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Introduction

It is easy to argue that the backbone of America today is truly the small business.
And so it stands to reason that the growth of small businesses here in the
United States offers a path to prosperity at a time when our nation needs it most.
Despite the news of major acquisitions over $1 billion which grab the headlines,
consistently, year after year, the majority of all M&A deals in the US are under $50
million – the median point of the lower middle market.
The future appears to be very bright for M&A activity in the lower middle market.
In 2012, deal activity in the lower middle market surpassed the core middle
market for the first time since 2009.1 According to Mergermarket, the value of

M&A transactions conducted in the United States during the first half of 2013
totaled $338 billion, an increase of 8% over H1 2012.2 It is worth noting here that

2012 saw the highest M&A volume in the United States since 2007. And while
the year-to-date volume includes a number of large transactions, the buying
spree bodes very well for companies in the lower middle market (LMM), where a
growing number of buyers are focusing their acquisition efforts.
Companies in the lower middle market make excellent acquisition targets. They
can enable the acquirer to expand their product offering and market footprint at
a relatively affordable price. These smaller, privately negotiated transactions can
take place without undue media attention. Additionally, the lower middle market
offers acquirers literally hundreds of thousands of companies to choose from.
This is especially important today, as buyers must often compete with multiple
bidders – and thus higher valuations – for good targets in the middle to uppermiddle markets.

1. Pitchbook 1H2013 Middle Market Report
2. Mergermarket H1 2013 M&A Report: July 2013 7/1/13
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Dealmaking in the
Lower Middle Market

Factors Driving Interest and Activity
What is driving increased activity in the lower middle market? Simply put,
strategic and financial buyers are looking for ways beyond organic growth to
deliver higher returns, faster, to their shareholders. Many strategic buyers view
acquisitions as the optimal growth mechanism to improve the bottom line.
Financial sponsors, like private equity firms, are also taking the same approach to
build their portfolios either through standalone acquisitions or bolt-on acquisitions
for a platform company.
Additionally, foreign direct investment in the United States is also increasing,
as buyers from both developed and emerging countries are seeking business
opportunities beyond their own borders. Foreign investors are also looking for
ways to invest in a safe haven. As such, these buyers are more interested in
protecting their assets over the long term than seeking vehicles with high rates
of return. For many international investors, the U.S., despite its recent economic
challenges, is still viewed as the safest place in the world. As a result, foreign
direct investment into the U.S. is growing at a steady rate. Dealmakers have
observed that investors from Brazil, Canada, Japan and notably China are
leading this trend.
“China presents a very unique opportunity for Lower Middle Market companies
in the United States,” reports David Fergusson, President of The M&A Advisor.
Climbing from 6th place in the world in 2011 to 2nd in 2012, China’s foreign direct
investment topped $84 billion – a 16% increase from the previous year. And in
this same year, Chinese investment in the US totaled almost $6.5 billion dollars,
representing a reversal of the trend that saw the US investing more in China
than China invested in the US throughout the history of the country’s relations.
At the conclusion of the first half of 2013, over $12 billion is committed to date
and analysts forecast that the 2013 volume could reach $20 billion – more than
the last 5 years combined. Fergusson affirms, “While there have been some
sizeable “bulge bracket” transactions of late – Dalian Wanda Group’s acquisition
of AMC and the acquisition of Smithfield Foods by Shuanghui, the majority of
the acquisitions and investments being made by Chinese firms today are in the
lower middle market. Through the engagement of knowledgeable Sino/US M&A
professionals, Chinese investors are most often targeting smaller acquisitions
with transferable technology and process that can provide a footprint here in the
United States but most importantly, can be leveraged in their home market. And
these same proven resources are guiding investor candidates away from the
acquisition targets that have proven sensitive with government regulatory bodies
such as CIFIUS in the past.”
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The interest in the lower middle market is not a new trend. For the past two decades, a number of strategic and
financial buyers have reaped solid returns by focusing on the lower middle market.
For example, Bertram Capital, a private equity firm with $850 million in assets under
management, has done very well by focusing on businesses from $25 million to $75
million in size. “We typically target businesses that are privately held and entrepreneurial
because we think there is a lot of untapped opportunity there,” said Hellier, Partner at
Bertram Capital, “There is usually some pretty interesting talent in these businesses. They
just haven’t had the tools necessary to really accelerate their growth.”

David Hellier
Partner,
Bertram Capital

A focus on the lower middle market has also worked very well for TriMas Corporation, a
diversified designer, manufacturer, and distributor of engineered and applied products.
According to Mark Zeffiro, Executive Vice President and CFO, the company has, for the
past five years, grown at a rate of 20 percent a year, half through acquisition and half
Mark Zeffiro
Executive Vice President
and CFO
TriMas Corporation

through organic growth. One component of its success is its focus on identifying good
targets in the lower middle market. The company has done acquisitions ranging in size
from less than $1 million to more than $100 million, but, according to Zeffiro, “Our ideal
transaction is between $20 and $50 million.”

According to Kirk Griswold, Partner and Co-Founder of private equity firm Argosy Capital,
investing in the lower middle market has played an integral role in the firm’s success.
“Our model is that we want to find companies that can really grow. In the lower middle
market where we focus, there are 140,000 potential target companies,” Griswold said.
“On average we’ve doubled the size of the companies in which we’ve invested in the first
five years.”
What can be learned from such acquirers? Firms such as TriMas, Bertram Capital, and

Kirk Griswold
Founding Partner,
Argosy Capital

Argosy Capital have done well by taking the time to define their M&A acquisition strategy, as well as adhering to the
criteria they establish. These acquirers are often specialized investors who focus their efforts on vertical markets.
They also have a solid understanding of how business negotiations and deal structure in the lower middle market
differs from larger sectors. They know what it takes to identify good targets and structure a winning deal. Finally,
they are acutely attuned to the importance of identifying and capitalizing upon synergies between the acquiring
company and the target.
To follow are some recommendations for sellers and buyers to capitalize on opportunities in the lower middle
market.
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Practical Advice for Sellers
Experts such as David Schaefer, managing partner for law firm Loeb & Loeb, recommend that companies in the
lower middle market seek professional advice in preparation for selling their company. Not
surprisingly, the owners of these companies are usually focused on building their business
rather than preparing it for an eventual sale. This experience, while valuable, does not
prepare the owner for what needs to be addressed to sell the company. “The way you run
a business that you think will be in your family forever versus one that you plan to exit is
different,” Schaefer said, “The average entrepreneur or family business owner is not really
equipped for that process. They are certainly capable, but they’re just not built for it.”

David S. Schaefer
Managing Partner, ChairCorporate, Loeb & Loeb

Entrepreneurs who attempt to manage the sale of their companies alone risk realizing less value than they would
have had they worked with experienced M&A advisors. These experienced financial advisors can be of immense
benefit to first time or inexperienced sellers helping them understand the arena of opportunity and how potential
buyers will appraise their company.
Company characteristics that are attractive to buyers, including the following:
• Solid market position. Buyers ideally want companies that maintain market positions in their respective
sectors. Although a leader position is preferred, buyers also closely look at those firms in the second or
third market positions, provided the market is large and there is opportunity for growth.
• Distributed customer base and supplier base. Buyers tend to steer away from target companies who
rely on a single customer for a significant portion of its sales. “Some privately held companies may have
25 percent of their sales take place with one customer who has been with them for years. That might be
comfortable for a private owner, but it is clearly not comfortable for us,” said Hellier. This rule of thumb is
also applicable to the target’s supplier network.
• Strong management team. Savvy strategic and financial acquirers tend to keep an eye out for
companies with strong management teams. They aim to partner with the existing management team to
help achieve even greater results.
• Proprietary products, technology and intellectual property. The market value of proprietary products,
technology and intellectual property is an extremely important component that is often overlooked by firsttime sellers. Sometimes, it takes an outside advisor or intermediary to help the seller arrive at the right
valuation for this aspect of their company.
• Targeted geographic location. In some cases, geographic location of the target company and its
customer base is a top priority for acquirers focused on expanded market penetration. Companies should
be mindful of their strengths and weaknesses when dealing with buyers motivated by a company’s
presence in a specific market.
In addition to these criteria, deal experts advise sellers to get their company “presentation ready” with a number of
specific recommendations:
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• Assess your readiness to sell. The single most important piece of advice dealmakers have for sellers
is to assess their present situation. Take time to soul search. Ask yourself, “Why do I want to sell the
company? What would be my ideal outcome? What role do I want to play once the business is sold?”
• Have financial, legal and operational documents in order. For companies with little experience in
this arena, consulting with an experienced advisor can help not only to alleviate the workload but also to
provide guidance and direction.
• Recast non-business related costs. “If you have family members on the payroll who no longer work
there, or any other non-business related expenses, be sure to re-cast your financials to reflect the true
profitability of your company,” said Griswold. “Make it a pure sale. If your investing in something that’s a
good idea but unrelated to the operations of your business, separate it via recasting.”
• Be prepared to be flexible. Sellers who enter into discussions with an open mind are much more likely
to realize a more positive outcome for their exit. Rather than cashing out completely, structuring a deal
that protects employees, owners, and buyers alike may be best for all. Buyers may also want to retain
the owner’s talent and experience in the business, negotiating an attractive earn-out that will enable the
owner to remain integrally involved in the business while also achieving the goal of liquidity.
According to Tom Farrell, Executive Vice President of Generational Equity, an advisory
firm that specializes in helping buyers and sellers in the lower middle market, the process
starts with helping the seller define their exit strategy. “We firmly believe that everybody
getting ready to sell a privately held company ought to have an exit plan that helps them
control the sale of the business and procure maximum net worth,” he said.
Not only do advisory firms like Farrell’s help sellers sort out their objectives, they also
handle much of the preparation work that needs to take place before the seller goes to

Tom Farrell
Executive Vice President,
Generational Equity

the marketplace. This is often a critical service, as the company’s management team is typically fully tasked with
running the day-to-day operations.
Additionally, deal experts advise sellers not to become too attached to their notion of who the ideal buyer is. A
qualified advisory firm will have a broad network of resources at their disposal to identify a potential buyer. In many
cases, they uncover multiple potential buyers, yielding a better valuation opportunity for the seller.
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Practical Advice for Buyers
Dealmakers who spend their time in the lower middle market are quick to clarify that this sector of the market
behaves differently. According to Farrell, today’s owners are considering selling for a different set of reasons than in
the past. “A few years ago, when we’d ask owners about their primary reason for selling, the top two reasons would
be burnout or boredom,” he said. “Nowadays, a sense of uncertainty over the future is one of the leading reasons
they’re thinking of exiting.”
Today’s owners are grappling with a number of internal and external factors that are causing them to rethink their
long-term future. Many of these entrepreneurs started with the intention of passing their business on to future
generations. However, many owners are finding that their children are not interested in carrying on the family
business. Additionally, issues like increasing regulation, rising taxes, and economic uncertainty add fuel to the
growing pipeline of willing sellers.
The motivation is very clear to dealmakers such as John S. Castle, Managing Director
of private equity firm Branford Castle, “A lot of entrepreneurs are saying to themselves,
‘I have increasing government regulation, uncertainty in the macro economic situation,
Europe is blowing up, and I have more problems with China. With everything that’s
happening, wouldn’t it be reasonable for me to look at an exit and capture some value
while my company is doing well?’”

John Castle
Senior Vice President,
Brandford Castle

These issues, combined with the fact that a large group of baby boomers in the lower middle market are
approaching retirement, present the basis for a growing M&A pipeline. That’s not all, though. A few other issues
must be factored into the equation to fully comprehend the business landscape.
Experienced M&A experts in the lower middle market advise newcomers to be prepared for a different kind of M&A
process. These sellers often want to realize some financial gain but they’re also concerned about the future of
their company and their employees. “Buyers who are not accustomed to dealing with sellers who are emotionally
attached to their business need to remember that they are not acquiring public companies or private equity backed
enterprises,” said Schaefer, “They are dealing with a different animal. So they need to be prepared.”
One approach, when working with sellers, is to build a business case that makes solid sense to a would-be seller.
Farrell suggests laying out a “what if” scenario that allows the seller to compare the relative safety and growth of
their net worth if they continue to run the company vs. the potential net worth of the company’s sale and returns from
investments elsewhere.
“I like to ask an owner what they would do with a $5 million check,” he said, “Would they invest it all in one company
or stock or would they spread the funds across ten solidly performing funds? What would their net worth be if they
continued as usual? Would they outperform the market? How likely is it?” He’s found that this helps the owner
determine if they are truly ready to sell.
For buyers, knowing that these sellers are often looking for more than monetary gain should set the stage for
a different kind of conversation about the sale. Kevin Malchoff, Executive Vice President of Global Business
Development for Rich Products, noted other factors that come into play. “Last year we acquired two businesses

6

and I thought that money was going to be the one and only thing that the seller was
interested in. But what was also important to them was the culture of the company their
business would come to,” he said. “The owners cared about their associates, and it was
very important to them that those associates who’d helped them build the business get
Kevin Malchoff
Executive Vice President
Global Business Development,
Rich Products

a good home. With our culture as a family business, we were able offer a good place for
them. Obviously the money is important, but there are other things that we could offer as
a family business.”

Additionally, buyers may find themselves dealing with a different group of decision makers and influencers in small
companies. Quite often, multiple family members will have a say in the final decisions. Savvy buyers find ways to
make it work for both themselves and the sellers. It takes flexibility on both parties’ parts.
The best results are an outcome of identifying target opportunities that yield a win-win opportunity for both the buyer
and the seller. Experienced dealmakers will tell you that management synergies always play an integral role. Smart
buyers invest their time in identifying the right management teams on the sell-side. This is particularly important for
firms such as Bertram Capital.
“We get really excited when there is a solid team that really wants to take the company to the next level,” Hellier
said. “For example, we invested side-by-side with a company in the apparel and footwear industry. The management
team rolled their entire equity position into the business because they felt that in partnering with us, we brought the
resources that would enable them to really grow the business the way they wanted to grow it. We partnered, acting
really as kind of an outsourced corporate arm for that business, and in a little over two years of ownership, we more
than doubled the business. It’s essentially the same team with some augmentation, but enthusiasm and some tools
goes a long way.” As Hellier’s story shows, if the process is handled in a way that identifies the critical path to growth,
the buyer gains a great investment, the seller gains solid equity and an opportunity for growth, and the company is
part of a new future.
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Conclusion

As M&A transaction volumes move steadily to pre-crisis level highs, strategic
and financial investors will play an increasingly important role in stimulating
the US economy. Both business owners and investors recognize the value of
successful lower middle market businesses in America today.
The lower middle market represents a great window of opportunity for both
buyers and sellers at this point in time. As a result of continuing low interest
rates, financing is readily available as a catalyst for making deals happen.
Foreign direct investment is on the rise, bringing new buyers to the market.
Sellers who can demonstrate their companies are solid performers are in a
great position to attract the attention of multiple buyers and generate higher
valuations. Those who take the time to prepare and arm themselves with
expert advice will be best positioned to capitalize.
However, both buyers and sellers would do well to heed the advice of
successful investors in this sector who place the highest importance on
looking for a good synergistic and cultural fit. In the end, as many M&A
experts have noted, deals succeed or fail on the strength of the relationships
that support them.

“From Main Street to Wall Street - Growing Business in America” Symposium Session
at the 2012 M&A Advisor Summit. To view session click on the photo above.
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About Generational Equity
Generational Equity and its professionals work with middle-market business owners who are contemplating selling
a business or seeking merger and acquisition opportunities. We assist owners in all areas of stock or asset sales,
mergers, or divestitures. Our highly experienced merger and acquisition specialists provide insight and strategies on
questions such as: When is it the right time to sell? Should all or part of the business be sold? Is the company buyer
ready or should the focus be on building value for a future deal?
For most business owners the sale or other transition of a business is the single most important, and perhaps the
largest, financial event that occurs in their lifetime. Most small or middle-market business owners do not have an exit
strategy. Selling at the wrong time or without the right information can substantially lower the value of your business.
Generational Equity holds M&A focused seminars throughout North America. These seminars are designed to give
business owners an overview of the overall M&A process. The seminar is full of helpful information which prepares
the business owner to find and close a deal with an optimal buyer.
Our seasoned M&A professionals can help business owners anticipate challenges and understand what needs
to be done at every juncture of a transaction. For every client we take to market, we prepare a customized
marketing strategy that presents the business to the most appropriate potential buyers while maintaining strict client
confidentiality.
We also have access to thousands of buyers who are actively seeking to acquire middle-market companies.
To help business owners navigate the M&A process, we hold complimentary, no-obligation M&A conferences.
Please call 972-232-1100 between 8:00 a.m. and 5:00 p.m. Central Time for information on a conference near you
and to determine if your business qualifies to attend.
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The M&A Advisor was founded in 1998 to offer insights and intelligence on the M&A market. Over the past fifteen
years we have established the premier global network of M&A, Turnaround and Finance professionals. Today,
we have the privilege of presenting, recognizing the achievements of, and facilitating connections between the
industry’s top performers throughout the world with a comprehensive range of services including:
M&A ADVISOR SUMMITS Exclusive gatherings of the industry “thought leaders”.
M&A ADVISOR AWARDS Recognizing and rewarding the excellence of the leading firms and professionals.
M&A CONNECTS Direct connection service for domestic and international dealmakers and service providers.
M&A ALERTS Delivering relevant news and the industry leader’s perspective.
MandA.TV Reporting on the key industry events and interviewing the newsmakers.
M&A MARKET INTEL Comprehensive research and reporting on the key issues facing the industry.
M&A LINKS The industry’s largest global network of M&A, Financing and Turnaround Professionals.
To learn more about the M&A Advisors leadership services, contact info@maadvisor.com
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