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When aspiring entrepreneurs contemplate how to grow their businesses, they often default to
organic growth strategies that include selling more of the same goods and services to the
current customer base; selling new goods and services to the current customer base; selling
goods and services, whether new or existing, to new customers; expanding geographically; and
raising prices. These are all excellent ways to drive organic growth, and aspiring entrepreneurs
should analyze the merits and shortcomings of each option in the context of their respective
companies and industries. However, entrepreneurs should also consider expanding their
business through inorganic growth by engaging in acquisition activity.

This note explores why emerging firms (i.e., those with less than $10 million in EBITDA") should
carefully evaluate their potential to drive growth inorganically. It focuses on a very specific type
of inorganic growth referred to as a programmatic acquisition strategy (PAS"). A firm engages
in a PAS when it purchases businesses on a consistent and serial basis, as opposed to
sporadically making a single, transformative acquisition. Beyond the scope of this paper is how
firms should engage in a PAS, which is explored in the note “On the Nature of Programmatic
Acquisition Strategies: Their Execution.”

Entrepreneurs who employ a PAS grow their company by buying a series of similar businesses
and then optimizing the collective performance of the existing operations and the acquired
assets. Although neither easy nor guaranteed to succeed, this strategy can be a potent method
for creating economic value when well executed. Empirical research by the Boston Consulting
Group found that, between 1998 and 2013, programmatic acquirers (defined as firms who
spend more than five percent of their enterprise value on acquisitions each year) generated
returns nearly double those produced by their counterparts.®

The purpose of this note is to provide aspiring entrepreneurs with a general understanding of
a PAS. Although acquisitions often conjure up images of swashbuckling corporate executives,
the focus here is on the lower end of the middle market, that is, on emerging companies that

* EBITDA is an acronym for earnings before interest, taxes, depreciation, and amortization.
" In this note, the acronym PAS is used as shorthand for both the singular (i.e., programmatic
acquisition strategy) and the plural (i.e., programmatic acquisition strategies).
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are still entrepreneurial in nature and have less than $10 million in EBITDA. The pages that follow provide:

= A working definition of PAS

= An analysis of the strategic logic behind PAS

= An explanation of how PAS creates financial value
= A mathematical example of PAS

We will specifically address the strategic and financial “whys” that drive a PAS as detailed in Figure 1.

Figure 1: The strategic and financial why that drives a PAS
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Knowledge transfer Operating leverage on shared services
Optimal geographic footprint Increasing FCF conversion with scale
Build brand equity Multiple arbitrage

Acquisitive growth without additional equity

Defining a Programmatic Acquisition Strategy (PAS)

Programmatic acquisition is both a strategy and an activity. As a strategy, it is a method of economic value
creation in which the primary lever is purchasing and integrating target companies within the acquirer’s
industry on a consistent and regular basis. Engaging in the activity of programmatic acquisition entails
performing the critical tasks required to execute the strategy of programmatic acquisition. The underlying
work involved in a PAS is, in some respects, similar to other forms of acquisition activity: the acquiring
firm will source targets, conduct due diligence, negotiate contractual terms, close deals, and integrate
new assets. The key difference is that the programmatic acquirer runs through this process repeatedly,
consummating one acquisition after another, whereas other types of strategic acquirers typically buy
fewer companies and much less frequently.

Executing a PAS is not as simple as following a prescribed sequence of steps. The entrepreneur using a
PAS must design a repeatable process that works for their individual situation. That said, there is a set of
basic actions taken by all entrepreneurs pursuing a PAS, as outlined briefly below and illustrated in Exhibit
1:

= |dentify and Pitch Target: A particular company is chosen from among a group of potential targets.

=  Gather Preliminary Data: Basic, relevant information about the target is collected with an eye
toward how a potential deal may look.

= /ssue a Term Sheet: A term sheet is issued to the target, outlining the high-level structure of a
potential transaction.
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=  Perform Due Diligence: The target’s operations, finances, and organizational culture are
thoroughly analyzed to determine whether consummating a deal makes sense and, if so, what a
reasonable price to pay would be.

= Negotiate with Seller: Formal negotiations are begun on the contractual terms of a sale
transaction.

=  Secure Financing: A means to finance the purchase of the target is sought, and, if necessary,
funding commitments are secured from outside parties (e.g., banks, investment firms, or
individuals).

= (Close Transaction: The purchase of the target is officially completed in compliance with all
relevant legal and regulatory requirements.

= Integrate Acquisition: The target is incorporated into the acquiring firm’s operations with the
primary focus on ensuring a smooth transition for key stakeholders, particularly customers and
employees.

=  Optimize Operations: Various operational changes are made to improve the near-term
performance and long-term earning power of the newly combined businesses.

= Plan an Exit: An eventual exit is planned, usually in the form of a sale of the entire business, by
the firm’s owners and management team. Although a programmatic acquirer will cycle through
the aforementioned activities over and over again, the goal, in most cases, is not to do this
indefinitely.

= Realize Value Created: The firm’s built-up equity is tapped. Programmatic acquisition is a means
to an end, not an end unto itself: the ultimate goal is to drive economic returns. If things go
according to plan, programmatic acquisition enables a firm to accrete significant amounts of value
over time, which will be unlocked either through dividends, some sort of sale, or both.

In clarifying the definition of a PAS, it is also helpful to differentiate it from two related concepts that share
some common attributes but are, nevertheless, distinct.

Roll-ups

The first of these concepts is a roll-up strategy, which involves purchasing a number of small operators in
a given industry. Like a PAS, a roll-up requires financial engineering: specifically, the use of large amounts
of debt to fund deals (i.e., high financial leverage) with the explicit goal of one day selling the rolled-up
business for a substantially higher valuation than the sum of its parts would command (i.e., multiple
arbitrage, where larger assets earn higher transaction multiples than smaller ones do). However, a PAS
and a roll-up are not identical, with meaningful differences arising around their degree of organizational
cohesion. Generally, a roll-up prioritizes gaining scale rapidly above all else, such that a quick burst of
acquisition activity creates a loosely integrated amalgamation of disparate assets. Typically aiming to sell
the combined entity within just a handful of years, the entrepreneur sponsoring a roll-up will tend to do
little to optimize how the acquired pieces fit together. Instead, the approach often entails doing the bare
minimum and hoping for the best until an exit transaction can be consummated. On the other hand, a
PAS places a strong emphasis on operational improvement. Success in a PAS critically depends on the
extent to which a firm can operate the assets it acquires more efficiently than the hypothetical alternative,
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in which the assets remain independent companies run by their respective management teams on a
standalone basis.

Consolidations

The second related concept is consolidation. Consolidation occurs when a firm purchases a rival company
(or multiple rival companies) with the intention of increasing its market power. This is distinct from
programmatic acquisition in two respects. First, consolidation does not necessarily involve a series of
transactions. For example, a firm seeking to consolidate its industry may try to achieve this in one fell
swoop by acquiring a single, relatively large rival, as opposed to taking a gradual approach, which would
involve buying a number of small peers over an extended period. Second, consolidation assumes that by
acquiring its rivals, the buyer will gain bargaining power with its suppliers, customers, or both. In other
words, consolidation is intended to change an industry’s competitive dynamics to the benefit of the
acquirer. However, this does not have to be, and usually is not, part of a PAS. In most cases, a PAS involves
reducing industry fragmentation, but to a limited degree and not enough to give the acquiring firm any
meaningful amount of market power.

Examples of PAS

Programmatic acquisition has proven to be a viable strategy for many businesses, whether large or small.®
Some of the most prominent examples are multi-billion-dollar corporations that were once Lilliputian,
sub-$10-million-EBITDA companies.

A PAS can work beautifully to grow service businesses. A great example is Cintas, a Cincinnati-based
provider of uniform rentals and facility management services. The company was founded in 1929 by
Richard Farmer and has been run by him or one of his descendants ever since.” The business began by
salvaging household rags, laundering them, and re-selling the cleaned linen as industrial cloths to
factories. In the late 1950s, the company entered the uniform rental market. It then experienced
considerable, but largely organic growth during the 1960s and 1970s. An initial public offering (IPO) in
1983 provided the funds needed for Cintas to pursue a PAS, leading to a wave of consolidation that
reduced the number of companies in the industry from about 1,600 in 1981 to fewer than 800 by the early
1990s.8 Cintas has continued this strategy in subsequent decades, allowing it to grow its share of the
existing market, expand into new geographies, and win business from a wider range of companies. As of
2020, Cintas has more than 1 million customers, generates $7 billion in annual sales, employs 45,000
people, and boasts a $30-billion market capitalization.®

The application of a PAS need not be limited to service businesses; it can also work well in the context of
product companies. A good example is Precision Castparts, a Portland, Oregon—based manufacturer of
metal components for the aerospace, power, and general industrial markets.'® Founded in 1953, the
company originally made structural castings for various industrial applications. In the 1960s, it won some
key contracts from General Electric and Pratt & Whitney to produce castings for aircraft engines. An initial
public offering occurred in 1968. Then Precision Castparts embarked on a PAS in the mid-1970s, applying
its metallurgical and engineering expertise to other aerospace product categories, including titanium
components, airfoils, and turbine blades. The following decades saw further expansion into commercial
aerospace, defense contracting, and new end markets, such as power generation and oil and gas. In 2016,
having reached $10 billion in annual sales, Precision Castparts was sold to Warren Buffett’s Berkshire
Hathaway for $37 billion.*!

PAS has also been used to build conglomerates. The classic example here is Danaher Corporation, a
Washington, DC-based company that employed a PAS to amass strong positions in diverse industries,
including the markets for hand tools, precision measurement instruments, and dental supplies.?? The
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Rales brothers, Steven and Mitchell, pivoted away from commercial real estate to build Danaher in the
1980s. Between 1985 and 1990, they bought and turned around a number of struggling manufacturing
businesses while growing Danaher from what was essentially a startup to a company with a market
capitalization of $400 million. In the years that followed, they codified their operational improvement
tactics into a formal program called the Danaher Business System (DBS).'* The key to the success of
Danaher’s PAS was the application of the DBS playbook to each acquisition. Between 1995 and 2011, the
firm purchased and integrated 31 companies, fueling an appreciation in its stock price by a factor of 15.%°
Over the last decade, Danaher has continued to acquire assets and, along the way, split itself into two
companies,® which had a combined market capitalization of roughly $170 billion as of August 2020.

Although the three companies mentioned above highlight the incredible potential of a PAS, readers should
be mindful that the approach does not always create significant economic value. One of the most
notorious examples of the failure of a PAS is U.S. Office Products.'® During the mid-1990s, under the
leadership of Jonathan Ledecky, U.S. Office Products completed nearly 200 acquisitions over the course
of three years. This break-neck pace, fueled primarily by the firm’s use of its overvalued stock as deal
currency, transformed a startup in 1994 into a company that operated nationwide and generated almost
$3 billion in annual sales in 1997.2° Unfortunately, the economies of scale and scope that Ledecky and his
investors had anticipated from selling a wide range of products and services to small- and medium-sized
businesses failed to materialize. Disappointing financial results caused a sharp decline in U.S. Office
Products’ share price in the fall of 1997,%! and the poor performance continued into the first half of 1998,
forcing Ledecky to restructure the firm’s operations and balance sheet.? By the time he stepped down as
chairman in June 1998, U.S. Office Products had proven that a programmatic acquisition strategy is
unlikely to succeed when the economic reasons for taking this approach are weak.

The Strategic Rationale for PAS

One of the most important points for aspiring entrepreneurs to take away from this note is that
programmatic acquisition is not a formulaic recipe. In many cases, when entrepreneurs try programmatic
acquisition and fail, the subpar results are the direct consequence of an overemphasis on the process.
These entrepreneurs believe that success hinges on following as closely as possible a prescribed series of
steps and repeating the cycle over and over. They get so caught up in the specifics of execution that they
spend insufficient time and effort determining whether the approach even makes sense for their firm and
industry. As with any other business strategy, programmatic acquisition can achieve its full potential only
when coherent logic, grounded in economic reality, justifies its implementation.

Broadly speaking, there are five rationales for pursuing programmatic acquisition. Experience
demonstrates that entrepreneurs can achieve great results with this strategy when motivated by any one
of or a combination of these rationales. The flip side is that entrepreneurs will find it hard to make
programmatic acquisition work for firms operating in industries where competitive advantage is a
function of variables different from the ones listed below.?

=  First, a PAS can be an effective way to gain economies of scale. When a firm enjoys economies of
scale, the average cost of producing a good or providing a service declines as volume increases
because fixed costs are spread over a larger number of units.?* An example of a business with
economies of scale would be document storage (e.g., Iron Mountain).?*> This type of business
involves significant fixed costs, including storage facilities, to house customers’ documents and
trucks to move materials back and forth between customers’ locations and the company’s
facilities. A document storage firm could gain considerable leverage on its fixed costs by acquiring
many rival firms, allowing it to distribute these expenses over a larger pool of business.
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= Second, a PAS can allow a company to achieve economies of scope. This occurs when it costs less
to provide multiple goods or services together than to do so separately.? Often, the rationale for
economies of scope is strongest when one set of customers demands many related offerings. A
good example is a company that provides outsourced payroll processing services to small- and
mid-size businesses (e.g., Paychex).?” This kind of firm might start off handling just the payroll
processing needs of its customers, but it could acquire companies that perform similar human
resources (H.R.) activities, such as employee benefits management, compliance services, and
records administration. Providing multiple outsourced H.R. solutions could create scope
economies in service delivery, general overhead, and account management.

= Third, a PAS can create value by spreading a successful firm’s processes and know-how to
encompass a larger part of an industry. A leading enterprise could buy a series of less
sophisticated players and institute its better operating model at each one of them. An example of
this is the commercial distribution of heating, ventilation, and air conditioning (HVAC) supplies
(e.g., Watsco).?® Since HVAC contractors have diverse needs and demand a wide range of
equipment and parts, a supplier’s competitiveness depends on its ability to carry many products,
making inventory management critical. Through programmatic acquisition, a firm that has figured
out a better, less expensive way to manage its vast inventory could buy small rivals and apply its
inventory management system to them to realize significant cost savings.

=  Fourth, a PAS can help a firm achieve the optimal geographic footprint for value creation. A good
example is the heating oil distribution business (e.g., Star Group L.P.).?° In this industry, firms use
fleets of trucks to deliver heating oil to homes and businesses. A major determinant of costs is
route density: it is more efficient to distribute heating oil to one hundred houses in the same
neighborhood in New Haven than to one hundred houses scattered across New England. Each
truck can make deliveries to more residences when they are closer to one another, reducing the
size of the fleet required. Therefore, all else being equal, it makes more economic sense for a New
Haven heating oil distributor to acquire firms with customers near Yale University than around
Boston.

=  Fifth, a PAS can help a company build brand equity. Consider, for example, a fire inspection
business (e.g., APi Group).%® In this industry, high-quality customer service is critical for ensuring
the safety of factories and other commercial facilities. A fire inspection service provider might
start out with a strong reputation among an initially small set of clients, but through a PAS, it could
expand the scope of its business to other geographies or end markets. Then, by delivering
considerable value to these new customers, the firm could gain brand recognition as the most
trusted vendor across the entire fire inspection service industry, allowing it to capture even more
business.

Emerging Company Case Study: EyeQ Monitoring

Markus Scott (Kellogg School of Management at Northwestern University 2013) is the CEO of
EyeQ Monitoring. Based in Marietta, Georgia, EyeQ provides asset protection services,
predominantly to auto dealerships, through remote video surveillance. The company’s
service eliminates the need for on-site guards while offering twenty-four-hour security.

Customers enter into multi-period contracts that provide Scott and EyeQ a stable base of

predictable, contractually recurring revenue. Scott, who acquired EyeQ through a search fund in 2015,

has tripled the company’s revenue over the past five years. Having proven that he can operate EyeQ
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successfully and grow the business organically, Scott is now embarking on a programmatic acquisition
strategy. He is in the process of negotiating multiple deals and closing on his first target.

When asked why he is pursuing programmatic acquisition to augment his already successful organic
growth program, Scott identified a number of strategic reasons:

If you look at EyeQ today, we are a technology-enabled service provider that secures outdoor
assets. Over time, | think that business will continue to grow, but at some point, it will probably
be disrupted, as the home security industry has been. In that case, telephone companies have
been willing to give the service away for free, and they get into the customer’s home by partnering
with do-it-yourself companies that don’t have to spend money upfront and are less concerned
about generating a recurring revenue stream. The lesson for EyeQ is that we need to be able to
use the audio and video information we are collecting to offer more and enhanced services. If we
can do that, we’ll be able to grow our addressable market and increase the stickiness of our
customer relationships. Plus, we would do it all with the same infrastructure that we use today to
provide our main security offering.

In this context, a programmatic acquisition strategy makes a lot of sense. We are seeking to
acquire companies that could deliver value-added services to our current customers and would
leverage our existing systems and processes. This approach will allow us to achieve service
diversification, become more embedded with our customers, cross-sell additional services, and
gain operating leverage from the infrastructure and expertise we already have in place.

Currently, we are working on an opportunity that uses video technology for license plate
recognition—offering this capability to our automotive clients would allow them to identify their
customers’ vehicles and provide better and quicker service. An enhanced end-user experience
would, in turn, drive revenue for our customers. That is where we want to be, and it fits with our
skillset of being our customers’ eyes and ears.

| also think that by making multiple acquisitions in our industry, our company will learn and
become a better operator. Of course, | think we run a tight business already, but | know we will
improve as we grow through multiple acquisitions. | am smart enough to know that | do not have
all the answers.

The Financial Rationale for PAS

Although a PAS is primarily an operating strategy, the financial consequences of executing it should not
be overlooked. In fact, with programmatic acquisition, the operating strategy, and the financial model act
as highly synchronized gears that drive the engine of economic value creation. An extension of this
metaphor illustrates two implications. First, if an aspiring entrepreneur skimps on either of these critical
components, the engine’s performance will deteriorate significantly, if not stall altogether. Second, an
aspiring entrepreneur who focuses on improving how operations and finances mesh, can optimize the
engine’s efficiency and boost the overall output of the system. In other words, to translate this metaphor
back to the language of business, an aspiring entrepreneur can generate more return with fewer resources
required.

The purpose of this section is to explain the key value-creation levers built into a PAS. Flexing any one of
them will impact both the operational and financial aspects of a company, so entrepreneurs must
understand that what might seem like a small adjustment to one variable will ripple across the whole
enterprise. We use a spreadsheet to centralize all the major calculations into one place (see the Financial
Model Supplement for the actual model and Exhibit 2a). Before diving into the numbers, we offer a
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qualitative analysis to ensure that aspiring entrepreneurs have a conceptual understanding of the
mechanisms at work.

Drivers of Return

A programmatic acquirer creates value by building a platform that becomes more profitable as it grows.
The foundation is the base business, or the existing core of operations, which generates cash flows that
the programmatic acquirer can borrow to finance the purchase of new assets. After a transaction closes,
the firm then works to integrate the new assets into the base business. The result, when all goes according
to plan, is a bigger base business that generates more cash flows. The programmatic acquirer repeats the
process over and over, buying more assets and folding them into the base business during each turn of
the cycle. All the while, equity value builds systematically inside the enterprise. Eventually, the
entrepreneur will tap into that value: the main mechanism for doing so in the intermediate term is the
payment of dividends, but, at some point, the primary means will be a sale, either in part or in full, to a
third party.

Within this basic schematic, there are six main financial reasons why an entrepreneur might pursue a PAS.
A qualitative explanation of each one is provided in the analysis that follows.

Revenue Synergies

The first reason is to capture revenue synergies. We can divide revenue synergies into two types: inorganic
and organic. Inorganic synergies refer to the portion of revenue growth driven by acquiring assets. The
key variables here are the number of companies purchased, the size of these companies, and the pace at
which deals are closed. These determine how much revenue is purchased in a given period. Intuitively,
doing more deals involving larger targets in more rapid succession leads to a higher level of inorganic
growth.

Organic synergies relate to the expansion of the base business. During the acquisition year, new assets
contribute to the inorganic growth rate, but in subsequent years, they are folded into the base business,
so that, in time, they influence the organic growth rate. This can work to the benefit or the detriment of
the programmatic acquirer. A good outcome is when the acquired assets are well integrated into the base
business and represent sustainable growth opportunities for years to come. Examples include deals that
enable expansion into a new geography or bring to the enterprise a complementary product or service
offering that can be cross-sold. A bad outcome is one in which a programmatic acquirer drives the
company’s inorganic growth rate too high in a given year. Purchasing too much revenue can make it
difficult to incorporate the acquired operations into a company’s base business quickly and smoothly. This
could force the firm to slow the pace of future acquisition activity and harm its ability to deliver for existing
and new customers, thereby undermining long-term growth.

Profit Synergies

Typically, when entrepreneurs who are programmatic acquirers think about profitability, they focus on
earnings before interest, taxes, depreciation, and amortization (EBITDA) because transaction multiples
tend to be expressed in terms of this metric. The EBITDA margin, which scales EBITDA as a percentage of
revenue, is one indicator of the asset’s operating efficiency. If all else is equal, a higher EBITDA margin
means that an asset can produce the same or more profit with fewer associated expenses.

Even if a firm purchases assets that already have fairly high EBITDA margins, the success of a PAS will

depend in large part on whether management can capture synergies to expand the EBITDA margins of the
combined entity. This brings the discussion back to economies of scale and scope. A programmatic
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acquirer must identify and understand the opportunities for cost savings and the time period over which
they can be achieved.

A company that grows through a PAS may be able to leverage its greater size to renegotiate contracts
with suppliers and extract better prices for inputs, leading to lower cost of goods sold (COGS) and higher
gross and EBITDA margins. The programmatic acquirer may also be able to cross-sell new products or
services to its expanded customer base. In this scenario, incremental profits should be high, since little to
no net new sales and marketing expenses would need to be incurred. To the extent that a PAS increases
a firm’s market power on the demand side, the enterprise may also be able to raise prices, producing
incremental revenue that falls through, dollar-for-dollar, to the EBITDA line.

Operating Leverage on Shared Services

One of the most compelling reasons for pursuing a PAS is to gain leverage on selling, general and
administrative (SG&A) expenses, often referred to as overhead or shared services. Shared services include
finance, accounting, payroll, procurement, and legal functions. The opportunity to create value exists
because, typically, the acquired company will come with its own administrative infrastructure needed in
order to operate as a standalone business. However, the situation looks very different after the
transaction closes. Usually, the acquired overhead duplicates what the programmatic acquirer already has
in place, so the programmatic acquirer can save on operating costs by eliminating the redundancies. The
result is that expenses related to shared services almost always fall as a percentage of revenue as the
programmatic acquirer grows.

Increasing Free Cash Flow Conversion with Scale

Another value creation lever available to a programmatic acquirer is capturing scale benefits to increase
the percentage of EBITDA that gets converted to free cash flow (FCF). In other words, the key is to reduce
the percentage of revenue that needs to be (re-)invested in working capital and capital expenditures as
the business grows. Better conversion means more cash available to cover interest payments, reduce the
overall debt load, and purchase additional assets.

A common way to reduce working capital is through efficient inventory management. If a programmatic
acquirer has designed and implemented systems and processes to efficiently manage its inventory, it can
leverage these capabilities for each new asset it acquires. In doing so, it can support the same level of
sales with less cash tied up in the form of inventory. As a result, working capital as a percentage of revenue
falls, and more EBITDA converts to FCF.

A similar opportunity exists around optimizing the level of capital expenditures. For example, consider
once again a distribution business that operates a fleet of trucks that make deliveries to customers. With
a PAS, the firm could purchase rivals with customers in geographies that overlap with its own market
footprint. Higher route density would allow the firm to make more deliveries with fewer, or at least the
same number, of trucks, yielding an improvement in the capital intensity of operations (i.e., capital
expenditures decline as a percentage of revenue as the business grows). In other words, each truck
generates more revenue, profit, and FCF.

Multiple Arbitrage
Since a PAS, by definition, involves the purchase of assets, the economic return achieved over time
depends on the valuation the firm pays for its acquisitions. The entrepreneur in a programmatic acquiring

firm will have tremendous discretion here, and it is unfortunately all too easy to increase the amount bid
for any given asset. The problem is that, all else being equal, the higher the valuation paid (expressed in
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terms of a transaction multiple), the lower the return. In addition, paying higher valuations for assets
increases a PAS’s risk. This is because the purchase price embeds many assumptions about the future
earning power and cash flow generation of the target. These assumptions can and do reflect the
aggressiveness of the buyer. It stands to reason, then, that the higher a valuation, the more optimistic the
acquirer, and the greater the possibility of disappointment. On the flip side, when the acquiring firm pays
a lower price, it underwrites the valuation with more conservative assumptions, thereby incorporating a
margin of safety that will provide a buffer against any unanticipated circumstances.

Ultimately, one of the main reasons for pursuing a PAS is to create value through multiple arbitrage. The
idea is essentially a variant of buy low, sell high, and it takes advantage of the tendency for larger assets
to command higher valuations than smaller ones do. In recent years, as valuations for assets have risen
overall, many entrepreneurs have made multiple arbitrage the cornerstone of investments as the
underlying portfolio companies try to ‘roll-up’ their respective industries.?! In a PAS, an entrepreneur
seeks to build a bigger asset that can capture this size-related valuation premium. For example, there is a
clear opportunity to earn a profit if assets that each generate $1 million of EBITDA trade for a valuation
multiple of five, while assets that each generate $10 million of EBITDA trade at a valuation multiple of 10.
In this scenario, an entrepreneur could buy ten of the smaller assets for a total of $50 million and sell the
combined entity for $100 million, thereby pocketing a profit of $50 million. Tying this back to the earlier
discussion, it follows that the higher the price to buy assets upfront, the less scope there will be for the
entrepreneur to benefit from multiple arbitrage upon exit, assuming all else is equal.

Acquisitive Growth without Additional Equity

The purchase of any asset, either on a one-off basis or as part of a PAS, necessitates a decision about how
to finance the transaction. The acquirer can fund the deal with cash on hand, incremental debt, fresh
equity (i.e., issuing stock to the seller of the target), or some combination of these. The important point
is that the choice will impact the returns generated over time.

The holy grail, from the perspective of a programmatic acquirer, is to be able to complete many
transactions without resorting to selling new equity. It is far better for a programmatic acquirer to fund
deals by reinvesting internally generated cash flows or by borrowing money. The reason is simple:
financing acquisitions with freshly issued equity means selling a stake in the business, which dilutes future
returns for existing shareholders.

Aspiring entrepreneurs should also be mindful that the financial calculus of this decision depends partly
on the scale of the programmatic acquirer. Typically, lenders will provide financing as a multiple of the
target’s EBITDA. For example, if the leverage multiple is three times EBITDA, a bank will provide $3 million
in debt to help fund the programmatic acquirer’s purchase of a firm that generates $1 million of EBITDA.
Assuming the leverage ratio remains fixed, the programmatic acquirer will be able to borrow more money
(as measured in absolute dollar terms) when it acquires larger amounts of EBITDA, either by doing more
deals, larger deals, or both. However, from a deal-financing perspective, this is not the only prize at stake.
Scale generally allows a programmatic acquirer to score a double bonus because banks lend at higher
leverage multiples on larger amounts of EBITDA. To return to the example, if the bank was willing to lend
S3 million on S1 million of EBITDA (for a leverage ratio of 3), it might extend $15 million of credit on $3
million of EBITDA (for a leverage ratio of 5). In other words, size matters. It confers the privilege to use
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more debt (i.e., larger dollar amounts and higher leverage multiples), which allows a programmatic
acquirer to expand further and drive economic returns even higher as scale increases.”

However, entrepreneurs should be prudent about their use of financial leverage since it magnifies the risk
of a PAS, as well as its return. All else being equal, the more debt a programmatic acquirer uses, the
greater the risk of not being able to cover interest payments, pay down principal, or rollover outstanding
borrowings as debt comes due. Too much leverage could also limit an entrepreneur’s ability to execute a
consistent cadence of transactions. Instead, the firm might experience stops and starts, having to
periodically pause its deal-making to reduce leverage. In this scenario, the entrepreneur could miss
attractive acquisition targets, and, of course, over-indebtedness could raise the specter of a liquidity crisis
or, even more worrisome, insolvency. These outcomes might force the entrepreneur to sell considerable
amounts of new stock, thereby diluting returns significantly. And if the situation turns out badly enough,
investors could even see their equity stakes wiped out altogether.

Emerging Company Case Study: Podiatry Practice Partners

Dr. Claire Balakrishnan, better known as “Dr. Claire,” is originally from Omaha, Nebraska, and
received her undergraduate training at the University of Nebraska, where she graduated
with honors. After completing her undergraduate studies, she moved to Des Moines, lowa,

to pursue her Doctor of Podiatric Medicine at the Des Moines University College of Podiatric

Medicine and Surgery.

After working in private practice as a podiatrist in Salt Lake City, Utah, Dr. Claire decided to continue her
education through research in podiatry at the New York College of Podiatric Medicine.

For the next chapter of her career, Balakrishnan has teamed up with her cousin, Akshay Balakrishnan
(Wharton 2011), and their friend Aahan Kulkarni (Wharton 2011) to launch Podiatry Practice Partners.
The firm seeks to acquire scores of podiatry practices and then operate the combined business for several
decades. The trio of entrepreneurs believes that there are multiple financial reasons why this approach
to building a business will achieve great success.

From the narrow perspective of financial engineering, we think about three main ways to
generate value through a programmatic acquisition strategy. First, you’re going to have EBITDA
growth as a function of growing the top line and increasing your profit margin. Second, you’re
going to have financial leverage, being able to use debt financing, and then having high free cash
flow conversion to pay down the debt and build equity. And third, you’re going to have multiple
expansion—we think we will be purchasing podiatry practices for four to five times EBITDA, but
when we aggregate them and reach scale, we think the business will trade at a double-digit
multiple. We believe this strategy is a very compelling fit for the podiatry industry because there’s
potential to really hit on all three notes.

But financial engineering isn’t all that matters to the financial model for programmatic acquisition.
We are also really excited about the prospect of getting operating leverage on the shared services
function in our business—all of the infrastructure that is the backbone of the organization. As we

" This is not to say that this access to greater financing continues indefinitely, because it does not. At some point, a
programmatic acquirer will reach a size at which it has maximized the leverage multiple it can command from
lenders.
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make more and more acquisitions, incremental podiatry practices will contribute more margin as
expenses for shared services fall as a percentage of revenue.

On top of that, greater scale will allow us to have better procurement practices and reduce our
costs of service. At the same time, we will be able to drive revenue up by negotiating superior
contracts with insurance companies. And as we execute on this strategy, we believe that we will
eventually reach the point when lending levels for prospective deals will go up. Between
enhanced lending levels and free cash flow generation, we will be able to make our acquisitions
without any incremental equity. That becomes very accretive pretty quickly.

Finally, through multiple acquisitions, we will be able to institute best practices and training
programs that only work with scale. This will facilitate more value-added work and improve chair
economics.

We are very excited about all of the financial levers we will get to pull in this program. There are
extraordinarily compelling financial reasons to pursue this strategy, and we have a wonderful mix
of clinical and business talent to make it work.

A Mathematical Example of PAS

Although the primary intention here is to approach PAS from a qualitative perspective, working with a
guantitative example can help aspiring entrepreneurs strengthen their grasp of the key concepts. A simple
Excel spreadsheet was constructed for this purpose (see the Financial Model Supplement for the
complete model and Exhibit 2a). The spreadsheet takes as inputs specific values for the major levers
driving a PAS’s returns. The following values are used in the model:

= “Base” Business EBITDA: The amount of EBITDA the firm has before it embarks on its
programmatic acquisition journey

= “Base” Purchase Multiple: The EBITDA multiple that was paid fo the “Base” Business EBITDA

= Purchase Price of the “Base” Business: The total valuation for the “Base” business calculated as
the product of “Base” Business EBITDA and “Base” Purchase Multiple

= QOne-Time Investment for Improvements: The amount of capital used to establish foundational
infrastructure and systems in the “Base” business prior to embarking on the PAS

=  One-Time Working Capital Investment: The amount of money needed to finance working capital
in the “Base” business prior to initiating the PAS

= |nitial Equity Invested: The amount of equity that the firm’s owners have invested in the firm
before beginning to execute a PAS; this is calculated as the sum of the Purchase Price of the “Base”
Business, the One-Time Investment for Improvements, and the One-Time Working Capital
Investment

= Starting Gross Debt: The amount of gross debt the firm has before it pursues a PAS
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®  Annual Buy EBITDA: The amount of EBITDA contributed to the firm by the targets acquired in a
given year (in other words, this is a measure of inorganic growth)

= Organic EBITDA % Annual Growth: The annual organic growth rate of the base business

= Free Cash Flow % (before interest): The percentage of EBITDA that flows through, or converts, to
unlevered FCF

= Programmatic M&A Multiple: The transaction multiple (in terms of EBITDA) at which the firm
purchases targets as it pursues its PAS

= Debt Multiple of Programmatic M&A: The leverage multiple of each acquisition, measured by the
ratio of net debt to EBITDA; for simplicity, it is assumed that acquisitions are financed solely by
incremental borrowing, so the leverage multiple is equal to the transaction multiple

= Exit Multiple: The multiple of EBITDA at which the firm could sell itself to a third-party buyer

= Interest %: The interest rate at which the firm can borrow funds for general corporate purposes

To frame the discussion, we have created a starting set of assumptions (see Exhibit 3). While directionally
accurate and tenable, our assumptions are for illustrative purposes. We encourage entrepreneurs to play
around with the assumptions and see how changing the key variables impacts the model outputs,
particularly the internal rate of return (IRR) and multiple of invested capital (MOIC). The spreadsheet
computes these figures and presents them in the output summary (see Exhibit 4).

This starting set of assumptions shows that a PAS generates considerable economic value over time. The
base business starts with $10 million in equity (to finance the first acquisition, make infrastructure
investments and provide working capital), no gross debt, and $1 million in annual EBITDA. Over the next
ten years, the model assumes that the firm acquires $1 million in EBITDA each year at a transaction
multiple of five times. All deals are funded entirely with debt, specifically with one to two turns of seller
financing and three to four turns of borrowing from a financial institution, either a bank or a non-bank.
The blended average interest rate on these funds is 10 percent.

So, where does the programmatic acquirer end up after ten years? The firm’s annual EBITDA grows from
S1 million at the beginning to more than $14 million in year ten. This increase reflects the acquisition of
$10 million of EBITDA over the period, so the organic growth contribution to EBITDA is roughly $3 million.
To fuel inorganic growth, the firm relies on external borrowings, which can be seen by examining the net
debt position, which grows to nearly $28 million in year 10. Ultimately, what matters most in this analysis
is the creation of equity value. Assuming an exit multiple of nine times EBITDA, a PAS allows the initial $10
million in equity to grow to $100 million over 10 years, implying a 26% IRR and a 10x MOIC. Note that the
pace of acquisitions is not frantic with the purchase of $1 million of EBITDA each year. This is a steady
cadence that will allow for thoughtful and complete integrations, as well as a balanced lifestyle. A PAS
need not be undertaken at break-neck speed to achieve a desirable and lucrative outcome.

The results of some sensitivity analyses are included in Exhibit 5. For illustration purposes, the starter
values for eight key value drivers have been moved up and down by 10 percent. To judge the impact,
attention should be focused on the 10-year IRR and the 10-year MOIC. Only one key variable was adjusted
at a time (e.g., when Initial Equity was increased by 10 percent from $10 million to $11 million, the starter
values for the remaining seven key value drivers remained unchanged). Additionally, we offer a downside
scenario in Exhibit 2b. This downside case attenuates several of the base case inputs to sensitize the
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outcomes in a more pessimistic scenario. While certainly not as compelling as the baseline analysis, our
downside case still produces a 17% IRR and a 4.7x MOIC over a ten year period.

Many conclusions can be drawn from this exercise, but three are particularly important:

=  Capital Structure: How a firm chooses to capitalize itself has a big impact on value creation over
time. All else being equal, the less equity a firm starts with, the higher its financial leverage will
be over time. Greater reliance on debt to fund a programmatic acquisition strategy will amplify
returns for equity owners. However, there is no risk-free opportunity to be had here, because this
amplification also occurs when the execution of the strategy is not going according to plan. In
sum, pulling this lever to drive extra return simultaneously introduces more risk.

= Transaction Multiples: Although it might be tempting to offer ever higher valuation multiples in a
competitive sale process to win a desirable acquisition target, the sensitivity analysis shows a
drawback: paying higher valuations for assets leads to lower returns, if all else is equal. At the
same time, higher transaction multiples also increase the overall riskiness of a PAS, since they
inherently reduce the margin of safety built into each deal.

= Quality of the Base Business: In the sensitivity analysis, the organic growth rate and the FCF
conversion factor are toggled. These two metrics reflect the quality of the base business, and the
results of adjusting them are striking. The key takeaway is the following: the success of a PAS
depends critically on the strength of its foundation. Even a highly competent leadership team that
finds good deals at reasonable prices will be hard-pressed to make the strategy work if the firm’s
platform for growth (i.e., the base business) is crumbling beneath their feet.

There are many other lessons to be learned (and modeling permutations to be explored) here, but
investigating them all in detail is beyond the scope of this note. To facilitate further analysis, Exhibit 6
includes a handy summary of how adjusting important variables impacts the return and risk of a PAS.

Conclusion

When well executed in the right industry, a PAS is a powerful method for creating value. It has a proven
track record among firms across a wide range of industries and geographies, whether they sell products
or services, and regardless of their size when they first choose to follow this path. The key to this diversity
is the inherent flexibility of a PAS. Although successful programmatic acquirers share many similarities,
they do not simply follow a prescribed sequence of steps. Rather, entrepreneurs pursuing this strategy
appreciate that they must tailor the general approach to their respective industries, organizational
contexts, and resource constraints. A strong understanding of the strategic and financial mechanisms that
drive economic returns in a PAS will allow aspiring entrepreneurs to determine whether this approach is
right for them and, if so, to toggle the main levers for maximum effect and when it matters most. Aspiring
entrepreneurs should make room for a PAS framework in their management toolkit and thoughtfully
consider a PAS in the context of their future career endeavors, for we know from personal experience just
how satisfying this strategy can be.

Good luck!
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Exhibit 1: Schematic diagram of a PAS
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Exhibit 2a: PAS base case financial model

Assumption Key: Output Key:

"Base" Business EBITDA 51,000,000 Annual Buy EBITDA 51,000,000 Year 10 IRR 26%

"Basze" Purchase Multiple 5.0x Organic EBITDA % Annual Growth 53 Year 10 Equity $100,214,292

Purchase Price of "Base" Business $5,000,000 Free Cash Flow % (before Interest) 50% Year 10 MOIC 10.0x

One-Time Investment for Improvements $3,000,000 Programmatic MEa Multiple 5.0x ear 20 IRR 20%

One-Time Working Capital Investment $2,000,000 Debt Multiple of Programmatic MEA 5.0x% Year 20 Equity $359,382,974

Initial Equity Invested $10,000,000 Exit Multiple 9.0x Year 20 MOIC 35.9x

Starting Gross Debt S0 Interest % 10%

Year 0 Start 0 End 1 2 3 4 5 6 7 3 9 10

BOP EBITDA 50 " $1,000,000 52,050,000 53,152,500 54,310,125 §5,525,631 $6,801,913 $8,142,008 $9,549,109 511,026,564 512,577,893
EBITDA Growth 50 $50,000 $102,500 5157,625 $215,506 $276,282 £340,096 $407,100 5477,455 5551,328 $628,895
Acquired EBITDA 51,000,000 $1,000,000 51,000,000 51,000,000 51,000,000 51,000,000 51,000,000 51,000,000 51,000,000 $1,000,000 51,000,000
EOP EBITDA S0 $1.000000 $2.050000  $3.152.500  $4310125 45525631 SER01.913  S8142008  §0340409  $11.026564  $12.577.89%  $14206787
Free Cash Flow Before Interest 50 $500,000 $1,025,000 51,576,250 52,155,063 52,762,816 $3,400,956 $4,071,004 $4,774,554 §5,513,282 $6,288,946 $7,103,394
BOP Gross Debt 50 $0 $5,000,000 $10,000000 $15,000,000 $20,000,000 $25,000000 530,000,000 $35,000,000 540,000,000 545,000,000
Debt Increase/(Decrease) 50 $5.000,000 55,000,000 55,000,000 55,000,000 55,000,000 55,000,000 55,000,000 55,000,000 $5.000,000 55,000,000
EOP Gross Debt 50 50 $5,000,000 $10,000,000 515,000,000 S$20,000,000 525,000,000 530000000 S35000,000 540,000,000 545,000,000 550,000,000
BOP Cash $5,000,000 $500,000 51,177,500 52,029,125 53,102,606 54,451,964 $6,138,213 $8,230,138 510,805,162 513,950,289 517,763,158
Free Cash Flow Before Interest $500,000 $1,025,000 51,576,250 52,155,063 52,762,816 $3,400,956 $4,071,004 54,774,554 $5,513,282 $6,288,946 $7,103,394
Less One-Time Investment for Improvements ($3,000,000) 0 50 30 30 50 50 50 0 0 50
Less One-Time Working Capital Investment ($2,000,000) 50 50 50 50 50 50 S0 S0 50 S0
Less Interest 50 (5347,500) ($724.625) (51.081.581) ($1.413458) ($1714.708) ($1.979.078) 199.531) ($2.368,156) ($2.476.077] (52,513,345)
EOP Cash $5,000,000 $500,000 $1,177,500 52,029,125 53,102,606 54,451 964 $6,138,213 $8,230,138 510,805,162 513,950,283 517,763,158 522,353,207
BOP Net Debt/(Cash) ($5,000,000) (5500,000) 53,822,500 57970875 511,897,394 515548036 518,861,787 521,769.862 524194838 526,049,711 527,236,842
EOP Net Debt/(Cash) ($5,000,000) (5500,000) $3,822,500 57,970,875 511,897,394 $15543,036 $18,861,787 521,769,862 524,194,838 526,049,711 527,236,342 527,646,793
Net Debt : EBITDA NA 15x 2.5x 2.8x 1.8x 2.8x 2.7x 2.5x 2.4x 2.2x 1ox
FCF : Interest NA 28% 2.x I.0m 2.0x 2.0x 21w 232w 2.3x 2.5x 2.Bx
Exit Multiple 9.0x
Enterprise Value $5,000,000 $127,861,084
Less EOP Net Debt 55,000,000 (527, 646.793)
Equity Value 210000000 3100244297
IRR at 10 Years 26%

IRR at 20 Years 20%

Notes:

. BOP =Beginning of Period. EOP =End of Period. EBITDA = Earnings Before Interest, Taxes, Depreciation and Amortization. IRR = Internal Rate of Return. MOIC = Multiple of Invested Capital. 0 "Start" =Year 0, Day 1. 0 "End" = Year 0, Day 365.
. The model assumes that on Day 1 of Year 0, the base business is purchased at 5 times EBITDA, and that the purchase price of $5 million is 100% equity financed.

. The model also assumes that on Day 1 of Year 0, the sponsors/investors inject another 35 million of cash, financed solely with equity, into the base business, and that these funds will be consumed during Year 0.

. The execution of the programmatic acquisition strategy starts in Year 1, not Year 0, because Year 0 is an artificial construct used to illustrate, explicitly, what the base business is and where it came from.

All M&A transactions are assumed to be financed solely with debt (i.e., Programmatic M&A Multiple = Debt Multiple of Prog. M&A).

. For simplicity, we assume that acquired assets do not have excess cash (i.e., for each acquired asset, Net Debt = Gross Debt).

. The assumed 5x Net Debt/EBITDA ME&A leverage multiple contemplates 1-2x of debt provided by the seller and 3-4x of debt provided by a financial institution (i.e., bank or non-bank)

Taxes, capital expenditures (CapEx), and working capital requirements are captured in "Free Cash Flow % (before Interest)", which is the EBITDA to Free Cash Flow conversion rate.

[ - T I S TR

How could this model be more aggressive? How could it be more conservative?
10. Which variables matter the most?
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Exhibit 2b: PAS downside case financial model

Assumption Key: Output Key:

"Base" Business EBITDA $1,000,000 Annual Buy EBITDA $1,000,000 Year 10 IRR 17%

"Base" Purchase Multiple 5.0x Organic EBITDA % Annual Growth 3% Year 10 Equity 547,103,440

Purchase Price of "Base” Business $5,000,000 Free Cash Flow % (before Interest) 40% Year 10 MOIC 4.7x

One-Time Investment for Improvements $3,000,000 Programmatic M&A Multiple 5.0x Year 20 IRR 14%

One-Time Working Capital Investment $2,000,000 Debt Multiple of Programmatic M&A 5.0x Year 20 Equity $142,325,609

Initial Equity Invested $10,000,000 Exit Multiple 7.0x Year 20 MOIC 14.2x

Starting Gross Debt S0 Interest % 10%

Year 0 Start 0 End 1 2 3 4 5 3 7 8 9 10

BOP EBITDA $0 7 $1,000000  $2,030,000  $3,090,900  $4,183,627 $5,300,136  $6,468,410  $7,662,462 58,802,336  $10,159,106  $11,463,879
EBITDA Growth $0 $30,000 $60,900 $92,727 $125,509 $159,274 $194,052 $229,874 $266,770 $304,773 $343,916
Acquired EBITDA 51,000,000 $1,000,000 $1,000,000 $1,000,000 $1,000,000 51,000,000 51,000,000 51,000,000 51,000,000 51,000,000 51,000,000
EOP EBITDA S0 $1,000,000 $2,030,000 $3,090,900 $4,183,627 $5,309,136 $6,468,410 $7,662,462 $8,892,336  $10,159,106 _ $11,463,879 $12,807,796
Free Cash Flow Before Interest 50 $400,000 $812,000  $1,236360  $1,673451  $2,123,654  $2,587,364  $3,064,985  $3,556,934 54,063,642 54,585,552 $5,123,118
BOP Gross Debt $0 $0  $5,000,000 $10,000,000 $15,000,000  $20,000,000 $25,000,000 $30,000,000 $35,000,000  $40,000,000  $45,000,000
Debt Increase/{Dacrease) S0 $5,000,000 $5,000,000 $5,000,000 $5,000,000 55,000,000 55,000,000 55,000,000 55,000,000 55,000,000 55,000,000
EOP Gross Debt $0 $0  $5,000,000 $10,000,000 $15,000,000 $20,000,000  $25,000,000 $30,000,000 $35000,000 $40,000,000 $45,000,000  $50,000,000
BOP Cash $5,000,000 $400,000 $833,200 $1,276,516 $1,744,963 $2,255,480 $2,827,128 $3,481,324  $4,242,084 55,136,299 $6,194,036
Free Cash Flow Before Interest $400,000 $812,000  $1,236360  $1,673451  $2,123,654  $2,587,364  $3,064,985  $3,556,934 54,063,642 54,585,552 $5,123,118
Less One-Time Investment for Improvements ($3,000,000) S0 S0 SO S0 S0 S0 S0 S0 S0 S0
Less One-Time Working Capital Investment (52,000,000) S0 S0 S0 S0 S0 S0 S0 S0 S0 S0
Less Interest 50 ($378,800)  ($793,044)  ($1,205,003)  ($1,613,138)  (52,015,716)  ($2,410,780)  ($2,796,174)  ($3,169,427)  ($3,527,815)  (53,868,285)
EOP Cash $5,000,000 $400,000 $833200  $1,276516 61,744,963  $2,255,480 $2,827,128  $3,481,324  $4,242084  $57136299 55,194,036 $7,448,870
BOP Net Debt/(Cash) ($5,000,000)  ($400,000)  $4,166,800 $8,723,484  $13,255,037  $17,744,520 $22,172,872  $26,518,676  $30,757,916  $34,863,701  $38,805,964
EOP Net Debt/(Cash) ($5,000,000)  ($400,000) $4,166,800  $8,723,484  $13,255,037 $17,744,520  $22,172,872 $26,518,676  $30,757,916  $34,863,701  $38,805,964  $42,551,130
Net Debt : EBITDA NA 2.1x 2.8x 3.2x 3.3x 3.4x 3.5x 3.5x 3.4x 3.4x 3.3x
FCF : Interest NA 2.1x 1.6x 1.4x 1.3x 1.3x 1.3x 1.3x 1.3x 1.3x 1.3x
Exit Multiple 7.0x
Enterprise Value $5,000,000 $89,654,570
Less EOP Net Debt 55,000,000 (542,551,130)
Equity Value $10,000,000 $47,103,440
IRR at 10 Years 17%

IRR at 20 Years 14%

17 ON THE NATURE OF PROGRAMMATIC ACQUISITION STRATEGIES: WHY ENTREPRENEURS SHOULD CONSIDER THIS APPROACH



Yale scHOOL OF MANAGEMENT

Exhibit 3: Starting set of assumptions in the base case PAS financial model

"Base" Business EBITDA $1,000,000 Annual Buy EBITDA $1,000,000
"Base" Purchase Multiple 5.0x Organic EBITDA % Annual Growth 5%
Purchase Price of "Base" Business $5,000,000 Free Cash Flow % (before interest) 50%
One-Time Investment for Improvements $3,000,000 Programmatic M&A Multiple 5.0x
One-Time Working Capital Investment $2,000,000 Debt Multiple of Programmatic M&A 5.0x

Initial Equity Invested $10,000,000 Exit Multiple 9.0x
Starting Gross Debt S0 Interest % 10%

Exhibit 4: Summary output of the base case PAS financial model

Year 10 IRR 26%

Year 10 Equity $100,214,292
Year 10 MOIC 10.0x

Year 20 IRR 20%

Year 20 Equity $359,382,974
Year 20 MOIC 35.9x
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Exhibit 5: Sensitivity analysis of key variables in the base case PAS financial model

Assumed Values of Key Variables 10-Year IRR 10-Year MOIC

Key Variables Base Base +10%  Base-10% Base Base + 10% Base - 10% Base Base +10%  Base - 10%
Starting EBITDA $1,000,000 $1,100,000 $900,000 25.92% 26.24% 25.59% 10.02x 10.28x 9.76x
Annual Buy EBITDA $1,000,000 $1,100,000 $900,000 25.92% 26.81% 24.97% 10.02x 10.75x 9.29x
Organic EBITDA % 5.0% 5.5% 4.5% 25.92% 26.46% 25.38% 10.02x 10.46x 9.60x
Free Cash Flow % (Before Interest) 50% 55% 45% 25.92% 26.65% 25.14% 10.02x 10.62x 9.42x
Interest % 10.0% 11.0% 9.0% 25.92% 25.61% 26.20% 10.02x 9.78x 10.25x
Programmatic M&A Multiple 5.0x 5.5x 4.5x 25.92% 24.77% 26.98% 10.02x 9.14x 10.90x
Exit Multiple 9.0x 9.9x 8.1x 25.92% 27.44% 24.21% 10.02x 11.30x 8.74x
Initial Equity 510,000,000 $11,000,000 $9,000,000 25.92% 24.73% 27.25% 10.02x 9.11x 11.13x
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Exhibit 6: Qualitative summary of the key variables in a PAS

As the Variable A As the Variable ¥
Variable Return... Risk... Return... Risk...
Starting Leverage A A v v
Starting EBITDA A v v A
Base Business
Organic Growth A v v A
FCF Conversion A v v A
Average Deal Size A A v v
Number of Deals A/YV A A/V v
Deal Multiple v A A v
Acquired Assets
Deal Leverage A A v v
Asset Quality & Fit A v v A
Improvement Potential A A/V v A/Y
Holding Period v v A A
Transaction Multiple A v
Leverage at Exit A A/YV v A/YVY
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Exhibit 7: Entrepreneurs offer perspective and advice

The Entrepreneur Perspective

Describe your business and
why it works well for a
programmatic acquisition
strategy?

Michael Warady (Yale SOM 2017)

Sylmar Group

sylmargrp.com
Sylmar Group is a holding company that acquires lower middle market (generally under $5M of
earnings) water and wastewater businesses. The water industry is notable for the prevalence of
smaller regional, rather than national, leaders within local markets. This supply of fragmented,
yet high-quality businesses, coupled with an aging workforce that first entered the industry
during the 1970s implementation of the Clean Water Act, creates an attractive dynamic for our
strategy.

Trish Higgins (HBS 2013)
Chenmark Capital
chenmarkcapital.com

We are in the landscaping and lawn care business. It's ripe for a programmatic acquisition strategy,
because it's a highly fragmented industry filled with many small firms run by aging owner-operators
who are open to selling as part of a retirement plan.

What are the strategic
benefits of a programmatic
acquisition strategy?

The water and wastewater industry is notorious for the slow adoption of new technologies and
stability of market incumbents. Implementing a programmatic acquisition strategy allows us to
be proactive in expansion efforts, regarding both organic growth through the cross-selling of
complementary services across multiple Sylmar portfolio firms as well as geographic expansion
into new territories. Further, acquiring firms with supplementary expertise allows for each
‘division’ to focus on its most profitable competency.

Now that we have an operating platform in place, we feel confident that we can identify high-quality
prospects that will plug into our system and grow our business in an accretive way, faster than we
could via organic growth alone. We also know what types of prospects to avoid.

What are the financial
benefits of a programmatic
acquisition strategy?

Customer diversification provides stability in the case of any lost client, greater purchasing
power helps reduce cost of goods sold, and increased service density within a region allows for
additional high-margin customer touchpoints. As a more ancillary benefit specific to the water
industry, additional scale gives us the ability to provide higher ‘Performance Bonding’
(essentially a financial guarantee required by certain customers), which in turn allows us to
serve larger municipal and corporate clients.

There are two main ones. First, it can often be cheaper to purchase customers via acquisition than to
acquire new customers organically. Second, we benefit from a multiple arbitrage when purchasing small
businesses. For example, a small landscaping company might make $500,000 of EBITDA, and we can
typically purchase it for a 2-3x multiple. Since we are a larger entity, once it's integrated into our
platform, it would be valued at a higher multiple (6-8x).

What is the most
important thing to make a
programmatic acquisition
strategy work?

It is critical that our acquisition strategy consistently supplement existing capabilities, such as
services, products, or technologies, to drive new business through existing channels and
customer relationships. Additionally, talent is something that we think about a lot. Recruiting
and retaining leadership talent at the level below my co-founder Peter and me is essential.
Those are the people responsible for managing a growing array of subsidiaries, and they will be
an integral part of our success as we scale.

It’s very important that we purchase assets that are geographically proximate to our existing operations
S0 we can integrate them properly into our system. This is especially true in the lawn care space, where
route density drives gross profitability. If the bulk of our business is in New England, but we purchase a
landscaping company in Virginia, it isn"t accretive.

What are the biggest risks
of building a business
through programmatic
acquisition?

right as sources of potential deals, but we must ensure that any acquisition we do truly
provides strategic value to the broader business. There is a constant risk around acquiring the
available rather than the right company. However, if we do that, we’ll end up with a platform
that has weak industrial logic and limited integration potential (e.g., purchasing an agricultural
water rights concession and pairing it with a commercial building cooling tower operator).
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There is an excitement to "doing deals," and it can feel that if you are not acquiring at a particular pace,
you are “behind.” However, it's very important to do good deals: businesses that fit with our system and
are purchased at the right price. So, there is a lot of discipline involved because if you waver on this, it’s
possible to end up with a lot of sub-par assets, which would be a headache to deal with!
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Exhibit 8: Investors offer perspective and advice

The Investor Perspective

Why are you enthusiastic
o about programmatic
acquisition strategies?

Ross Brendel (Yale College 2011, HBS 2017)
Westerly Group
westerlygroup.com

A well-managed programmatic acquisition strategy can mitigate one of the most
acute issues facing investors (and entrepreneurs): reinvestment risk. Programmatic
acquisition, if done at modest prices and for clear strategic and financial reasons,
allows for consistent redeployment of capital at attractive rates of return (i.e., 20%+)
over a sustained period (i.e., decades) in industries with relatively modest organic
growth.

Jay Davis (HBS 2008)
The Nashton Company
thenashtoncompany.com

There are various ways to allocate capital in your business. A programmatic acquisition
strategy simply adds an arrow to your quiver. In large and fragmented industries in which
you can acquire smaller firms for very reasonable multiples, we believe this is an excellent
way to allocate capital.

What are the strategic
o benefits of a programmatic
acquisition strategy?

Acquisitions may allow a business to more rapidly enter new markets or roll out
product/service offerings than it otherwise could organically. Ideally, this benefits
both the business as well as its customers through improved service quality within a
region and/or a wider range of products/services, which enables the business to
serve a broader set of customers. A secondary benefit is access to a wider pool of
operational talent to help scale the business.

We believe follow-on acquisitions fit into one of three categories: 1) building density in an
existing geographic market, 2) extending your firm’s reach adjacent to an existing geographic
market, and 3) entering an entirely new geographic market. If done well, each of these types
can have strategic benefits, whether enhancing margins due to density or extending your
competitive barriers due to presence in certain markets. Programmatic acquisition can also
allow you to add new products or services to your existing business.

o What are the financial
benefits of a programmatic
acquisition strategy?

Scale and diversification are the primary financial benefits. Scale is manifested
through procurement savings on variable costs and the ability to leverage fixed
overhead over a larger revenue base. Diversification of profit by customer or region
helps to de-risk the business and allows for incremental leverage that the business
can use to grow more capital efficiently, increasing returns to equity holders.

Multiple arbitrage — In large and fragmented industries, you can often buy smaller firms for
significantly lower multiples than what your combined business might be worth.

Synergies — | am generally skeptical of synergies, especially early in a consolidation strategy
and when you are buying small firms. However, in the right industries, once you “get to scale”
with your program, there can be valuable synergies.

o What is the most
important thing to make a
programmatic acquisition
strategy work?

Ultimately, there must be some “industrial logic” to scale in whatever industry one is
operating within. Some industries are fragmented for a reason, whether because
they are highly local, operationally intensive, or have limited brand value, among
other factors (e.g., combining all the laundromats in New York City does not create
much economic value). Success with post-acquisition integration is one indicator that
a programmatic acquisition strategy rests on sound industrial logic.

Team — Your leadership team must be intimately involved in acquisition execution and
integration. You and your team must think of M&A as a “core competence.”

Thoughtful capital structure — It is critical to have solid financial partners, both equity and
debt. A great lending partnership is incredibly valuable.

Industry structure — It is critical for your industry to have many smaller targets that can be
acquired at reasonable valuation multiples.

e What are the biggest risks
of building a business
through programmatic
acquisition?

In line with the above, poorly managed integration—or lack of integration—is a key
risk of programmatic acquisition, an issue that is particularly acute when
purchasing smaller, owner-operated businesses. The resulting larger enterprise is
harder to manage, less flexible, and may actually see margins erode with scale. This
happened with many of the rapid home service consolidations of the late 1990s
and early 2000s.
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Going too fast — Our general philosophy is that you must first go slow so that you can
eventually go fast. It is important to get your team right and be sure your thesis on the
industry is correct. Going too fast too early can derail the process and set you back years.
Culture — Perhaps the most difficult part of a programmatic acquisition strategy is creating a
combined culture so that everyone feels part of the same firm.



Yale SCHOOL OF MANAGEMENT
Exhibit 9: Entrepreneur and investor bios
Entrepreneur 1: Michael Warady, Principal & Co-founder, Sylmar Group

Prior to founding Sylmar, Michael led infrastructure project development efforts and was a member of
the growth-stage equity investment team at Aquatecture, where he developed centralized and
decentralized water infrastructure projects such as seawater desalination and wastewater reuse facilities.
Previously, Michael led international supply chain efforts for Clean Energy Associates, a solar panel
procurement and quality assurance firm based in Shanghai. Michael is an Industrial Advisory Board
member of the International Desalination Association and the non-profit Access Books. He received his
A.B. degree from Duke University, his MBA/MEM from Yale University, and is a frequent contributor to
industry publications such as Water Finance & Management.

Entrepreneur 2: Trish Higgins, Founding Partner, Chenmark Capital

Trish Higgins is a Founding Partner at Chenmark, where she is currently running a portfolio company. Prior
to starting Chenmark, Trish worked in the Strategy Group at AQR Capital Management, a $160 billion asset
management firm based in Greenwich, Connecticut. Prior to AQR, she worked for Protege Partners, a
macro hedge fund in New York City. Trish graduated from Yale University (B.A. Political Science) and
received an MBA with Honors from Harvard Business School. Trish resides in Portland, Maine.

Investor 1: Ross Brendel

Ross is the co-founder of Westerly Group, an investment firm that backs ambitious, mid-career operators
with permanent capital to build small-business holding companies within industries that uniquely benefit
from a multi-decade outlook. Prior to founding Westerly Group, Ross was a Vice President at Sycamore
Partners, a consumer-focused private equity firm in New York, and an analyst at Blackstone. Ross has a
B.A. in Economics from Yale College and an MBA from Harvard Business School.

Investor 2: Jay Davis

Jay Davis is a co-founder of The Nashton Company. The Nashton Company is a holding company investing
in recurring revenue services businesses. Nashton builds leading companies in niche markets over a very
long period of time. Prior to cofounding the firm, Jay served as the CEO of Vector Disease Acquisition, a
holding company that provides vector-borne disease prevention programs and lake management
services. Under Jay’s leadership, the company made 14 acquisitions and grew at a CAGR of 43%. Vector
Disease Acquisition was acquired by Rentokil Initial (FTSE: RTO) in November of 2017. Jay obtained a
Master in Business Administration from Harvard Business School and graduated Phi Beta Kappa from
Vanderbilt University with a degree in Economics. Jay and his wife Susan have three boys and live in
Nashville, TN.

23 ON THE NATURE OF PROGRAMMATIC ACQUISITION STRATEGIES: WHY ENTREPRENEURS SHOULD CONSIDER THIS APPROACH



Yale scHOOL OF MANAGEMENT

Exhibit 10: Additional Resources

David Annis and Gary Schine, Strategic Acquisition: A Smarter Way to Grow a Company, Sandra
Publications, 2015.

Richard Farmer and William Holstein, Rags to Riches: How Corporate Culture Spawned a Great
Company, Wilmington, OH: Orange Frazer Press, 2004.

Roger Hallowell, “Consolidation of Highly Fragmented Service Industries,” HBS Case Case #9-802-
192, April 4, 2002.

Norman Hoffmann, Mergers and Acquisitions Strategy for Consolidations: Roll-up, Roll-out, and
Innovate for Superior Growth and Returns, New York, NY: McGraw-Hill, 2012.

Bruce Nolop, “Rules to Acquire By,” Harvard Business Review, #R0709J, September 1, 2007.

Han Smit, “Playing at Serial Acquisitions,” California Management Review, #MR470, November
1, 2010.
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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 2020 © Yale University. All rights reserved. To order copies of this material or to receive permission to reprint any or
all of this document, please contact the Yale SOM Case Study Research Team: email case.access@yale.edu.
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