
industrials which was coming off a 3-year high in Q2-2018. Activity
in this industry was hurt by uncertainty resulting from NAFTA,
trade wars and tariffs.
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Canadian domestic transaction levels remained high as they
accounted for 23.8% of total volume which compares favorably
against the 4-year average of 18.6%. As expected, Canadian
companies looking to avoid tariffs and the possible fall out from
NAFTA being cancelled were very active purchasing US based
entities. Canadian-led purchases of US-based companies accounted
for 10.2% of total transaction volume in the quarter which is nearly
twice the amount of the 4-year average of 5.5%. With United
States-Mexico-Canada Agreement secured, we would expect a
decrease in the volume of Canadian purchases of US-based entities.
With the general terms of USMCA completed we can turn our
attention to international transactions. On a go forward basis, if
the United States continues its protectionist policies and trade
wars, we would expect an increase in international purchases of US
based entities. Over the past 2 quarters this had not materialized,
with international purchases of US entities hovering around the 4
year average of 11%.

The
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10 quarters of Canadian and American mid-market merger and acquisition activity.
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Mid-market has been defined in this analysis as transactions with enterprise values under $100 million CAD. The information
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for
this analysis was obtained from Capital IQ's transaction database on Oct 3, 2018 and is intended to represent overall trends
as
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: United States may not be 100% complete.
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BDO Canada advised transactions
XX Ocean Brands acquired Club
Des Millionaires from Harold T.
Griffin Inc. in July 2018. Club Des
Millionaires is a leading Canadian
brand of premium canned seafood
products, available in retail channels
across Canada

XX Caldic B.V has completed
the acquisition of HT Griffin Food
Ingredients in July 2018. HT Griffin
Food Ingredients is a prominent
manufacturer and supplier of food
ingredients and blending solutions
to the Canadian market.
XX BDO acted as the exclusive
financial advisor to Harold T. Griffin
for both transactions.

Advised by BDO's
Transaction Advisory Services

Advised by BDO's
Transaction Advisory Services
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