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Market

Matthew J. Miller

Is an equity recapitalization right for you?

hange continues to be a
‘ natural part of business.

Does one or more of your
partners want to exit, but you
want to stay (or vice versa)? Do
you want to unlock some of the
value in your business, but con-
tinue to own a significant por-
tion and enjoy the future upside?
Or, do you need a retirement or
succession plan?

If so, an equity recapitaliza-
tion might be an attractive alter-
native. Simply put, it can enable
you to take some chips off the
table now, maximize the value
of your business over time and
sell the balance of your equity
at a higher valuation in three to
seven years.

Other benefits include:

Net worth diversification. For
too many small business owners,
the majority of their net worth
is locked in their business, and
privately held middle market
businesses are considered to be
riskier than many other assets.
Fresh capital and contacts.
Your new partner might help
fund capital expenditures to
support organic growth or ac-
quisitions to bolster manage-
ment, growth, profitability or
competitive advantage. They
also could introduce you to new
customers or suppliers who can
help increase sales, decrease ex-
penses or launch a new strategy.
Financial and operational ex-
pertise. Your new partner will

want to add value by sharing
his or her general management
experience and skills by imple-
menting new procedures or pro-
cesses. For example, a more ro-
bust cost accounting system or
business planning process might
help improve profits or take your
business to the next level.

It can enable you
to take some chips
off the table now,
maximize the value
of your business
over time and sell
the balance of your
equity at a higher
valuation in three
to seven years.

Most equity recapitalizations
are funded by private equity
groups (PEGs) that raise and
invest money from institutional
investors like banks, insurance
companies and pension funds.
PEGs tend to invest in compa-
nies with strong management,
growth, profitability and com-
petitive advantage. However,
some are interested in distressed
or underperforming companies.

In the typical equity recapi-
talization, the PEG or its fund:

e Acquires 51 percent or more of

the target company (some will
acquire a non-control equity in-
terest);

*Takes a seat or two on the
board of directors and works
with management to grow and
improve the business;

*Seeks liquidity (in three to
seven years) through an initial
public offering, recapitalization,
or sale.

To illustrate the potential fi-
nancial benefits to you, the sell-
ing shareholder, here’s an over-
simplified example:

Today

If your company generates $2.5
million in earnings before inter-
est, tax, depreciation and amor-
tization (EBITDA) on $25 mil-
lion sales;

We value it using an en-
terprise value multiple of 5 X
EBITDA and the balance sheet
includes no interest-bearing
debt or excess cash, then the
equity value would equal $12.5
million;

You agree to sell 51 percent of
the equity to a PEG; and

You would realize $6.375 mil-
lion pre-tax.

Year 5

If in five years, your company
generates $5.0 million in EBIT-
DA on $50 million sales;

We value it using an en-
terprise value multiple of 5 X
EBITDA, and the balance sheet
includes no interest-bearing

debt or excess cash, then the
equity value would equal $25.0
million;

You agree to sell the remain-
ing 49 percent of the equity to a
strategic buyer; and

You would realize $12.25 mil-
lion pre-tax.

You and your management
team maintain control of day-to-
day decision making, leadership
and operations, and your new
partner provides advice or guid-
ance as a board member. How-
ever, in most cases, you will lose
control of the voting rights asso-
ciated with equity, and, if not ac-
customed to it, you will need to
learn how to work with a board
of directors.

To many, the benefits of di-
versification, liquidity and suc-
cession outweigh any shortcom-
ings associated with a recap. It
can help you mitigate risk and
put you on the path to retire-
ment.

One never knows when the
economy or a customer will up-
set your prospects, or you will
get the itch to find your blue wa-
ter — whether a personal mis-
sion in life or a lakeside cottage
with beautiful sunsets.

Matthew J. Miller is a man-
aging director at BlueWater
Partners of Grand Rapids, a
middle market investment-bank-
ing and turnaround consulting
firm. Miller can be contacted at:
matt@bluewaterpart ners.com.
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