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M&A QUARTERLY
A typical sale process can take anywhere from eight to twelve months, or longer,
and a number of factors can stall or completely derail a deal along the way.
Macro-economic indicators: Canada

Q2 2018: deal killers—Part 1

Continuing pressure caused by NAFTA negotiations, international
tariffs and rising household debt has resulted in less positive 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 twelve
months, or longer, and a 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. This article discusses a series
of potential deal factors that could be faced by manufacturing
companies including working capital, value expectations, business
performance, shareholder alignment and foreign exchange.

XXIn May the Bank of Canada held its policy interest rate at 1.25%.

Conversely, the U.S. Federal Reserve increased interest rates by
25 basis points from 1.75% to 2.00% in June.
XXExpectations for Real GDP growth in Canada for 2018 were

projected to slow from 2.2% to 2.0%, according to the Bank of
Canada’s most recent April Monetary Policy Report.
XXThe S&P/TSX Composite Index rose to 16,277.73 by the end of

the second quarter of 2018, a 5.9% increase since the close of
Q4 2017.
XXIn the month of June, the Canadian economy added 32,300

net jobs. This net increase in Canadian jobs followed losses of
31,000 and 1,100 jobs in May and April, respectively.
XXThe Canadian dollar closed at 0.7603 USD at the end of Q1,

representing a 2% decrease from the previous quarter.
Sources: Bank of Canada, Capital IQ, Federal Reserve, Statistics Canada

Value expectations
Beginning with unrealistic value expectations can set a process
up to fail from the beginning. Misalignment on value is possibly
the most common factor that impedes deals from progressing.
Unrealistic value expectations can arise due to a variety of reasons
such as an owner’s personal attachment to a business and/or
applying public company valuation metrics that are not relevant
or directly comparable. For manufacturing companies, several
challenges arise with regards to these expectations.
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A key example includes the common case when an owner is
seeking to divest both an operating business and the associated
real estate in a single transaction. This nuance creates the
need to ensure consistency in valuation of the real estate
and operating business vis-à-vis the rent expense reflected in
the operating business. Another common example revolves
around the underlying cyclicality of many industrial companies,
whereby expectations may be driven or skewed by the stage of
the industry and/or economic cycle.

If an owner is unsure of the potential value
of their business, discussing it with an advisor
prior to commencing a process will help to
align the seller’s expectation with the current
market, and help to best position the asset for
sale in a pragmatic manner.
Furthermore, preparing accurate information that includes
relevant metrics such as profitability and growth prospects
will allow the buyer to effectively price the company, and will
provide credibility to the expected valuation.
Working capital
Working capital is an often misunderstood metric in M&A
transactions, and it is commonly overlooked when establishing
a purchase price based on the typical income, free cash flow
or EBITDA multiple approaches. Working capital represents
the operating liquidity available to a company measured by
current assets less current liabilities, and usually excludes
debt, cash and taxes. The level of working capital in a business
is of great importance to a buyer as it ensures they will have

adequate day-to-day capital to operate the business following
the acquisition date. In normal course, a working capital peg
or target is agreed upon and assumed in the purchase price.
At the acquisition date, the level of working capital above or
below the peg is paid by the buyer or seller. Disagreements
can arise around what buyers and sellers consider a “normal”
working capital level, the underlying calculation of the peg
and the treatment of items such as cash, debt and taxes.
Determining an appropriate level of working capital and
managing working capital can be a particular challenge for
manufacturing companies. Many manufacturing firms have
significant investments in inventory, which can also be seasonal;
many have large receivable balances from major customers
that negotiate extended terms, and many firms can exhibit
spikes in working capital component levels to take advantage
of supplier discounts or low market-driven commodity prices.
To avoid working capital pitfalls that can stall or shut down
a transaction, a business owner should understand their
company’s working capital requirements and have the financial
information required to support the calculation.
Business performance
During a sale process, business performance issues can emerge
such as missed forecasts, loss of sales and unexpected costs,
which have the potential to alter or delay the deal. To the extent
that these issues are foreseeable, they should be considered
in the information shared with potential buyers. Providing
accurate forecasts—as opposed to presenting a perfect and
unrealistic outlook—can earn credibility with potential buyers
and creates potential for realized growth to be leveraged to
increase the final price. Conversely, discovering undisclosed
issues through due diligence damages a seller’s credibility, and
can significantly increase the risk of closing a transaction. In
manufacturing, several external factors significantly impact
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business performance including cyclical economic conditions
such as interest rate and currency movements, commodity
exposure on the cost side, and government policies that impact
operating and general costs. Because of the sensitivity of
business performance to these conditions, realistic forecasting
is of even more importance to manufacturers.
Foreign exchange
Foreign exchange represents a macroeconomic risk for
companies that transact in currencies that are not their
reporting currency. This operational/financial risk can become
a deal risk when the effect of foreign exchange is improperly
tracked through internal financial reporting processes, is not
presented accurately or significant foreign exchange exposure
exists. For many mid-market Canadian manufacturers, foreign
exchange risk can be meaningful as costs are often incurred in
Canadian dollars while revenues can be in several currencies
driven by sales into the United States and/or other international
markets. While fluctuations in exchange rates are not within a
company’s control, tracking their effect and understanding the
company’s FX exposure is. Demonstrating an understanding of
foreign exchange and its effects will allow potential buyers to
assess this risk early on, rather than being surprised by it further
down the line.
Shareholder alignment
Minority shareholders or partners present another stakeholder
with the potential to hinder a deal if their interests are not
aligned with the majority owner. In addition to potential lawsuits
that can result from unfair treatment, minority shareholders
that are misaligned with the majority can create practical
day-to-day challenges in the business and disrupt a deal process.
Furthermore, the existence of minority shareholders can affect
the tax planning strategies that are available, with potential to
materially impact the net proceeds available from a transaction.
The possibility for challenges underscores the importance of
creating shareholder alignment in advance of a divestiture
process or, at the very least, ensuring that a strong written
shareholder agreement has been established.

The possibility for challenges
underscores the importance of
creating shareholder alignment in
advance of a divestiture process or,
at the very least, ensuring that a
strong written shareholder agreement
has been established.
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Canadian manufacturing M&A activity
An overview of M&A activity within the Canadian manufacturing
sector is included below. Within the relevant data set, nineteen
manufacturing deals were completed or announced in Q2 2018.
Select deals have been highlighted below.

Manufacturing transactions summary
DEAL ACTIVITY: STRATEGIC V. FINANCIAL BUYERS
100

Select manufacturing industry transactions
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Magna International Inc. (TSX:MG) entered into an
agreement on June 28, 2018, to acquire Olsa S.p.A. for
approximately CA$353 million. Magna International Inc.
designs, develops and manufactures automotive systems
globally. Magna International Inc. was founded in 1957 and is
based out of Aurora, ON. Olsa S.p.A designs, manufactures and
supplies automotive optical lighting products for car and truck
manufacturers globally. Olsa S.p.A was founded in 1947 and is
based out of Rivoli, Italy.
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TM4, Inc. was acquired by Dana Incorporated (NYSE:DAN)
on June 22, 2018, for approximately CA$165 million.
TM4, Inc. engages in the design, production and supply of
customized electric drivetrains for electric and hybrid vehicle
manufacturers. TM4, Inc. was founded in 1998 and is based
out of Boucherville, QC. Dana Incorporated provides drive and
motion products globally. Dana incorporated was founded in
1904 and is based out of Maumee, OH.
Henkel Canada Corporation was acquired by JemPak Corporation
on May 10, 2018, for approximately CA$118 million. Henkel
Canada Corporation manufactures and supplies consumer
goods, beauty care and adhesive products. Henkel Canada
Corporation is based out of Mississauga, ON. JemPak
Corporation manufactures various products, which includes
detergents and specialty laundry care products. JemPak
Corporation was founded in 1963 and is based out of Concord, ON.
Searchlight Capital Partners entered into an agreement
on April 24, 2018, to acquire Mitel Networks Corporation
(NasdaqGS:MITL) for approximately CA$2.7 billion.
Searchlight Capital Partners is a private equity firm. The firm
was founded in 2010 and is based out of London, UK. Mitel
Networks Corporation provides cloud and on-site business
communications and collaboration software, services and
solutions. Mitel Networks Corporation was founded in 2001
and is based out of Ottawa, ON.
British Columbia Investment Management Corporation entered
into an agreement on April 9, 2018, to acquire VeriFone
Systems, Inc. (NYSE:PAY) for approximately CA$4.4 billion.
British Columbia Investment Management Corporation is a
privately owned investment management firm. British Columbia
Investment Management Corporation was founded in 1999 and
is based out of Victoria, BC. VeriFone Systems, Inc. provides
payments and commerce solutions at the point of sale (POS)
worldwide. VeriFone Systems, Inc. is based out of San Jose, CA.
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DEAL ACTIVITY: (INCL. LATEST ANNOUNCED BUT NOT YET
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Note: The above deal activity charts present the number of deals involving Canadian
targets, Canadian buyers, or both a Canadian target and a Canadian buyer.
Source: S&P Capital IQ

BDO | Manufacturing: M&A Update, Q2 2018 5

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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