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y first car was a 1980 Oldsmobile Cutlass Supreme. | think | paid in

the range of $600 to $800 for the vehicle, which was well past 150,000

miles. Even with gas under a dollar a gallon at the time, the cost of fuel-
ing its V8 engine eclipsed the purchase price within a couple of months.

Like most people that drove GM cars from that era — or at least drove them 15
years after they were built — the car’s most distinctive attribute was the ceiling fabric
that detached from the roof, and sagged down onto passenger’s heads. e car also
attracted moths. At any given moment, there'd be at least a dozen or so fluttering
around the vehicle. It made it easy to find in a crowded parking lot, but wasnt
exactly the best ride for a date.

e speedometer, as | remember, only went as high as 85, but there are at least
a few of my friends who'll attest that we got it up past a buck. On snowy days, the
rear-wheel drive made it the perfect vehicle for fishtails, which to a high-schooler in
New Hampshire is considered an amenity.

An embankment on the way to school always made for a good detour. We called
it “violating the hill,” until the town of Atkinson saw fit to place four boulders in
front of it. Every fender bender I've been involved with in my life has been in that
car — the perils of a high school parking lot. (Neither were my fault). And the back
right wheel well of the Olds was victimized by my first tire change. e jack held
the car up for exactly a second and a half before the metal crumpled over it.

e thing is, in four years, the car never failed an inspection and it never failed
to turn over. And when | sold it upon entering college, | was able fetch $400 from
a pair of mechanics who were giddy over the prospect of fixing the thing up.

In our cover story this month, AlixPartners’ Al Koch talks about his work with
GM. Over the past decade, the company had put o instituting any real fix, until
the credit crisis forced the issue, creating one of the more unique restructurings
you'll ever see. Koch explains how GM’s turnaround is relevant to the mid-market
executive or sponsor overseeing assets under any state of duress. e story can be
found on page 24.

Also this month, our new senior reporter, Tamika Cody, explores the changing
dynamics in retail, where the demarcation between buyers and sellers has become
more distinct as health returns to the sector.

As always, if you have any thoughts or comments, please don't hesitate to reach
out.

anks,

S

Ken MacFadyen
Editor
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Growth Stories

Showing the Positive Impact of M&A and Private Capital

he 13,000 members of ACG globally

I represent more than 2,000 middle-
market private capital firms, over
20,000 portfolio companies employing more
than three million people, and thousands of

professionals including accountants, lawyers,
advisors and corporate development officers;

“ACG launched the Middle-Market
Growth Action Center.”

it is clear that our middle-market-focused
membership plays a significant role in global
economic development. Yet, stories about the
negative impact of mergers and acquisitions,
and private equity-backed acquisitions in par-
ticular, appear regularly in the media. While
these stories predominately focus on multi-
billion dollar transactions, the middle-market
is tainted by default and is being swept up in
calls for new legislative action. In response,
policymakers in the U.S. and the European
Union have recently advanced legislative and
regulatory initiatives that might raise the cost
of capital, increase the cost of doing business
and reduce incentives for putting capital at
risk in the middle market. While these pro-
posed legislative and regulatory initiatives
have mainly focused on private capital in-
vestments like private equity, hedge funds,
venture capital and real estate partnerships;
any enacted laws or regulations will certainly
affect corporate growth and the entire ACG
community.

September 2010

Gary A. LaBranche and Michael A. Carr

Historically, ACG has remained on the
sidelines when it came to public policy dis-
cussions concerning M&A and private capital
investment. However, in response to requests
from our members for ACG to be more in-
volved in the public policy process, the ACG
Board of Directors recently decided to take a
more active role. ACG will work
to have the voice of the middle-
market heard when it comes to
public policy matters affecting
our members. Bear in mind, ACG
is not engaged in active lobbying.
Instead, ACG will educate our members about
the key issues confronting the middle-market
and provide tools to our members so they can
engage in the advocacy process if they decide
to do so.

Recently, ACG launched the Mid-
dle-Market ~ Growth ~ Action  Center
(www.midmarketgrowthaction.org), a tool
created to educate our members and enable
their participation in the public policy process.
This online resource provides information on
key issues and gives members the ability to
directly contact elected officials. Many ACG
members have already used the Action Cen-
ter as a tool for telling the story about middle-
market growth investment. A great example
is where an ACG member, through the Center,
invited Members of Congress to visit portfo-
lio companies in order to see firsthand how
private capital is directly driving economic
growth.

Over the coming months, ACG will work
to capture and share growth stories from our

members. ACG will also work to better quan-
tify the positive impact of our members and
middle-market dealmaking. With these sto-
ries in hand, ACG will be better positioned
to respond to those in the media and elected
officials as they look to shape public policy
affecting the middle-market.

Middle-market M&A and growth invest-
ment stories are compelling. Now is the time
to get those messages out. We encourage
members of the ACG community, to learn,
share, decide and act. No one else can or will
tell our stories.

(e b nenle

Gary A. LaBranche, CAE
President & CEO

Michael A. Carr
Chairman
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Watercooler

\
PE, IRR Back in the Hot Seat Peracs LLC, last year, coordinated their e orts to create a per-
“Artful obfuscation” is how a new study formance metric incorporating IRR, cash-on-cash return mul-
critical of private equity describes the in- tiples and fair value assessments of current holdings. e new

dustry’s reliance on internal rate of return

former Morgan Stanley investment banker, Peter Morris,

who authored the report “Private Equity, Public Loss” on
behalf of the UK think-tank
cial Innovation.

Morris took aim at some familiar targets, such as the two-
and-20 fee structure employed by most GPs and the use of IRR
as the metric of choice when measuring private equity fund per-
formance.

e charges Morris levels against the industry, in some cases,
recycle past criticisms. e hazards of IRR, for example, have
been targeted for years. Previous research by Ludovic Phalip-
pou, out of the University of Amsterdam, three years ago high-
lighted how IRR can distort incentives for the “timing of cash
flows” and can be “significantly upward biased.”

Others have even tried their hand at a new formula. HEC
School of Management’s Oliver Gottschalg and advisory firm

Private equity again came under attack, this time from a

e Centre for the Study of Finan-

metric was designed to account for the shortcomings of IRR.

Morris, meanwhile, cites that
private equity fund managers
have capitalized on the vagaries of
measuring performance through
“artful obfuscation.”

Observers may be reminded
of another study from Gottschalg
in which in which he calculated
@ that out of 500 LBO funds raised
' in the two decades leading up to

| 2005, 386 of the funds, or 77%,
could claim to be a top-quartile
performer through manipulation
of the numbers.

In response, the Private Equi-
ty Council’s Douglas Lowenstein
called Morris’ study a “seriously flawed analysis” in a letter to
the editor of the Financial Times.

e
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Conceal the Deal

Executives of GDC Acquisitions, in spite of
the company’s name, tried to passoneo on
its lenders by hiding its M&A activity

ne company apparently found a solution to the credit
crisis and its impact on M&A. A criminal complaint
from the United States Attorney’s O ce charged the

executives of GDC Acquisitions, LLC with bank fraud, claim-
ing the defendants issued false financial statements to obtain

are enforced.”

“Of course we have policies about the use of appropriate
language and we are always looking for ways to ensure that they

— A spokesperson for Goldman Sachs, as quoted by the Wall Street Journal. The paper
reported that the bank has installed new screening software to ostensibly censor refer-
ences to “s--- deals” and other blue language following the Senate hearing in April.

$21 million in loans from Amalgamated Bank. Among the
charges, the accused allegedly bought a company, contrary to
the terms of the buyer’s loan agreement — and tried to hide the
acquisition from its lenders.

Executives Courtney Dupree, Rodney Watts,  omas Foley
and Frank Patello were all arrested on conspiracy charges.

GDC is a holding company that controls lighting businesses
Unalite Electric & Lighting and JDC Lighting and furniture
distributor Hudson Bay Environments.

e complaint alleges that the conspirators also inflated
the holding company’s ac-
counts receivable by more
than $16 million.

If convicted, the defen-
dants face up to 30 years
in prison. e case is being
prosecuted by assistant US
attorneys Michael Yaeger
and Evan Weitz.

/
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FaceBook for M&A

Retrading on a bid would probably qualify as
cause to be ‘unfriended’

where buyers and sellers can source and market transactions
from their local Starbucks or anywhere else with WiFi hotspot.
e industry also isn't lacking for web-based networking platforms. It's

The M&A landscape has no shortage of online marketplaces,

just that nobody ever thought to combine the two.

A group of former bankers is aiming to do that with the launch of

PE-Nexus.

Anthony Hill, a co-founder, describes that integrating the network-
ing component into the platform allows PE-

s M L. Vo st Dl Vo Wonwes.

marketplaces.

saved or forwarded to other members.

ing at a deal or what their overall interest is,” Hill describes.

e hope, Hill says, is that the site will emerge as the Facebook for

M&A, albeit with a lot more protections around privacy.

Nexus to be more dynamic than rival online

He cites as an example the platform’s
“whisper campaign” function, which allows
potential sellers to solicit direct feedback on
the feasibility of a deal. Users can also track
how many times a deal has been looked at,

“As a former banker, this was important
to me, because you can never really tell ob-
jectively how much time people spend look-

N THEMIDDLEMARKET.COM

Find Mergers & Acquisitions’ September’s web
exclusives at TheMiddleMarket.com, the only online
destination dedicated solely to middle-market M&A.
Readers can also follow Mergers & Acquisitions
Journal on Twitter at http://twitter.com/TheMiddle-
Market.

Bullish on Canada
Not a single Canadian bank failed when the
credit crisis hit in 2008; it's no wonder PE north

of the border is showing
strength.

American Capital on
the Mend?

Following the firm’s
restructuring, observers
weigh in on whether the
BDC can write an American
tale of redemption.

CLOs Reemerge from
Economic Rubble
A $300 million CLO ar-

ranged in July surprises
the market, while providing hope for borrowers.

N

Plucking the Grays

Sponsors start to clear out the older assets
in their portfolios

s the M&A market opens up, even just a crack, private
equity firms anecdotally have begun shuttling some of

their longer-term holdings.

In one day in early August, Behrman Capital concluded
its 12-year investment in fire safety wholesaler Brooks Equip-
ment through a sale to Freeman Spogli; Vestar Capital Part-
ners received clearance from the Federal Trade Commission to
complete a sale of its 10-year old hospital bed platform Joerns
Healthcare; and e Riverside Co., after eight years, sold its
stake in Whitney Automotive Group through a $27.5 million

sale to US Auto Parts. A day later, DLJ Merchant Banking,
through a sale and a restructuring, walked away from its invest-
ment in DeCrane Aerospace after 12 years.

To be sure, holding periods for many assets were extended
by two years by the credit crisis and ensuing downturn. With
the return of debt and a percolating demand from both fel-
low sponsors and corporate buyers, PE firms are capitalizing by
pruning their portfolios.

In some cases, such as the DeCrane exit, the sponsors may
be cutting ties and recouping what they can from an investment
that never reached expectations. Still, an extended holding pe-
riod doesn't imply lackluster returns, either. Vestar, for instance,
floated device maker DynaVox in an April IPO that recorded an
11x return on paper for the 10-year old investment.

/

September 2010

MERGERS & ACQUISITIONS 7




Watercooler
TOMORROW'’S DEALS

Benihana on the Block

e possible sale of the Japanese steak-
house chain leads to bickering among family
members over a proposed proxy fight

enihana Inc. initiated a major move in July, saying it was
exploring strategic alternatives, which could include a

possible sale. e move comes as the Japanese restaurant
chain faces unrest among some of its large shareholders reluc-
tant to buy into the company’s renewal program.

Ina published statement, Benihana CEO Richard Stockinger
reiterated the company’s stated intention to expand through de-
velopment or acquisitions. He noted, however, that liquidity to
pursue those e orts has been hard to come by.

“Growth would be predicated on raising additional capital,
and the company is reluctant to issue new equity at current price
levels,” Stockinger said, adding that “several large shareholders”
have bumped heads with management over the strategic direc-
tion and threatened possible board changes.

e news of the potential sale preceded word that the com-
pany’s same-store sales reversed a steep decline from the year-
ago period, registering a 2.4% jump for the quarter. But the
company has still struggled to raise new debt. According to a

research note from CL King & Associates, found on  omson
One Analytics, its current credit facility matures in January, and
Benihanas outstanding bank line has just $17.7 million out-
standing, which “will need to be refinanced before March 15,
2011

e division between company management and certain
shareholders took root in February when Benihana merged
with a subsidiary, issuing 12.5 million new shares in the process.

e family of late Benihana founder Rocky Aoki, in addition
to hedge fund Coliseum Capital, contested the move on the
grounds that it diluted their ownership. Aoki’s surviving family,
through a trust, controls 38.13% of Benihana's shares.

A twist in the proceedings is the battle for the family trust.
According to the New York Post, Aoki’s third wife is pursuing a
lawsuit to gain control, citing a disagreement over the proposed
slate of candidates for the Benihana board.

Observers may be reminded of the situation engulfing the
Hooters' sale. In February the restaurant chain also began look-
ing at a possible sale, four years after the passing of founder
Robert Brooks. An estate battle between Brooks' son and his
second wife was said to be a precursor to a potential deal.

Benihana, in fiscal 2010, reported Ebitda of $13 million on
sales of $314 million, a slight improvement over 2009.

Centre Packages Bumble Bee

Following the path of Starkist and MW
Brands, Centre Partners looks to cash in on
its tuna play

he San Diego, California-based canned tuna company
Bumble Bee Foods retained J.P. Morgan Securities to ex-

plore strategic alternatives.
Should a sale of the assets result, it would mark Bumble Bee’s
fourth ownership change in the past seven years. Bumble Bee,
once owned by ConAgra, was sold to Centre Partners in
2003. By 2005, the private equity firm executed a partial
exit by merging Bumble Bee with then publicly held Ca-
nadian fish producer Connors Bros., Income Fund.  ree
years later, Centre took Connors private in a deal valued at
$600 million.
If recent activity serves as a guide, interest for the assets

N

could come from overseas.  ai Union Frozen Products (TUF),
for instance, recently agreed to acquire French tuna canning
business MW Brands from Trilantic Capital Partners. e deal
was valued at $884 million. Meanwhile, when Del Monte sold
Starkist in 2008, South Korea’s Dongwon was the buyer, paying
around $300 million for the company.
Published reports stated that rival tuna company Bolton
Group and private equity firms Blackstone Group and Permira
Advisers are among the bidders. e three also re-
portedly made bids for MW Brands.
Others active in the seafood space in-
clude private equity firm Paine & Partners.
Its team previously backed Icicle Seafoods
in 2007, when it was part of Fox Paine
& Co.
Bumble Bee sits in Centre’s fifth fund,
Centre Partners V, which is still actively
investing.

)
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Watercooler
BELTWAY MONITOR

Could Airline Regulation be Next?

One banker is in favor of government intervention even if
it ends consolidation among the carriers

hen SkyWest subsidiary Atlantic Southeast Airlines agreed to buy Ex-
WpressJet Holdings in a $133 million all-cash deal in August, calls for
re-regulation were sounded from observers both in and out of the in-
dustry. Robert Roach Jr., general vice president of the International Association of

Machinists and Aerospace Workers, fired o a statement within hours of the deal’s
announcement, decrying the “lack of any appreciable regulation” in the airline in-

s ( ’, dustry.

“It is not a surprise that the merger-
mania roiling the major airlines is spread-
ing to regional carriers,” he wrote in the
statement.

_ What may be a surprise is that Mc-
Gladrey Capital Markets president Hec-
tor Cuellar, to some degree, shares this
sentiment. While most bankers tend to
cheer consolidation, Cuellar has come out
against it, at least in the case of the shrink-
Congressman James Oberstar could be the one who  INg airlines sector. In July, a month ahead
makes reregulation a reality for airlines. of the Expresslet deal, Cuellar joined a
growing chorus calling for re-regulation
of the airlines, saying the sector deserves “utility-like” treatment to “avoid further
consolidation” and improve the financial health of those in the sector.

To be sure, the re-regulation of the airline industry isn't a subject necessarily
dominating Beltway conversation these days. Still, Congressman James Oberstar,
who chairs the House Transportation and Infrastructure Committee, and Congress-
man Jerry Costello, chair of the Aviation Subcommittee, have held hearings on the
possibility of such legislation.

In speaking with Mergers & Acquisitions, Cuellar cited a number of factors con-
tributing to the industry’s woes -- fuel costs, labor, an out-of-whack pricing model,
and current bankruptcy law among those. To align competitive pressures, those in
support of re-regulation generally believe new entrants should have higher capital
requirements to alleviate their advantages over legacy airlines, with higher health
and pension costs.

Moreover, critics say the pricing model throughout the industry should be ad-
justed so carriers cannot sell tickets below cost. As it relates to bankruptcy, those in
favor of re-regulation contend airlines should not be allowed to remain in operation
during the restructuring. Cuellar, for instance, cites that bankrupt airlines capitalize
on Chapter 11 filings to undercut the competition with lower fares, creating a ripple
e ect felt throughout the industry.

Most on Wall Street probably cringe at the idea of re-regulation, especially after
financial reform. Cuellar believes ultimately the problems facing the airlines will
become a taxpayer expense. “We're going to bail them out one way or another.”

N

A Coordinated
E ort

A Brooklyn, Ohio Hugo
Boss plant re-opens in
July following a sus-
tained browbeating
campaign

hio lawmakers, success-
ful in their fight to keep
a Brooklyn, Ohio-based

Hugo Boss plant in operation,
were on hand in July when the fa-
cility re-opened.

News last December that the
Permira Advisors-owned clothing
company would be closing the
Ohio plant in April sent shock-
waves throughout the state. Con-
gressman  Sherrod Brown and
Ohio Governor Ted Strickland
embarked on a letter-writing cam-
paign to Permira, while pensions,
such as the $68 billion Ohio Pub-
lic Employees Retirement System,
threatened to not invest in future
funds from the firm. Even Hol-
lywood actor Danny Glover piled
on, leading a boycott of suits made
by the manufacturer ahead of the
Academy Awards.

e knockout punch may have
come from Congressman Brown,
who in March, threatened to
conduct a hearing of the US Sen-
ate Banking Subcommittee on
Economic Policy to “examine the
Hugo Boss situation and the role
of private equity firms that acquire
manufacturing facilities.”

By April, an agreement was
forged to keep the facility open.
Later that month, the hearing
went on as planned, although rep-
resentatives from Permira weren't
called on as witnesses.

10 MERGERS & ACQUISITIONS
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Il dealmakers know the tale of the corpo-
Arate orphan — the unit nobody wanted that

bloomed as soon as it was freed from its parent
company. s is the rationale behind most private
equity carveout transactions, but also serves as a back-
drop to smaller companies’ misgivings about selling
to a larger strategic. Increasingly, these misgivings are
fading, even for relatively tiny companies confronting
sales to Fortune 500 companies.

To wit, when Cobblestone | Harris Williams
managing director Harold Williams won the assign-
ment to sell E-Mon, a manufacturer of sub-metering
products and systems, he specifically targeted larger
strategic buyers.

E-Mon owned proven technologies that most
companies within the energy space would want to
own. In the end, Williams wasn't at all surprised when
the $33-billion-marketcap conglomerate Honeywell
International emerged as the winning bidder.

e acquisition didn't even register with the ana-
lysts who follow Honeywell’s stock. e buyer, how-
ever, should be able to o er a more complete portfo-
lio in the green energy space as the deal supports its
smart-grid o ering.

E-Mon was already an equipment manufacturer
for Honeywell, so the synergies of the combination
made sense to the seller. Moreover, the opportunity to
cross sell to Honeywell’s clients, which include Lock-
heed Martin, Pepsi and other Fortune 500 companies,
opens up more opportunities for E-Mon than perhaps
a sale to a private equity firm would have yielded.
Just as crucial, especially when it comes to the energy
space, E-Mon currently has one employee tasked with
keeping tabs on Washington, while “Honeywell has
relationships all over the government,” according to
Williams.

Of course, there is always the chance a smaller
company could get lost in a corporate behemoth with
the size and scope of Honeywell. It happens all the

time, especially when buyers pursue a deal in the in-
terest of precluding a competitor from gaining access
to a technology or client.

Still, in today’s market, corporate acquirers have
again ascended to the favored status, even among tiny
businesses, ever wary about being overlooked.

In the late 1990s, strategics were an appealing buy-
er because they were willing to pay so much more for
assets on the basis of ambitious synergy expectations.
Anecdotally, this is not the case today.

“Strategics are valuing the deals similarly to their
financial counterparts, but they have the ability to
come to a deal with no financial contingencies,” says
Chris Hammond, a managing director with Green
Manning & Bunch. He adds that that alone provides
a “significant advantage.”

Another aspect, perhaps unlike previous eras, is
that strategic buyers seem to be more accountable for
how they deploy capital. e $1.8 hillion sitting on
corporate balance sheets is a number often repeated
by market observers.

But in the context of record amounts of debt, un-
funded pension obligations, and perhaps inflation
fears, strategics are watching where every penny is go-
ing. is may suppress valuations to a certain degree,
but it guarantees attention for smaller companies post
close.

And with a captive audience comes trust from the
sellers that a strategic intends to follow through on
harnessing the synergy promised from a deal. In Janu-
ary, Brickman, a nationwide landscaping business
with more than 160 branches in 29 states, acquired

e Green Plan, a small landscaping business with
two locations in Colorado. Based on revenues, it was
a $700 million company swallowing a $10 million
regional player.

Je Pope, owner of e Green Plan, says that
Brickman, despite its substantial scale, was the best
fit for his employees and customers. “I realized that
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in order to grow the company further, it meant either retooling the
business model completely or partnering with a larger company,”
Pope says.

CCG Advisors managing partner Brian Corbett worked on the
Brickman transaction. He notes that there can often be some hurdles
to cross when such a disparity in size between buyer and seller ex-
ists.

“ e owner of a smaller business is used to being a lone ranger
with no board of directors or boss,” Corbett says, adding that it can
create a culture shock for both management and the employees.

On the other hand, there is also less uncertainty in many cases.
Alluding to the di erence between large corporate buyers and finan-
cial sponsors, Corbett cites, “ e strategics are known quantities. ...

e private equity groups can be scary to smaller companies that are
unfamiliar with them.”

Other factors are at play that may help distinguish a large strate-

gic as the right buyer. Chris Barnes, a managing director with Sa-
rowdin Partners, says that oftentimes, corporate buyers may over-
look certain attributes that would trigger red flags for sponsors. He
recently advised on a deal in which a $200 million revenue company
acquired a $40 million business. Ninety five percent of the target’s
revenue was tied up with one client.

“Very few acquirers can handle that type of customer concentra-
tion,” Barnes says.

“ e larger strategic was able to leverage that relationship,” mut-
ing the risk.

At the end of the day, what makes strategics attractive is the fact
that they're out buying assets. Cobblestone’s Williams notes that tra-
ditionally he has seen dealflow at his end of the market split evenly
between the corporate and financial sponsors. Over the past 18
months, interest from buyers has tilted much more heavily toward
the corporates. MA
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owns SuperCuts and other salon-related assets,

retained Peter J. Solomon Co. to explore strate-
gic alternatives. e possible sale represents a return
to the M&A market after about four years, when the
company’s all-stock merger with Sally Beauty was
abandoned after the seller got cold feet following a
Regis earnings shortfall.

Since then, the tables have turned. Sally’s net in-
come has jumped by more than 50% since its 2005
fiscal year, as the company posted $296 million in
net income last year. Regis, on the other, has seen its
fortunes move in the opposite direction following the
aborted deal. While its revenues have climbed incre-
mentally, its net income is down more than 20% over
the same time period. Should Sally decide to revisit
the transaction, this time as the buyer, the company
would have to re-work most of the assumptions that
were made back in 2006. Perhaps more important,
Sally would have to reconsider if there is still a strate-
gic fit four years later.

As the M&A market gains strength, many who
have been on the sidelines in recent years are indeed
revisiting old deals that for whatever reason weren't
consummated in the past. Panelists speaking at the
Argyle Executive Forum in July, including executives
from Honeywell and Hitachi, confirmed that old
pipelines are indeed being re-evaluated.

Jon Brodsky, director of corporate development
and strategic initiatives with 1800Flowers.com, tells
Mergers & Acquisitions that this is an exercise most
in corporate development are familiar with.

“ ere are a thousand reasons why deals fall apart;
only a very small percentage of the targets you look
at actually turn into an acquisition,” he says. But, he
says if buyers have a specific need, it makes sense to
revisit past targets.

I n the first week of August, Regis Corp., which

“You'll want to look at why it didn't pan out,”
Brodsky adds, noting that a new economic climate
will also force sellers “to re-evaluate where they are.”

To be sure, a lot things have changed. Financial
buyers, for instance, don't necessarily carry the same
weight in auctions that they used to, neither from a
pricing perspective nor a reputational perspective.

Also, as everyone knows, valuations have come
down substantially.

“If you were looking at something that made sense
at an 8x to 10x Ebitda multiple three years ago, you're
looking at it now with a 4x to 6x multiple in mind,”
says Je rey Manning, managing director of BDO
Seidman.

If the Ebitda has shrunk over that time, the price
might seem even more appealing.

Alternatively, if the Ebitda has fallen o acli , it
may have exposed a weakness that the buyer missed
the first time around. Areas acquirers would reassess
include changes in leadership or the losses of key ac-
counts.

e pool of acquirers, meanwhile, continues
to build, probably at a faster pace than the pool of
potential targets. Chris Ruggeri, a principal with
Deloitte’s financial advisory services team, notes that
from her perspective, “It looks like there are more po-
tential buyers out there.”

While the supply/demand dynamic of the M&A
landscape probably won't give rise to the heated auc-
tions witnessed in 2006, it does mean that buyers have
to be proactive if they're actually going to find deals.

“Every company, in every sector, probably has
a handful of targets that got away,” Brodsky cites.
“When the circumstances change, that’s the opening
to go after them again.” MA

Additional reporting by Ken MacFadyen
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ers to hold back on their discretionary spending.

With the lack of credit availability and a domestic
unemployment rate near the double digits, consumer
purse strings tightened. e response from retailers
was to cut their losses on underperforming concepts.

Specialty retailer Abercrombie & Fitch called it
quits for its RUEHL stores; Aeropostale said ‘so long’
to its Jimmy'Z chain; and e TJX Cos. unloaded
Bob's Stores to distressed investors Versa Capital
Management and Crystal Capital. Even Gap Inc. and
Starbucks have shuttered hundreds of underperform-
ing stores, while other names, like Circuit City and
Linens i ings joined the pantheon of flameouts
that include retailers like Bradlees and Kings.

Observers believe the bloodletting has largely
ceased. e question facing companies in the sector
now is where will they find growth, and whether or
not it will involve acquisitions.

Matt Polsky, managing director from the bou-
tique M&A advisory firm Net Worth Solutions, be-
lieves retailers are still going to re-adjust their brand
portfolios, but as the markets stabilize, they should at
least be able to reap some proceeds, however limited.
“Rather than shutting down assets, we may see divi-
sional transactions,” Polsky describes.

In 2009, deals were few and far between because
sellers were hesitant in putting their companies on the
market. Buyers withdrew because they weren't com-
fortable with valuations that anecdotally ranged from
6.5x to 7x Ebitda, last year. Polsky notes that in 2010,
retail deals are fetching between 5x and 5.5x Ebitda,
and possibly lower.

It's the battle-tested retailers who have emerged
from the turmoil and have a better sense of what

I t is no secret that the recession caused consum-

awaits that are ready to begin exploring what's avail-
able.

“Retailers are a lot healthier than they were; they
have plenty of cash and are looking for growth,” said
Paul Traub, principal and managing director with
Gordon Brothers.

Polsky, meanwhile, adds that the market is bet-
ter demarcated between the consolidators and those
looking to sell. “ ere are a lot of [companies] who
are ready to acquire or be acquired,” he cites.

According to Traub, the large retailers are expected
start targeting strong brands within the middle mar-
ket.

As of late summer, though, the available candidates
seemed to be confined to companies whose backs are
against the wall. Barnes & Noble, for instance, initi-
ated a strategic review in August, while names like Ra-
dio Shack and BJ's routinely pop up in deal rumors.
Leonard Green made a minority PIPE investment in
the latter, a deal analysts covering BJ's stock specu-
lated could be a precursor to an ultimate sale.

Borders Group, Blockbuster, and jewelry retailer
Zale Corp. have all hired bankers in recent months in
the hopes that a sale could stave 0 bankruptcy. Zale
managed to get some breathing room when Golden
Gate Capital loaned the company $150 million.

“Companies that can't go forward are going to put
themselves up for sale,” said Traub.

But this raises the question of when and from
where the strong brands will emerge in the middle
market? e best bet, at least in terms of where the
assets will come from, is private equity portfolios.

Leonard Green, for instance, controls the likes
of the Container Store, Petco, e Sports Authority,
Tourneau Inc. and other well known brands. Restora-
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tion Hardware, Eastern Mountain Sports, Aritzia and
Betsey Johnson are just a small example of the retail
brands also currently residing in other PE portfolios.

Sponsors were also proactive in buying up retail
brands that might have been under strain or needed
an operational fix outside of the public market. Gold-
en Gate Capital, last year, acquired retailers Eddie
Bauer and J. Jill. Advent International made a similar
play with its acquisition of Charlotte Russe.

e timing, as to when sponsors will look to exit,
is anyone’s guess. As Oak Hill Capital’s sale of Duane
Reade demonstrated, PE investors are anxious to show
realizations to their limiteds. With valuations still so
low, however, if they can hold out, they will. Some
may also opt for an initial public o ering, as Irving
Place did with the Vitamin Shoppe.

Indeed, it may be a while before the retailers with-
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been notable for their lack of leverage. LBOs

were routinely completed with a capital struc-
ture split roughly between equity and debt. e
M&A markets continue to slowly improve, driven no
doubt by a healthier lender universe. To some observ-
ers, however, the credit markets are outpacing M&A
demand. In some cases, it can make it easy for PE
buyers to pick up old habits.

“Deal flow continues to disappoint so all the lend-
ers are looking at everything,” describes Brian Crabb,
a co-managing director of sponsor coverage in Fifth

ird Bank’s leveraged finance group. “When good
deals come along, the lenders start fighting over it.”

e result is that certain properties can carry lever-
age more in line with what observers saw in the years
leading up to the bubble.

In April, for example, WL Ross & Co. and e
Greenbrier Cos. were able to complete a deal to lease
nearly 4,000 railcars in a transaction valued at about
$230 million. e investment was roughly 90% le-
vered.

On average, though, it would be a hard case to
make that leverage today resembles anything close to
the bubble era. According to multiple sources, most
middle-market deals are getting done with between
2.75x and 3x senior with a turn or a turn and a half of
mezzanine. For companies with north of $10 million
of Ebitda, the multiples may move up a quarter to a
half a turn. Standard & Poor’s Leverage Commentary
and Data reported that average debt multiples were
hovering at about 3.8x in the first quarter of 2010,
down from its recent peak of 4.9x in 2007.

While a number of players have pulled out of the
middle market lending arena, those that are active
are familiar faces. Madison Capital Funding, Fifth

For the past few years, leveraged buyouts have

ird, Golub Capital and GE Antares, “along with
some regional banks,” look at most deals out there,
according to one private equity investor, speaking
anonymously.

But the frothiness of the market moves in fits and
starts. Madison Capital Funding’s Christopher Wil-
liams, a senior managing director at the firm, suggests
that the market remains sensitive to macroeconomic
concerns.

“Leverage levels were getting aggressive until the
European issues started creating uncertainty,” he says.

Williams adds while things aren't as frothy as they
were earlier in the year and concern over Europe may
linger, “the middle market is still doing alright.”

As it relates to equity contributions, around 40%
to 45% of the purchase price seems to be normal for
middle market acquirers. In the larger market, where
more liquidity exists, around 30% equity could be
considered a typical contribution. To call those figures
the new normal, however, would imply that sponsors
wont attempt to contribute less when they can.

One investor on the debt side told sister publica-
tion Leveraged Finance News (LFN), that while lend-
ers may expect minimum equity contributions, their
expectations soften as competition ramps up.

“Minimum sponsor equity contributions are driv-
en largely by market supply and demand; when too
many lenders are chasing too few deals, the percent
requirements go down,” the New York-based investor
told LFN. “ e biasis in that direction today, but not
dramatically so.”

Of course sellers may have expectations too. s
might be the reason all-equity deals continue to pop
up. In May, healthcare products provider Covidien
sold its Specialty Chemicals business to New Moun-
tain Capital for $280 million. New Mountain funded
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the purchase without any third-party debt. In the
third week of July, meanwhile, Boulder, Colo.-based
private equity firm Revelry Brands took a stake in Ice-
landic-style yogurt maker Siggi’s in an all-equity deal.

“When private equity firms can get a deal done with
all equity it can be a nice di erentiator,” notes Fifth

ird’s Crabb. Beyond eliminating the stress of cov-
enants and the strain of leverage, all-equity deals tend
to move faster for sellers and reduce the contingencies
that can create headaches leading up to the close.

e typical middle market deal, though, probably
looks something similar to Onex Corp.’s taking pri-
vate of Texas-based Sport Supply Group. e firm,
according to a definitive proxy statement filed in July,
contributed $89.6 million in equity, while lining up
$74.6 million of senior debt, a $26.5 million subor-
dinated credit facility, and a $25 million revolver, the

proceeds of which were used to fund a portion of the
deal. e equity contribution represents a shade over
41 percent.

Even as the improving credit markets have yet to
translate into significantly higher leverage levels, it has
juiced the deal market to some degree. Only 7,318
M&A deals were completed in all of 2009, according
to Dealogic. In just the first half of the year, buyers
completed a total of 5,284 transactions in 2010.

Dealmakers are interested to see what happens
when dealflow really picks up.  ere is a line of think-
ing that leverage levels could again fall, as lenders
won't have to “fight” over the good deals. Of course,
without leverage, valuations may not be compelling
enough to entice sellers to sell. It all suggests sponsors
may have to get used to 40% contributions for at least
the near term. MA
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ners Association issued its Private Equity Princi-

ples and as of the end of July 2010 more than
120 LPs had endorsed them. As private equity firms
struggle to raise funds there’s little doubt that the LPs
are calling the shots. From the LPs’ standpoint the
Principles have indeed played an important role help-
ing them negotiate better terms. General partners,
however, aren't so quick in extending credit.

Outwardly, an impact seems evident. Take the
fundraising e orts of Aquiline Capital Partners. e
firm is seeking roughly $2 billion for its second fund,
a follow-up to its $1.1 billion, 2007-vintage debut
e ort. According to the minutes from a late April
meeting of the Oregon Investment Council, the OIC
committed $100 million to the new Aquiline fund
— but not before the pension was able to shakedown
Aquiline for certain concessions.

As the minutes from the meeting detail, Aquiline
agreed to allocate 100% of any transaction fees back
to the fund, versus the 80/20 split of its predecessor
vehicle. Moreover, Aquiline will deposit 20% of its
carried interest distributions into an escrow account,
ostensibly for potential clawbacks. e firm has also
agreed to include writedowns of unrealized invest-
ments when calculating the carry.

e OIC, which is being advised by PCG, also
said it would “continue to negotiate terms.” For this
newfound power, the pension credited the ILPA’
Principles.

Observers and market participants, though, aren't
so sure it's the ILPAS Principles that are necessarily
dictating the terms. One GP, who recently finished
raising a new fund, notes that in the past, general-
ly, most LPs weren't receiving “the respect they de-
served.” With the credit crisis, the GP/LP relationship
has shifted, but the pendulum was heading in that
direction regardless.

“ e Principles have gotten some issues out there

I t's been a year since the Institutional Limited Part-

and pushed for change, but the best GPs arent just
rolling over,” says the source. “ ere is no real tem-
plate for how to raise a fund.”

Moreover, the source adds: e changes from
GPs are less a function of the Principles and more
a function of the marketplace.  ere are more GPs
looking for money and fewer LPs investing.”

Indeed, during the second quarter 82, private eq-
uity funds raised $41.3 billion globally, the lowest to-
tal since 2003, according to Preqin, which noted that
the anticipated recovery in the fundraising markets
had yet to occur. e data provider also noted that it
is still taking longer for firms to close funds and the
number of firms looking to raise capital continues to
decrease as many have put their fundraising e ortson
hold or abandoned fundraising altogether.

Although the many larger firms won't talk about
it, GPs like TA Associates and e Blackstone Group
had more trouble raising their latest funds than they
had in the past. Both reportedly made concessions to
the terms of their partnerships to help attract more
investors. While the Principles weren't mentioned,
some LPs feel certain they are the reason the firms
changed their terms.

Kelly DuPonte, a partner with Probitas Partners,
agrees that the ILPA Principles provide a good start-
ing point. He says, however, that they aren't a driver
of change. He notes there a plenty of firms who could
comply with the Principles and still have trouble at-
tracting LP interest.

“In a capital-starved market, any e ort to improve
terms would have had an impact,” he says. “In talk-
ing to LPs, many see the Principles as a good starting
point for discussion and a number are asking their
attorneys to benchmark proposed LP agreements to
the Principles as a point of comparison.”

While GPs may be remiss to credit the Principles,
they would be lying if they said they dont take the
suggested guidelines seriously. DuPonte notes that
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ahead of any fundraise, GPs are also going to ask their
fund formation attorneys cross reference their terms
with the Principles, “so that they know exactly where
they stand going into the process.”

DuPonte adds that a number of sponsors will
make changes ahead of a new fund to become more
ILPA friendly. He insists, though, that 100% compli-
ance won't make a di erence for lower quartile funds.

at GP “is not going to get funded.”

As LPs are prone to point out, a multi-million pri-
vate equity commitment doesn't lend itself to bargain
hunting.

For the first time, perhaps in history, there is no
shame in not raising a larger fund than previous vehi-
cles. Blackstone Group’s latest fund, at $13.5 billion,
is o by more than a third from its predecessor, and
many that test the market will be happy to walk away

Deal Flow
1 eno
“0 Ugb

with the same result.
But it is phenomenon of the market; it doesn' re-
flect the fight over terms.
“Fundraising is never easy, but it got incredibly ‘ ‘
di cult and it is still very hard,” says Stewart Kohl,
e Riverside Company’s co-CEO. “ ere will be
more than a few firms that do not get funded. e  JUOOIOOOIOIONC
LPs will continue to be choosy.” 000000
According to Erica Berthou, a fund formation
partner with Debevoise & Plimpton, the Principles orobboom
simply put a spotlight on issues that had already been
discussed between both sides. ’ ’
“ e LPs want to know that their interests are
aligned with that of the GP and they want proper
management of conflicts of interest. is is not new,
but ILPA has helped to draw the discussion out in
some instances,” she says. MA
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and this has cheered market observers seeking
more financing options.

“It's good to see growth in the market and that
issuers have alternate sources of junior capital to aug-
ment what the bond market and mezzanine markets
will do,” said one New York-based banker who de-
clined to be named. “I don't think we will see an ava-
lanche of these deals, but if the deals are well-priced
and structured, they should sell.”

As of July 27, there had been 14 second-lien
tranches totaling $2.7 billion so far in 2010, accord-
ing to Dealogic. Last year, 32 tranches totaling $4.3
billion were syndicated. Market participants antici-
pate seeing second-lien volume approach that total in
the remainder of the year.

“ ere is a lot of life in the market for second-
lien term loans,” a Chicago-based banker said. “In the
middle market, there are a lot of firms focusing on
this product right now.”

In the last week of July, Credit Suisse, Barclays
Capital, Morgan Stanley and BMO Capital Markets
arranged a $1 billion debt package consisting of a first-
lien and a second-lien term loan to finance the merger
of Pierre Foods and Advanced Foods. e structure
of the deal, as well as pricing on the two loans, hadn't
been determined by press time.

(Moody’s Investors Service placed all ratings of
Pierre Foods, including its B2 corporate family rat-
ing, on review for possible downgrade. e rating
agency said the review will focus on both the amount
and terms of the debt employed in the new compa-
ny’s capital structure, and the financial risks associated
with completing the merger.)

Also in July, Credit Suisse syndicated a $105 mil-

Second-lien term loans are making a comeback

lion second lien for IT security provider SonicWALL
at Libor plus 1,000 basis points, with an original is-
sue discount (OID) of 97 and a 2% Libor floor.  at
loan, along with a $155 million first-lien term loan
was used to back SonicWALLS acquisition by  oma
Bravo and the Ontario Teachers’ Pension Plan. e
SonicWALL deal came right on the heels of a $150
million, second-lien term loan arranged by Goldman
Sachs for former Lion Capital portfolio company
American Safety Razor, which filed for Chapter 11
in July.

From a borrower’s perspective, second-lien term
loans provide incremental financing that is typically
less costly than equity or traditional mezzanine fi-
nancing. In a distressed situation, second lien loans
can provide incremental rescue financing that the
company probably could not have raised on an un-
secured basis.

From a lender’s perspective, second liens provide
a greater return than first liens, with only modest ad-
ditional risk since the loan rarely exceeds the collateral
value. In a distressed situation, second-lien financing
can provide lenders attractive mezzanine-like returns
on their capital.

Second lien financing is also typically the fulcrum
security, providing downside protection in the event
the borrower becomes insolvent.

“Second-lien loans fill a niche and in the right
situations are quite useful,” the investor source said.
“In general, second-lien loans represent mezzanine
money with important collateral protection for the
provider.”

Before the SonicWALL and American Razor deals,
banks shopped two other second-lien term loans —a
$125 million second lien for US Gas & Electric and a
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$65 million second lien for Ho master.

US Gas & Electric is using the proceeds from the
loan to refinance existing debt. Ho master, an Osh-
kosh, Wis.-based producer of specialty disposable ta-
bletop products, is using the proceeds from the loan,
along with a $160 million first-lien term loan, for a
dividend payment to Kohlberg & Co. and to repay
the balance of an existing term loan.

Recent deals like these are indicators of “the buy
side’s appetite” and “issuers looking for alternative fi-
nancing options,” one Canadian investor describes.

With that said, not everyone is keen to sing the
praises of second liens.

One critic sums up, “Second liens are e ectively
high yield bonds with less liquidity and less return.”

Another, a New York-based investor, adds that

second lien capital doesn't necessarily represent new
money coming into a deal. “Oftentimes they are a
way for people to avoid paying proper high-yield call
protection.”

Still, with CLO activity muted and leverage tough
to come by for other lending vehicles, marketwatch-
ers anticipate that second liens may replace high yield
0 erings on smaller issues that are either too expen-
sive or not as well received by investors.

Another debt market source adds that second lien
financings can portend trouble.

“Even though [the financings] don't increase de-
fault rates by being second liens, they're a bit of a flag
on capital structure because someone needed to cre-
ate that slice even if there isn't a world of demand for
it” mA
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otors’ Camaro was unveiled in
ar’s first commercials depicted a g
ile, conﬁte with rally racing stripes,
l ascendi m a volcano. Set amid smoke, rocks
g /}__and small explosions, with a music track seemingly
- s DOrrowed from the TV show “ e Land of the
, Giants,” the SS350 was Chevy’s answer to the Ford
Mustang. More than 40 years later, the commercial —
- albeit not the message — is still fitting, as GM finally

climbs from the ashes of a monumental turnaround
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helped oversee the automake
revival, identifies the takeaw
from the turnaround By Ken MacFadyen

L

AlixPartners’ Albert Koch, w %
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