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German Canale: Ice, Ice, Baby

Can German Canale grow his ice-manufacturing business and dominate the
entire Mexican ice industry before the opportunity melts?

Mason Scisco’
A. J. Wasserstein >

February 15, 2020 was a balmy, 78-degree day in Monterrey, Mexico, but German Canale, co-
owner of ice manufacturer and distributor Aguafria, was freezing. He stood in the ice-storage
room of newly acquired rival HieloT in the Monterrey suburbs and watched as workers installed
a new chiller. The upgrade was a small part of Canale’s vision to consolidate the fragmented
Mexican ice market. He had plans for more acquisitions and other value-creation activities, but
the asset-heavy nature of ice manufacturing and distribution meant he needed a lot of capital to
achieve them. He was preparing an investment memorandum to raise up to 100 million Mexican
pesos, and he was still undecided about which investment projects to prioritize.”

Unlike most of its rivals in Mexico, Aguafria was not a legacy family business. Canale and his
business partner, José Pablo Fernandez, had no idea that they would enter the ice industry when
they graduated from MIT Sloan School of Management in 2016 and launched their search fund
to identify, acquire, and operate an existing Mexican business. However, in 2017, their search
led them to purchase an ice-manufacturing plant owned by global beer brewer Heineken. The
purchase gave birth to a new, independent firm they decided to call “Aguafria.”

Since the carveout from Heineken in 2017, Aguafria had acquired six additional ice businesses
and had increased EBITDA" from MX$52 million to MX$95 million without raising additional
capital. Canale was eager to continue this successful growth strategy but also sought to maximize
profits in other ways. He had started to introduce new products and change product mix to
generate higher profit margins. He had also thought about increasing prices to determine the
effect on demand. Finally, he had invested in a new technology that promised to streamline his
company’s distribution operations.

As Canale felt the first cool blast of air from the storage room’s new chiller, he wondered whether
he should pursue just one of these strategies or a combination of them. Which levers would create
the best return on investment for Aguafria with the least operational effort and risk, and which
ones would help Canale meet his ultimate goal of making Aguafria the largest ice manufacturer
and distributor in Mexico?

Domo Capital: the formation of a Mexican search fund

Prior to getting his MBA, Canale had led operations and revenue management at Credex, a
microfinance SME in Mexico. Ferndndez had been a financial advisor at Rothschild, a financial
advisory group, where he negotiated buyouts and debt restructurings.

The eventual business partners met during the first week of classes at MIT School of
Management in 2014 at a barbeque attended by other Mexican students. Canale and Fernandez

" MX$1 equaled about USD$0.054 on February 15, 2020.
" Barnings before interest, taxes, depreciation, and amortization.
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discovered they shared the same goal of launching a search fund after the program. They agreed to get to
know each other better over their first year at Sloan and decide whether to partner on a search fund at the
start of their second year.

A search fund is an investment vehicle that enables young, less-experienced entrepreneurs to acquire and
run a company in which they have a significant equity stake. Typically, about 15 outside investors provide
about USD$30,000 each to fund the two-year search. In return, investors have the option, but not the
obligation, to contribute more money to the company that the entrepreneur decides to purchase. Like all
forms of entrepreneurship, search funds carry risk: 33% of funds close without making an acquisition, and
17% of funds that make an acquisition exit with a negative return.’ However, compared to other asset
classes, successful search fund exits have a significant upside, with an average pre-tax internal rate of return
of 32.6%.* Search funds tend to target service industry companies with less than USD$5 million EBITDA,
contractually recurring revenue, few physical assets, and high growth potential.

During their research into search funds in 2014 and 2015, Canale and Fernandez discovered that search
fund activity in Mexico was accelerating, with 11 active funds compared to 12 in the United Kingdom and
75 in the United States.® At the time, only two profitable exits were known to have occurred from Mexican
search funds, and seven profitable exits were known to have occurred among all international search funds.®

Mexico attracted the searchers for several reasons. First, their research suggested that Mexico’s short-term
macroeconomic forecast was brighter than those of many other countries in the Americas, which could
provide tailwinds to grow their chosen business. According to their research, Mexico’s GDP was expected
to grow the most of any country in the Americas, and the Mexican middle class was expected to grow by
38%.” Second, they believed that the Mexican economy favored search fund acquisitions because 70% of
the economy was comprised of small, family-owned businesses, many of which were managed by
entrepreneurs entering retirement age. Third, the searchers liked the low penetration of private equity
compared to the United States, which meant less competition for large deals and lower valuation
expectations.

The entrepreneurs grew close during their first year at MIT. In addition to getting along on a personal level,
they felt that their complementary backgrounds in operations and finance, as well as their distinct personal
and professional networks in Mexico’s largest cities, would form a strong search fund team. In December
2015, they formed Domo Capital and circulated a private placement memorandum (PPM) to potential
investors, seeking 18 investment units priced at US$35,000 to fund their search for two years. They
planned to focus on the largest Mexican markets for their search, including the country’s three largest cities:
Mexico City, Guadalajara, and Monterrey.

Acquiring Heineken Mexico’s ice-manufacturing operations

A few days after graduating from MIT in June 2016, Canale and Fernandez moved from Boston to Mexico
City to start their search. In early July, an investment banker contact told them that Heineken was
considering selling its ice business in Mexico. The searchers added the business to their list of possible
targets and began researching it.

In 2010, Heineken entered the Mexican beer market by acquiring Cerveceria Cuauthémoc Moctezuma, one
of the country’s two largest beer companies. Among the assets that Heineken acquired was an ice-
manufacturing plant that traced its history back to the 1890s, when the region’s brewers started producing
their own ice to store and distribute their beers. By the time Heineken acquired the asset, it had long ago
expanded its customer base beyond Cerveceria Cuauthémoc Moctezuma to become the largest ice
manufacturer in Mexico’s Northeast region, supplying over half of the ice used in commercial applications
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(e.g., beverages, fishing, and construction) and a third of the ice bought and consumed in retail settings
(e.g., supermarkets, convenience stores, and gas stations). (See Exhibit 1 for maps of Mexico’s states and
regions.)

In 2012, Anheuser-Busch InBev (A.B. InBev) purchased Mexico’s other beer conglomerate, Grupo
Modelo, which triggered a period of intense competition between A.B. InBev and Heineken in Mexico as
both companies jockeyed for market share. As part of the shifting competitive landscape, Heineken decided
to refocus on its core brewing capabilities and divest its ice-manufacturing plant and other non-core assets.

Canale and Fernandez saw enormous potential in Heineken’s ice business in Mexico. Unlike in the United
States, where ice manufacturing is dominated by only a few major firms, the Mexican market was
fragmented among many small, family-owned businesses that focused on single cities and lacked
professional management expertise. By contrast, Heineken’s Mexico ice plant - rumored to be the world’s
largest - dominated the Northeast Mexican market in part because it produced ice at a lower cost than its
competitors. The ice unit employed strong operational managers who ensured stable, low-single-digit
revenue improvements year over year. The business had several large clients that pledged they would
remain with the newly carved-out company. Additionally, the searchers saw an opportunity in the fact that
Heineken had never invested in delivery capabilities. Buyers would pick up products from Heineken’s
facility and either use them directly or resell them.

Despite these positive attributes, some features of the business unit gave Canale and Fernandez pause. First,
Domo Capital’s PPM had called for finding an asset-light business, but this transaction included physical
assets with a market value of MX$200 million — almost four times annual EBITDA - which would have to
be upgraded and maintained in future years. Second, the business’s revenue was seasonal in nature. Ice
sales peaked in July and August at levels over four times sales in January and February. Third, the business
unit currently relied on many services supplied by Heineken headquarters: accounting, human resources,
information technology, legal services, and procurement, among others. Canale and Fernandez would be
faced with the daunting task of building an entirely new legal entity without established back-office services.
The endeavor felt less like an acquisition and more like a spin-out and a start-up combined into one.

Based on their financial models, the searchers believed they could double the ice unit’s EBITDA over five
years by increasing operational efficiency and developing organic growth opportunities. However, those
models ignored a more lucrative path that Canale and Fernindez were beginning to envision for the
business: given the highly fragmented nature of the Mexican ice industry, acquiring rival manufacturers to
grow the product range and drive down costs could produce greater returns more quickly.

Ice manufacturers in the U.S. had already used programmatic acquisitions, also known as rollups and
consolidations, to professionalize ice manufacturing and distribution starting in the 1990s, and four firms
now accounted for three-quarters of industry revenues.® In a programmatic acquisition, a company acquires
or merges with other firms and attempts to use its newly combined resources to achieve economies of scale
and increased market share, which boosts firm profits. The strategy is particularly effective in fragmented
industries with many small players, as was the case with U.S. ice manufacturing prior to 1997. Starting in
that year, Reddy Ice, then a subsidiary of a large foods company generating USD$66 million of that
company’s revenues, was sold to an independent company that began acquiring competitors with aging,
undercapitalized, ice-manufacturing plants.” The new company implemented modern production and
distribution methods that eliminated redundant capacity and delivery routes and rapidly expanded
geographic reach and market share. At the same time, rival ice firm Arctic Glacier followed a similar
programmatic acquisition strategy as it expanded its footprint across both the U.S. and Canada.'® By 2004,
Reddy Ice and Arctic Glacier were North America’s first- and second-largest ice manufacturers, with annual
revenues of USD$286 million and USD$95 million."" Both companies attracted significant investment
from private equity firms and eventually completed IPOs. By contrast, Home City Ice, North America’s
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third-largest ice manufacturer, remained a family-owned business and grew more slowly. The company
acquired Polar Ice in 2000, which grew the company’s revenues by 50% to USD$50 million.'?

The consolidation of the ice industry came with challenges. In 2009, the U.S. Justice Department initiated
a series of probes into anticompetitive deals and pricing, which resulted in Artic Glacier paying a settlement
of USD$9 million." In 2011, the company settled a number of class lawsuits in the U.S. and Canada that
alleged anticompetitive practices for tens of millions of dollars.'* Finally, in 2012, both Reddy Ice and
Arctic Glacier filed for bankruptcy due to high debt loads incurred during their expansions.'®

Canale and Fernandez wondered whether copying a North American ice rollup strategy and avoiding
bankruptcy could work in the Mexican market. As they researched the industry, two Northeast Mexico
competitors indicated they would be open to acquisitions. Of the two, HieloT was especially attractive
because the company was also based in Monterrey and specialized in packaged ice and last-mile distribution.
For all of its allure, however, the acquisition strategy came with significant risks and logistical challenges,
including finding enough attractive deals and integrating the operations of the acquired firms.

By September 2017, the searchers were confident enough in their investment thesis to draft and issue their
first investment memorandum. The memorandum proposed raising MX$150 million from equity
investors and sourcing MX$200 million in bank debt. The amount would cover transaction costs for
Heineken’s ice business and finance short-term growth opportunities.

Three months later, on December 22, 2017, Domo Capital signed the sales and purchase agreement with
Heineken to acquire their Mexican ice business. The new company became known officially as Aguafria.
After an intense carveout of 10 weeks, Aguafria ran fully independently from Heineken.

A history of ice

For much of human history, only the very rich could afford the luxury of ice. Alexander the Great
supposedly built the first Greek icehouse to enjoy eating frozen milk mixed with honey and fruit year-
round. Roman emperor Nero enjoyed ice water so much that he forced slaves to run to nearby mountains
to keep his glass full of it. In Mesoamerica, Montezuma sent his own specially trained runners to collect
snow from volcanic peaks that his chefs would then add to a concoction of cocoa and peppers to make his
favorite chocolate slushy.”

The harvesting of natural ice to preserve foods into the summer became more common in Europe in the
17" century, but the commercial potential of ice was not fully exploited until the early 19" century. In
1802, Thomas Moore created the “refrigeratory,” or ice box, which democratized ice storage by moving it
from its own expensive house into the home. He put his box on wheels and used it to sell cold butter for a
higher price than his competitors at local markets. In 1820, Harvard University dropout Frederic Tudor
created the first commercial ice supply chain by introducing new technologies to cut blocks of ice out of
frozen New England lakes, pack them in sawdust aboard cargo ships, and send them to the southern United
States, Cuba, and even Calcutta, India. Tudor’s more lasting contribution to the ice industry was in market
development. Because so few people had historically been able to afford ice, Tudor educated them by giving
away free samples of ice to cool their drinks. One gulp of free ice water on a hot New Orleans day created a
paying customer for life.

* For more information about the history of ice, see Bee Wilson’s book Consider the Fork.
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For all its commercial promise, the ice industry relied on harvesting natural ice from cold regions of the
world until the late 1800s when a rapid series of discoveries and inventions created the technology to
artificially produce ice. Freed from regional and seasonal constraints, entrepreneurs opened ice-
manufacturing plants close to areas of high demand in hot climates. The development of electric
refrigerators in the 1930s further commodified ice manufacturing and storage, while at the same time,
shifts in consumer preferences toward fresh meats, milk, and produce created the ubiquitousness of ice that
we enjoy today.

Modern Ice Manufacturing and Distribution

Modern commercial ice manufacturing is substantially more complex than making ice cubes in a residential
freezer. While both systems rely on the same general principles of thermodynamics and heat transfer,
commercial ice machines produce much larger quantities of ice using less energy and water per pound, and
the water and machinery must meet strict hygiene standards. Commercial manufacturers generally focus
on making two products: ice for human consumption and ice for industrial applications. (See Exhibit 2 for
photos of Aguafria’s products, equipment, and facilities.)

Ice for human consumption accounts for approximately 80% of total industry output by revenue.'®
Manufacturers sell plastic bags of small, individual ice cubes to retail and commercial establishments such
as convenience stores, supermarkets, and restaurants. The process starts by purifying water and pumping
it into a metal ice mold called an evaporator. A compressor pipes refrigerant around the evaporator to pull
heat from the water until it freezes. At that point, a sensor stops the refrigeration process and ejects the
frozen ice cubes out of the machine and into an insulated storage bin. Human workers and robots package
the ice cubes into plastic bags labeled with the product name, weight, date, and other relevant information.
One commercial ice machine and associated equipment costs about MX$6.5 million and produces 30
metric tons® of ice per day.

Ice for industrial applications accounts for approximately 20% of total industry output by volume and
revenue.'” Industrial ice is used to cool down packaged beverages, meat, produce, vaccines, and even
concrete. The most common form of industrial ice is block ice, which weighs 150 kilograms per block and
measures one meter tall and 0.5 meters wide. Manufacturers create the blocks by filling large molds with
purified water and suspending the molds in a brine tank, which contains a mixture of water and salt to
lower the temperature of the brine to below the purified water’s freezing point. At this temperature, the
water in the molds freezes in about 48 hours. Workers then lift the molds out of the tank and tip them onto
their sides, which releases the blocks of ice. An average brine tank and associated equipment costs MX$7.5
million and freezes 250 blocks of ice daily. In general, manufacturers charge about five times more for
packaged ice than for block ice and more per kilogram for smaller packages than for larger ones.

Dry ice and specialty ice, while not a significant percentage of industry output by volume, are other
important revenue and profit generators for commercial ice manufacturers. Dry ice is made by compressing
and freezing carbon dioxide gas into small, snow-like pellets. It is prized in contexts that require extremely
cold temperatures and dry conditions, since dry ice is many times colder than wet ice and turns directly
from a solid into a gas. Specialty ice is a general term used for many different kinds of ice created for niche
purposes. It includes flake ice - thin, irregularly shaped pieces of ice used in food displays and medical
contexts that require lower temperatures — nugget ice — small, chewable pieces of ice used in drinks and
smoothies - and gourmet ice - large, highly pure, crystal-clear ice used in cocktails at upscale bars and
restaurants. Manufacturers charge more per kilogram for gourmet ice than for packaged ice, but the

$ One metric ton equals 1,000 kilograms.
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machines also cost more in raw inputs and produce less ice. For example, a gourmet ice machine costs about
the same as a standard commercial ice machine but incurs twice the variable costs of production and makes
only a quarter of the ice.

Several distribution channels exist to deliver ice to customers, and the decision of which channels to use
depends on the ice company’s business model, the size of its operation, and the needs of its customers. First,
manufacturers can sell their products directly at their plants, which requires clients to organize their own
transport. The logistics of this distribution channel are simple but result in less revenue per ton. Second,
manufacturers can partner with third-party distributors to deliver ice to customers. This channel generates
higher revenue per ton than plant-only distribution. Third, manufacturers can deliver ice directly to
customers, which requires manufacturers to source and maintain their own trucks, drivers, and logistical
capabilities. This channel generates about the same revenue per ton as third-party distribution despite being
more resource intensive. In addition to these distribution channels, ice manufacturers can also supply and
maintain freezers in retail outlets where their products are sold to end consumers, though many
professionally managed stores maintain their own freezers.

The Mexican ice market

When Canale and Fernandez assessed Heineken’s ice business, they confronted a lack of reliable
information common in developing economies. There were no publicly traded ice companies in Mexico,
and professional research was sparse. To understand the market, the entrepreneurs relied on frameworks
available in industry reports about the U.S. ice market and adapted them using available data, conversations
with industry professionals, and knowledge from their own experiences doing business in Mexico.

The entrepreneurs estimated that the annual revenue of Mexico’s ice market was approximately MX$7
billion and that the demand for ice was growing at an estimated 8% per year, driven by favorable shifts in
Mexico’s social and environmental landscapes. By contrast, the U.S. market was not growing at all.

Among other factors, Mexico’s demographics were shifting to favor increased ice consumption. The
country’s population was expected to age in the coming decades, from an average of 28 years old in 2015
to 42 years old in 2050.'® The middle class as a percentage of the population was also growing, which
fueled a 5% to 10% growth rate across the entire food and beverage industry. '°

Additionally, Mexico’s urban population was projected to continue growing rapidly, while its rural
population was projected to decline.?® The effects of urbanization were obvious in the proliferation of gas
stations, grocery stores, restaurants, and other businesses that required cold storage for perishable goods.
A less conspicuous driver of ice sales in urban areas was decreasing home size: as kitchen square footage
shrank, so did freezer size and the size of packaged ice, which consumers purchased more frequently.*!

Mexico’s beer consumption traditions also contributed to ice manufacture in the country. In the north, beer
is traditionally chilled with ice, rather than refrigeration, in both residential and commercial contexts.
Walking into a convenience store and finding a large, open display case for beer covered in chipped ice is
common. The country has tens of thousands of small beer stores that have traditionally purchased block ice
to chip on-premises.

Lastly, the entrepreneurs hypothesized that a warming climate would increase ice sales. Ice sales were
already much larger during warm, dry months than they were during cold, wet months. This pattern
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replicated itself across individual days so that the warmest, driest days of the year produced the greatest ice
sales. With the average temperature in Mexico predicted to increase by up to three degrees Celsius by 2060,
the entrepreneurs believed that demand for ice would continue to grow.>

Mexico’s most popular ice product was the 5-kilogram bag available at most gas stations and grocery stores.
Recently, smaller bags of ice were growing in popularity, and some customers preferred these for reasons
of weight, waste, and space. The second most popular ice product was the 50-kilogram bag sold to
consumption centers such as bars, restaurants, and arenas.

Aguafria’s first two years: product mix, vertical integration, and pricing

As Canale settled into his role as CEO of Aguafria, he focused his attention first on operational efficiencies.
“For our first two years, we weren’t entrepreneurs; we were economists,” Canale said. Over this period, the
company’s total ice sales volume grew by about 13%, but overall sales grew by 46%, and EBITDA by 60%.
(See Exhibit 3 for Aguafria’s production volumes from 2018 through 2020. See Exhibits 4, 5, and 6 for
the company’s financial statements.)

Product mix explained some of the improved financial performance. Aguafria began testing new products
in a market unused to innovation. One of its early successes was pre-crushed block ice that it made and
packaged with machinery sourced from the U.S. and Europe. The benefit of pre-crushed block ice was
obvious to the owners of thousands of small beer shops. Employees had difficulty maneuvering 150-
kilogram blocks of ice through the store, and chipping the blocks on top of display cases often resulted in
broken bottles. Aguafria charged a 40% premium over block ice to crush it and deliver it in bags.

Additional product introductions included smaller ice packages for both commercial and retail consumers.
Whereas Aguafria had previously offered commercial customers 50-kilogram bags of ice, restaurants and
other small establishments quickly adopted smaller 20-kilogram bags of ice for ease of handling and on-
site storage. Canale observed the same phenomenon in consumer ice when he shifted some production from
5-kilogram bags to 2.5-kilogram bags. In each case, the costs to produce, package, and distribute smaller
ice packages went up negligibly while revenue increased significantly. The success of these smaller formats
made Canale wonder whether he should also offer gourmet ice, which some upscale bars were requesting
but for which he did not have the necessary equipment. Competing firms sold this ice to bars for as much
as MX$8 per kilogram.

Several small acquisitions also helped improve Aguafria’s profit margins. The first acquisition closed only
nine months after Aguafria became an independent company, and it established a pattern of acquiring
nearby firms that would complement the firm’s existing capabilities. Traf was originally Aguafria’s fifth-
largest client. It purchased Aguafria’s ice to resell and distribute to over 300 retail stores and consumption
centers with the help of its 20 employees and a fleet of 30 vehicles. Several members of Aguafria’s board
and top management were opposed to the acquisition because Aguafria had no experience in distribution,
but Traf’s owner was intent on selling, and Canale did not want to risk a new owner renegotiating or
canceling the firm’s contract with Aguafria. After three months of due diligence, Canale decided to buy the
company. Several months after the acquisition, an examination of the firm’s financials revealed that
increased logistical costs were smaller than the profit captured by eliminating transaction costs between the
two firms.

Aguafria subsequently acquired two more ice distributors and three rival ice manufacturers, including
HieloT, the main supplier of ice to a wealthy Monterrey suburb. All of the acquisitions were accomplished
through a combination of excess cash from the original equity raise, cash from operations, and debt in the
form of seller notes.
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Though relatively small, these acquisitions presented unique challenges. At the time, Canale was still setting
up new HR and IT systems to replace the ones he had lost in the Heineken carveout, so it was difficult to
standardize processes like payroll immediately. Many of these processes would be manual through the
remainder of 2020 until the new systems were in place, which increased personnel costs. The absence of
historical data at these firms also made forecasting demand and payment obligations difficult. Canale
became acutely aware of his inexperience in negotiating with suppliers, selling to clients, and dealing with
workforce issues. The experiences sowed doubts in his mind about whether he would be able to integrate
the much larger acquisitions on his target list, which he had cultivated over two years by attending ice
industry events throughout Mexico, advertising in industry newsletters, and personal networking. (See
Exhibit 7 for a list of these targets.)

Pricing was another profit lever that Canale considered deploying in Aguafria’s first years, though he had
yet to formalize a strategy around it. He wondered whether the firm had any leeway to raise prices,
considering the large quantities of block and packaged ice that it shipped in the Northeast region. If Canale
discovered that the firm could raise prices in some local markets, he also wondered how much value to place
on price increases relative to his other growth efforts.

Over the next year, Canale grew more comfortable with daily operations, but he began to feel that Aguafria
was approaching the natural limit of efficiency gains, a point beyond which the marginal gain would not be
worth the added effort. By chance, at an ice industry conference in Cleveland, Ohio, Canale discovered a
way that he might be able to change that. A vendor showed him a small box that he claimed could measure
the weight of ice in a freezer and send that data directly to an ice distributor. “How much for a thousand of
them?” Canale asked, thinking this little piece of technology might be just the thing to take Aguafria to
another level.

Aguafria turns to tech

Since the carveout, Aguafria had invested significantly in new technology. Canale had initially chosen a local
enterprise software solution to replace Heineken’s systems for inventory tracking and other processes
because the local vendor promised a quick implementation at a reasonable price. A year after implementing
the first ERP, Aguafria transitioned to a new one, Oracle NetSuite, which had functionality to manage
personnel, procurement, production, accounting, billing, and budgeting in one system. The transition
required harvesting data that Heineken’s ice business unit had never tracked, such as delivery routes and
client location sales data.

To gather consistent client data, Aguafria required that its drivers install a smartphone app to track
deliveries and ensure they followed prescribed routes. The surveillance immediately boosted revenue by
increasing the average number of deliveries per driver, which forestalled the need to hire more drivers and
purchase more trucks. Canale tied a percentage of the drivers’ bonuses to their use of the app.

Consistently gathering data about client locations, which could number in the thousands for some clients,
allowed Aguafria to compete on dimensions of service. When Canale signed his first delivery contracts with
retail customers, most assumed they would get deliveries twice a week — often on Tuesdays and Thursdays
- because that was how retail ice distribution had always worked. Unfortunately, demand was not that
predictable, and the set delivery schedule led to both out-of-stocks and wasted trips to fully stocked freezers.
By collecting data about the inventory levels at each customer location, Aguafria optimized next-day
delivery routes. The data also provided a window into location-specific consumption habits. Canale soon
realized that most stores sold 80% of their total weekly volume from Friday afternoons through Sunday
afternoons, so he directed his operations staff to adjust delivery volumes and schedules to keep stores in
stock, especially on those days.
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When Canale saw the internet of things (IoT) sensors in Cleveland, he immediately thought of how they
might increase the accuracy of stock-level assessments. With his current approach, between 5% and 10%
of freezers were out of stock at any given time. He envisioned using the technology to decrease out-of-stocks
to 2%. Additionally, Canale estimated that 5% of freezers on delivery routes were already well stocked when
his drivers arrived, and the sensors would eliminate those trips altogether.

The vendor sold the sensors and monitoring software as a monthly subscription for USD$17 per freezer.
The devices could be used in any freezer, required a mobile phone SIM card, and used software that was
optimized for the U.S. market, displaying data in pounds. The salesperson said the company would be
willing to make minor software adjustments to accommodate Aguafria’s needs. He also mentioned that the
company had deployed the technology at scale in the U.S. without any major technical issues.

Canale explained that Aguafria distributed to about 1,000 freezers in convenience stores and other retail
outlets and that he planned to expand that number to 6,000 freezers in the next two years. At USD$17 per
device, plus the large cost of SIM cards and wireless plans in Mexico, he was not sure the economics made
sense for the Mexican market. The salesperson said his company offered volume-based pricing but that it
was sized to the U.S. market and only kicked in after purchasing 10,000 units.

After the conference, Canale reached out to several retail executives for their opinions on the technology.
He recalled:

Some retailers weren’t interested in my pitch to move to 98% in-stock. They looked at the
raw numbers and said, “We’re losing less than MX$10,000 per store per year on stockouts
because we have 95% in-stock numbers.” I would explain that when a customer visits their
store and can’t buy ice, they aren’t losing the MX$30 on the bag of ice but potentially
MX$1,000 on all the other things the customer was going to buy, like beer, whiskey, and
chips. The customer takes her whole order to another store.

Canale also considered how to pitch the technology to executives. “Executives like being able to say they
have suppliers that give them this data. They like pulling it up on their phones and showing it off. I thought
being the one ice vendor who could do that might help us win some big contracts,” he explained.

At Canale’s request, Aguafria’s planning manager had begun researching alternatives to the sensors that
Canale had seen in Cleveland. After six months of communicating with suppliers in several countries, the
manager found a Japanese manufacturer with experience in developing similar IoT sensors and software.
See Exhibit 2 for images of the sensors and installation. Representatives of the company said that they
could create and sell a sensor for MX$125 with a volume-based recurring subscription fee that started at
MX$50,000 per month for 1,000 units. The device would send data over a cellular network instead of a
local internet connection. Because the specific use case was unfamiliar to the manufacturer, the
representatives estimated that it would take up to a year of prototyping and testing to launch the final
product. Aguafria would shoulder none of the upfront development costs. In return, Aguafria would agree
to buy at least 1,000 sensors, and the Japanese manufacturer would be free to sell the resulting technology
to other ice distributors in Mexico. There would be no exclusivity period.

Priorities and the path ahead

Outside the ice-storage facility, Canale removed his winter coat, a navy quilted puffer he had purchased
while still a student in Cambridge, Massachusetts, during his first fierce winter there. When he had decided
to return home after graduation, he had not imagined himself still wearing it. Yet here he was, trudging in
and out of the cold buildings that constituted his nascent ice empire, wrapped up like a student walking
between classes.
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To achieve his ambitions for the company’s growth, Canale knew that Aguafria required more capital. The
board was supportive of an equity raise of up to MX$100 million, and banks were also interested in lending
money. Canale hung his winter coat in his office and slumped into his desk chair. He thought about the key
topics he would need to address in an investment memorandum. He landed on whether Aguafria should
pursue more acquisitions to emulate the success of U.S. ice companies. And, if so, which acquisitions were
best? He also contemplated whether he should drive forward with the innovative IoT strategy. Then there
was the topic of gourmet ice which offered such compelling margins. The final two opportunities he knew
he needed to examine were the opportunity to experiment with price increases and product mix.

Canale leaned back in his chair, placed his hands behind his head, and thought about how exciting
Aguafria’s future was. Canale smiled and said to himself, “it’s all about ice, baby.”
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Exhibit 1: Mexican States, Major Cities, and Regions

Sonora
Baja

California Chihuahua

4 °
Coahuila

Baja
California Sur

Durango

" Yucatan

Jalisco

G)
C)

" Michoacan
Colima

Oaxaca

o

NORTHWEST

NORTHEAST

SOUTHEAST

SOUTHWEST

Source: www.vectorstock.com/royalty-free-vector/colorful-mexico-map-vector-1602071 and
www.vectorstock.com/royalty-free-vector/mexico-map-regions-vector-35577069.
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Exhibit 2: Products, Equipment, and Facilities

Clockwise from top left: A commercially available 5-kilogram bag of ice, a 5-kilogram bag of gourmet ice,
block ice, and a bag of pre-crushed block ice.

Aguaf ria afria

HIELO DESOE 1650 HELO DESDE 1850

Aguafric

HELO DESDE 1650

Source: Aguafria.
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Clockwise from top left: A.J. Wasserstein and German Canale in an ice-storage room, a commercial cubed-

ice machine, block ice coming out of the brine tank, and packaged cubed ice ready for transport to retail
outlets.

Source: A.J. Wasserstein during his trip to Aguafria in 2022.
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Clockwise from top: An installation diagram for IoT sensors to measure the units of ice remaining in a
freezer, an IoT sensor, and the data transmission box mounted outside the freezer.

Source: Aguafria.
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Exhibit 3: Product Volumes

Volume (tons*) Mar-Dec 2018 2019 2020 Projected

Whole block ice 137,270 125,279 87,736
Crushed block ice - 31,320 71,784
Total block ice 137,270 156,599 159,521
50 kg packaged ice 33,761 42,422 39,512
20 kg packaged ice - 11,570 14,602
5 kg packaged ice 14,469 23,139 23,371
2.5 kg packaged ice - - 8,411
Total packaged ice 48,230 77,131 85,896
Total ice 185,500 233,730 245,417

* 1 ton = 1,000 kilograms

Source: Case writers.
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Exhibit 4: Income Statements

(MX$'000) Mar-Dec2018 | 2019 | 2020 Projected

Whole block ice 134,525 122,774 85,982
Crushed block ice - 43,848 100,498
Total block ice 134,525 166,621 186,480
50 kg packaged ice 84,403 106,055 98,780
20 kg packaged ice - 40,494 51,108
5 kg packaged ice 61,493 98,342 99,325
2.5 kg packaged ice - - 42,054
Total packaged ice 145,896 244,891 291,267
Total ice sales 280,420 411,512 477,747
Packaging 17,507 34,649 47,012
Production 37,100 42,071 39,267
Transportation 55,650 63,107 61,354
COGS 110,257 139,827 147,633
Personnel 36,455 53,497 66,885
Maintenance 8,413 12,345 16,721
Administrative 4,206 6,173 9,555
SG&A 49,074 72,015 93,161
Transactional expenses 8,420 7,200 5,225
Business buyouts 300 17,579 8,750
Other 1,002 8,803 9,744
Total non-recurring costs 9,722 33,582 23,719
Total operating expense 169,053 245,424 264,512
EBITDA 111,367 166,088 213,235

Source: Case writers.
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Exhibit 5: Balance Sheets

{MXS$'000) Mar-Dec 2018 2019 2020 Projected

Cash 53,560 116,869 94,594
Accounts receivable 46,830 58,846 78,351
Inventory 5,608 9,465 10,988
Other current assets 2,339 9,799 3,625
Taxes 33,410 41,522 53,309
Total current assets 141,748 236,502 240,866
Total fixed assets 406,869 384,990 518,719
Total assets 548,617 621,492 759,585
Accounts payable 52,158 65,430 66,885
Other current liabilities 3,085 16,049 4,300
Total current liabilities 55,243 81,479 71,184
Total liabilities 265,558 304,930 281,393
Total Equity 283,059 316,561 478,192

Source: Case writers.

Exhibit 6: Cash Flows

Reported EBITDA 166,088 213,235
Interest (29,896) (34,118)
Taxes (31,557) (38,382)
Accounts receivable (12,016) (19,504)
Inventory (3,856) (1,523)
Other current assets (7,460) 6,174
Accounts payable 13,272 1,454
Other current liabilities 8,112 11,787
Taxes and VAT 12,964 (11,749)
Maintenance capex (19,931) (25,588)
Cash flow from operations 95,721 101,785
Acquisition capex {25,000) (76,500)
Principal repayment {19,400) (32,200)
Cash flow to equity 51,321 (6,915)

Source: Case writers.
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Exhibit 7: Potential Acquisitions

Target

Description

The Company has developed a reputation of being *the* professional acquirer of ice firms in Mexico.
Ice businessowners with M&A appetite from across the country contact management frequently. However,
interesting opportunities (as the ones listed below) are available at offers with enterprise value to EBITDA
multiples of 6-to-8

Status

National ice firm; presence from Tijuana to Canctin
Estimation: revenues of $200M, EBITDA close to $0

Jalisco’s leading ice firm
Estimation: revenues of $170M, EBITDA of $55M

Aguafria’s largest competitor in Northeast region
Estimation: revenues of $100M, EBITDA of $35M

Querétaro’s leading ice firm
Estimation: revenues of $100M, EBITDA of $30M

Puebla’s leading firm
Estimation: revenues of $35M, EBITDA of $11M

Sonora’s second largest ice firm
Estimation: revenues of $30M, EBITDA of $10M

Recent equity infusion by distress fund
Likely actionable by 2021

Expressed M&A appetite
Target sharing information slowly

Transaction fall apart on October 2019
M&A appetite may come back

Unclear M&A appetite
Preference for merger

Expressed M&A appetite
Different perception of value

Early stage contact
Stated M&A appetite for 2020-21

Source: 2020 Aguafria investment memorandum.
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This case has been developed for pedagogical purposes. The case is not intended to furnish primary data, serve as an endorsement
of the organization in question, or illustrate either effective or ineffective management techniques or strategies.

Copyright 2023 © Yale University. All rights reserved. To order copies of this material or to receive permission to reprint part or
all of this document, please contact the Yale SOM Case Study Research Team: email case.access @yale.edu.
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