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Introduction
Welcome to the second chapter in the “Private Equity
Lifecycle” series. In Part I, we discussed changing
strategies and new regulations impacting fundraising in
today’s global market. This chapter focuses on the market
factors affecting a buyer’s ability to identify strong targets
within the fund’s investment period and why it is more
important to tightly align your due diligence practices with
your investment strategy.
From Sluggish to Bullish
Much has been written about the impact of the Global
Financial Crisis (GFC) on M&A deal activity worldwide.
After the financial crisis unfolded in 2007, deal flow slowed
to a trickle as large numbers of financial and strategic
buyers put their acquisition strategies on hold. Fast
forward to today’s market and the global economy appears
to be recovering. Consumer confidence is returning in
many countries, sales pipelines are once again growing for
the companies that survived post-2007 and profit margins
are better than ever as a result of cost-cutting efficiencies
put in place during the recession. The debt market has also
opened up again, making it possible for a wider group of
buyers to finance acquisitions.
With so many indicators pointing to a solid recovery,
financial and strategic buyers are re-entering the M&A
market in droves, seeking attractive targets to fuel their
growth objectives. Year-to-date global deal volume [as
of 26 June, 2014] surged to US$1.75 trillion, up 75 percent
from the same period a year-ago, according to Thomson
Reuters’ data. That was the highest level since 2007, when
deal volume reached $2.28 trillion.1
While large deals, such as the €40 billion merger between
cement makers Holcim and Lafarge and Vivendi’s €17
billion sale of its SFT unit to Numericable are capturing the
headlines, deal activity has also increased significantly in the
middle market. According to Andrew J. Sherman, partner at
Washington, D.C.-based law firm Jones Day, middle market
M&A is up 30 percent this year.2 Many strategic acquirers,
who have been conspicuously on the sidelines for the past
few years, are now in acquisition mode, raising the stakes of
competition for private equity firms.

What can fund managers do to ensure they are
positioned to succeed in this environment? Following
are practical tips to consider:
1. Private Transactions, Rare: Multiple Bidders, Common
Buyers may prefer to pursue “off-market” or exclusive
private transactions in which they are the sole bidder,
but as many deal experts will attest, these deals are
difficult to source. Attractive targets are likely to be on
the radar of multiple potential buyers. Not surprisingly,
most of these sellers prefer to be in a position of
entertaining multiple bidders, as it often results in a
higher price. Hence auctions are a fact of life for
today’s buyers.
As Mark Brady, global head of mergers and acquisitions
at William Blair and Company, noted “Within most
sectors, and there are some exceptions, businesses
of any significant scale are going to be subject to an
auction. One of the great ironies is that many buyers
will say, ‘we just don’t participate in auctions,’ but they
inevitably end up doing so. The only person we have
done business with who successfully sticks to that
premise, and has made a ton of shareholder value, is
Warren Buffett.”3
For large transactions, it is not uncommon to have an
auction with 10 to 12 bidders, and even in the case
of smaller transactions, the seller may engage an
investment banker to facilitate an auction process for
a few select bidders. Consequently, today’s buyers
need to be sure they have the right skill set, the right
deal team and, if necessary, outside advisors to build a
winning strategy in an auction environment.
2. Financial buyers need to be creative to overcome
the allure of strategic buyers. When the seller is the
founder or long-time owner of a privately held company,
strategic buyers often have an edge over financial
buyers because they have a long-term interest in the
company’s growth, and are often willing to pay a higher
price. Financial buyers need to be able to overcome this
edge by being creative in offering other incentives that
will appeal to the seller.

1. Ed Hammond and Arash Massoudi, “Global Dealmaking Shows Return to Vigour,” Financial Times, June 29, 2014.
2. Elizabeth MacBride, “Why More Entrepreneurs Will Get A Phone Call Worth Millions,” Forbes, May 31, 2014.
3. “Best Practices of the Best Dealmakers,” Merrill DataSite and M&A Advisor, 2013, p.18.
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3. Long-term relationship building is now required.
Buyers also face a third challenge in approaching
privately held, middle market firms – finding owners who
are willing to sell. Many middle market companies who
survived the downturn are once again enjoying growing
sales pipelines and improved profit margins after
weathering several years of tough sales, cost-cutting
and challenging business operations. For these owners,
selling the company is not a high priority.
As Charlie Johnstone, partner at UK-based private
equity firm ECI Partners, noted, “Leading up to the 2007
financial crisis, lots of businesses were trading hands
with people you’d met once or twice. That doesn’t
happen today. You’ve got to have the patience to build
the relationship over time. For example, the businesses
that our firm put offers in on last year had been in our
pipeline 3.2 years before we put an offer in.”
4. Be specialised, but diversified. In such a competitive
environment, firms that specialise have an edge over
generalist firms. It’s important to be able to prove to
sellers you understand their world. Firms, such as ECI
Partners, choose a few industry sectors and invest the
time networking in each industry to build credibility
with potential sellers and their advisors. “It’s a delicate
balance. The reason we take a multi-sector approach is
because if we feel pricing in high-tech is too high, we
can divert our resources to identify opportunities in
business services or in industrials that are better value,”
said Johnstone.

“In a recent study, Bain &
Company surveyed 250 senior
executives who had been involved
in sizable acquisitions. More than
40 percent admitted they had no
investment or strategic thesis
behind their transactions.”

The Hotter the Market, the More Important Your
Investment Strategy Becomes
When the market heats up, decisions can be swayed
by the “noise” in the marketplace. Developing a solid
investment strategy and adhering to it is one of the
most critical factors in a firm’s ability to achieve its
investment goals. This may seem like a basic step for
every investor, but many companies venture into the
M&A marketplace without a plan. In fact, in a recent study,
Bain & Company surveyed 250 senior executives who
had been involved in sizable acquisitions. More than
40 percent admitted they had no investment or strategic
thesis behind their transactions.4
It’s also important to translate the investment strategy into
a formal process to “filter” all potential targets, without
exception. Creating a filter is invaluable for many reasons:


Prevents overpaying – A number of factors can drive up
the bidding and entice buyers to pay more for a target
than the value it can deliver. This is especially true in
competitive markets where many buyers are looking for
attractive targets. One way to prevent overpaying is to
adhere to your acquisition criteria.



Provides a basis for comparison – Does the acquisition
really have to be the market leader or are there other
targets that meet your criteria for a more attractive price?
The filter enables the team to compare “apples with
apples” more easily.



Prevents “one-off” acquisitions that do not fit the
investment thesis.



Prevents team from wasting valuable time and
resources pursuing deals outside the investment
strategy. 5

Ultimately, adhering to a formal target filtering process
ensures the firm’s original goals are consistently considered
in every opportunity. Two successful middle-market private
equity firms, Castle Harlan and The Jordan Company, have
translated their investment thesis into a filter that enables
them to objectively analyse as many as 1,000 companies
a year. The work is time-consuming, but the filter they
have developed protects them from losing sight of their
investment objectives.6

4. David Harding and Darrell Rigby, Bain & Company, Winning in Turbulence: Pursue Game-Changing M&A and Partnerships (Boston: Harvard University of Business Press, 2009).
5. Best Practices of the Best Dealmakers, p. 17.
6. Best Practices of the Best Dealmakers, p. 41.
7. “Creating and Executing a Winning M&A Strategy,” Best Practices of the Best Dealmakers, 2nd edition, p.12.
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Strategic, Multi-Faceted Networking to Build
the Pipeline

“While performance remains the
single most effective way to build
a strong brand, according to a
recent survey conducted by BackBay
Communications and Pitchbook,
81 percent of the respondents stated
they are increasingly recognising
the importance of investing in active
brand management.”

Today’s most successful firms are investing in establishing
long-term networks and building relationships in multiple
channels to continually fill their deal pipeline. This includes
investment bankers, M&A advisory associates, financial
associations, and industry and trade association events.
In addition to casting a broad net, it is critical to be
responsive to inquiries from your network. For example,
Scott George, senior vice president of corporate
development for Hillenbrand ensures he and his team
members always respond quickly and thoroughly to their
intermediaries as to why they are or are not interested in a
particular opportunity. “If we’re not interested, we tell the
intermediary as quickly as possible and we follow up with
an email outlining the specific factors that we liked about it,
what we didn’t like about it and why we decided as we did,”
George said. “That way, the intermediary looks smarter to
its client, they are more motivated to approach us again
with other opportunities, and they are able to be more
focused about the ideas they do bring us.”7
A Clear, Concise Communication Strategy is Critical
As the industry matures, private equity firms are being
challenged to differentiate themselves in a marketplace
crowded with thousands of other firms also seeking
attractive targets for their portfolios. Many firms are
carving out a niche by specialising in specific industries;
however, they must still find ways to stand out from their
competitors within the niche. Consequently, more PE
firms are investing in building their brand as a strategy to
attract investors, potential sellers and top talent. While
performance remains the single most effective way to build
a strong brand, according to a recent survey conducted by
BackBay Communications and Pitchbook, 81 percent of the
respondents stated they are increasingly recognising the
importance of investing in active brand management.8
“Historically, PE firms didn’t not think of their firm’s brand in
the same way that a consumer product company would, but
that’s changing,” said Toby Mitchenall, director of BackBay
Communications. “Without a doubt, the firms who have a
well-established brand can gain a compelling edge in deal
sourcing. Also, they can often negotiate deal terms on a
more favourable footing than a relatively unknown firm can.”

Also, according to Mitchenall, these firms have a further
edge as sellers are often more inclined to go with a known,
versus, unknown brand. “It’s easier for a seller to ask
around in the market and check out the buyer,” he said.
“If more is known about the firm, the more information the
seller has to gauge the deal’s certainty to close.”
The firms that tend to be most effective in both attracting
investors and sourcing good deals are those who have
taken the time to understand the marketplace’s perception
of their firm, develop a clear and coherent message to
convey their business strategy, and communicate it to their
audiences on an ongoing basis.
“As a middle market private equity firm you are competing
for mindshare against 2,000 PE firms and across 1,500
intermediaries, so how do you stay top of mind?” said David
Hellier, partner at Bertram Capital. “We take a multichannel,
systematic approach that I learned from my many years as
an operator. First and foremost, there is no substitute for
personal relationships. We start with face to face meetings
with intermediaries, then we use a variety of communications
platforms to extend our message to our target audience.”9
Building a solid pipeline, according to Johnstone of ECI,
takes patience, consistent communications and the instinct
to move on, when necessary. “What is most important? I
think it’s having a clear and consistent message about why
you are relevant to that target,” he said. “However, if you
think you’re really relevant to someone and you can’t get
traction, you’ve just got to hold your hands up and focus
where you’re getting receptive behaviour.”

7. “Creating and Executing a Winning M&A Strategy,” Best Practices of the Best Dealmakers, 2nd edition, p.12.
8. “Private Equity Brand Equity | III,” BackBay Communications, 2014.
9. Private Equity | Brand Equity III.
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Be Thorough but Move Quickly
In today’s M&A market, where deal activity is accelerating
and competition is fierce, success is also based on the ability
to be thorough, but fast. Private equity firms need to be
able to manage their market research and due diligence in
a strategic manner that enables them to quickly identify if a
potential target fits the profile and warrants further attention.
Smart acquirers, notes Jay Greyson, founding partner of
investment bank Vetus Partners, know how to stage their
due diligence. “I don’t have an exact number, but for
every four or five deals that go under Letter of Intent (LOI),
one often doesn’t close for a wide variety of reasons. For
example, we actually had a client’s manufacturing facility
literally blow up days before closing. If you’re a buyer, you
have to be careful,” he said. “You don’t want to go in and
spend a million bucks [on due diligence] before you find
out there is a problem. You can’t get that money back.
How you stage your diligence is very important: what work
you do upfront, when you bring your advisors in, and how
you use them are very critical. The seller wants you to do
everything as fast as possible, and, as a buyer, you need
to identify the key areas of risk and take them off the table
before you start spending huge amounts of money with
outside advisors. In terms of staging due diligence, it is
important for both sides of a transaction to identify the ‘go/
no go’ issues as early as possible.”10
Firms, such as ECI, are willing to invest their resources well
before they enter into discussions with a potential target.
“Quite often we’ll start spending money on the market
very early on, and then we may deal in referencing in the
management team ahead of the process,” Johnstone said.
“We will seek to be as deliverable as possible earlier, so that
our extra requirements of due diligence aren’t so much of a
burden to the process and the opportunity to invest.
We take that risk on ourselves.”

“How you stage your diligence
is very important: what work you
do upfront, when you bring your
advisors in, and how you use them
are very critical”
Online deal sourcing platforms are also gaining momentum,
although at this point, it is difficult to predict how these
networks will mature. Investors, such as Johnstone, don’t
necessarily find them to be a fit for sourcing platform
opportunities. “So far, I’ve found these online deal networks
can be useful for bolt-on acquisitions for our portfolio
companies,” he said, “but for core platform deals, we
have built our own relationships with the advisors and the
company, so the deal platform has not worked.”
Virtual data room (VDR) technology is also integral to
managing and keeping up the momentum on fast-moving
deals. “I can’t imagine ever not using a virtual data room –
it would be sheer madness. It enables us to move quickly
once a seller has indicated interest, which is critical to us, as
we’ve already spent our money upfront,” said Johnstone.
“Using a virtual data room platform enables people to have
more options in the process, to be able to be more creative
in their process and effectually shield the business from the
impact of the due diligence.”
Merrill DataSite would like to thank all those who
contributed to this paper, with special thanks to
BackBay Communications and ECI Partners.
Toby Mitchenall,
director of BackBay
Communications.

Embrace Technology to Gain an Edge
Technology continues to play an increasingly important
role in helping firms identify and assess targets, track
their investment activities and manage due diligence. In
terms of advanced research, data analytics tools can help
a firm uncover targets before the competition. Some
firms develop their own in-house database and analysis
solutions, while other purchase off-the shelf solutions.

Charlie Johnstone,
partner at ECI Partners.

10. Best Practices of the Best Dealmakers, p. 30.
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Acquisition Tactics:






Take private – A buyer or consortium of buyers will
acquire the stock of a public company and take it private,
eliminating the regulatory and reporting requirements
associated with being publicly held. The take-private
transaction of Boots from the London Stock Exchange by
KKR represents a successful example of this.
Control investment – The outright purchase of all
shares or majority of shares – granting the buyer
controlling interest in the company’s strategy, operations,
revenues, etc. The control investment is the mainstay of
developed markets’ private equity investment with only a
few notable exceptions happy to consistently
take minority stakes.
Minority investment – A significant but non-controlling
ownership of less than 50 percent of a company’s
voting shares. Minority investment is often practiced by
private equity firms providing growth equity to business
that are yet to reach full maturity. Firms such as TA
Associates and Palamon Private Equity would be
typical growth investors.



Turnaround – A strategy to generate value by acquiring a
low-performing company and improving performance as
a strategy to generate value.



Carve-out – The acquisition of a business unit
that is being ‘carved-out’ and divested by a larger
conglomerate or business. CVC Partners acquired Italianbased Cerved as a carve-out transaction from a group of
Italian banks.



Buy and build – This strategy involves buying a platform
company with established management and systems,
and growing the business through acquiring businesses
in the same or a complementary sector.



Debt-for-equity – A strategy, typically used by
turnaround investors, in which an investor buys a
substantial amount of a struggling company’s debt,
often at a discount. If the company is then forced to
default on its debt, the investor can then try to negotiate
a restructuring, whereby the company’s debts are cut
in size and the creditor given an equity stake in the
business.

Checklist: Important Considerations in Successful
Investment Strategies

4
 Develop a solid investment strategy. Take steps to
ensure your entire firm is well-versed in understanding
and applying it to all applicable areas of their work.

4
 Create an investment “filter” based on your strategy,
through which all potential acquisitions are assessed.
This is the surest way to prevent emotional decisions or
“one-off” acquisitions that are can divert resources and
result in poor results.
 Plan to invest in long-term relationship building. It may
4
take several years before a potential target is ready to
sell, so plan accordingly in building your pipeline.

4
 Develop a multi-faceted approach to networking
to identify good targets. Long-term, responsive
communications within these channels yield the
greatest results.
4
 Take steps to differentiate your firm in the market
place. Clearly establish your focus and develop a
concise communications strategy to convey your
investment goals to the marketplace. If it has been a
few years since you last assessed this, it may be time to
review your plan.

4
 Be prepared to be creative. The odds of finding an
attractive target that has been approached by no other
suitors are very slim. Be prepared to encounter multiple
bidders and differentiate your firm through creative deal
strategies that are focused on addressing the seller’s
needs and objectives.

4
 Leverage technology. Don’t be swayed by trends.
Technologies such as data analytics, deal sourcing
platforms and virtual data rooms can help your firm
achieve its ultimate goals.

Merrill DataSite has worked with Private Equity firms
through each stage of the PE lifecycle from fundraising
to exits, and our virtual data room solution has been
used on more than 35,000 projects worldwide. To learn
more about the Merrill DataSite or to scheduled a
demonstration email info@datasite.com or visit
datasite.com today.
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About Merrill DataSite
Merrill DataSite is a secure virtual data room (VDR) solution that optimises the
due diligence process by providing a highly efficient and secure method for
sharing key business information between multiple parties. Merrill DataSite
provides unlimited access for users worldwide, as well as real-time activity
reports, site-wide search at the document level, enhanced communications
through the Q&A feature and superior project management service – all of
which help reduce transaction time and expense. Merrill DataSite’s multilingual
support staff is available from anywhere in the world, 24/7, and can have your
VDR up and running with thousands of pages loaded within 24 hours or less.
With its deep roots in transaction and compliance services, Merrill has a cultural,
organisation-wide discipline in the management and processing of confidential
content. Merrill DataSite was the first VDR provider to understand customer and
industry needs by earning an ISO 27001 certificate of registration – the highest
standard for information security – and is currently the world’s only VDR certified
for operations in the United States, Europe and Asia. Merrill DataSite’s ISO
certification is available for review at www.datasite.com/security.htm.
As the leading provider of VDR solutions, Merrill DataSite has empowered
more than two million unique visitors to perform electronic due diligence on
thousands of transactions totalling trillions of dollars in asset value. Merrill
DataSite VDR solution has become an essential tool in an efficient and legally
defensible process for completing multiple types of financial transactions.
Learn more by visiting www.datasite.com today.
About Merrill Corporation
Founded in 1968 and headquartered in St. Paul, Minn., Merrill Corporation
(www.merrillcorp.com) is a leading provider of outsourced solutions for complex
business communication and information management. Merrill’s services include
document and data management, litigation support, language translation
services, fulfilment, imaging and printing. Merrill serves the corporate, legal,
financial services, insurance and real estate markets. With more than 5,000
people in over 40 domestic and 22 international locations, Merrill empowers the
communications of the world’s leading organisations.
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