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When aspiring entrepreneurs search for models to emulate along their programmatic
acquisition journey, they tend to limit the scope of their study to successes. To be sure, much
can be learned from companies that have executed programmatic acquisition wonderfully and
delivered fantastic returns for their investors. And we have spent a considerable amount of
time and effort ourselves drawing lessons from these examples. We also have shared these
insights with MBA students, both in the classroom and through our published case studies and
thought pieces on programmatic acquisition.

However, we are the first to admit that an analysis of programmatic acquisition is not complete
without a thorough inquiry into situations where execution of the strategy did not produce the
desired results. After all, although programmatic acquisition, when applied correctly and in the
right industry context, can be a highly successful method for creating economic value, the
historical record clearly demonstrates that the strategy does not always work. A programmatic
acquisition strategy (PAS) may result in disappointment for both entrepreneurs and investors.
As we conceive it, a disappointing outcome could be either generation of positive but
underwhelming financial returns or permanent loss of some investor capital.

This note is the last in a four-part series on PAS. For context and a complete examination of
PAS, we recommend reading the following:

= On the Nature of Programmatic Acquisition Strategies: Why Entrepreneurs Should Consider
This Approach

= On the Nature of Programmatic Acquisition Strategies: How to Source Deals

= On the Nature of Programmatic Acquisition Strategies: Their Implementation

In this note, we explore why things go awry in a PAS. Based on our experience and research, we
have identified four common reasons why a PAS might not live up to expectations:
inappropriate pace, poor integration, excessive financial leverage, and overly aggressive
valuation (see Figure 1). If a programmatic-acquiring entrepreneur commits any of these
missteps, their firm will have a much lower probability of achieving success. We have organized
our analysis around separate deep dives into each of these four mistakes, but we caution
readers not to think of them in isolation from one another. The truth is, when things go awry in
programmatic acquisition, more than one of these factors tend to be responsible.
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Figure 1: Why a PAS might go awry
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The wrong context

After reading this note, MBA students and other aspiring entrepreneurs will have a solid conceptual
understanding of how these factors, either on their own or in some combination, serve to undermine the
primary value creation mechanisms at work in programmatic acquisition. They will also be able to apply
their newly acquired knowledge to assess real-world firms currently pursuing a PAS and evaluate their
odds of success. Finally, if they choose to embark on their own entrepreneurial journey, they will be well-
equipped to avoid repeating the same mistakes.

How It Works When It Works

Before we launch into an exploration of what can go wrong when executing a PAS, we provide an overview
of how programmatic acquisition creates economic value when the strategy is successful.

The foundation of a successful PAS is a stable base business and the right industry context. A stable base
business serves as a platform for growth, and the predictable cash flows that it generates help fund the
firm’s expansion in two ways. First, these reliable cash flows allow for adequate investment in the firm’s
shared services infrastructure, such as accounting systems and procurement processes, that will serve not
only the base business but also any new assets added to the enterprise through acquisition. Second,
reliable inflows of cash enable the firm to service any debt it assumes to accelerate its growth beyond the
rate at which it otherwise would be able to expand (i.e., if it only used equity to finance deals). But even
asolid base business will only get an entrepreneur so far in programmatic acquisition. The industry context
in which the base business operates will also have considerable influence over a PAS’s outcome. A PAS is
much more likely to work in a highly fragmented industry and where a larger firm could operate more
efficiently and deliver more value to customers than the existing smaller companies can.

Since programmatic acquisition inherently involves purchasing assets and realizing value from their
integration into the base business, it follows that success with this strategy depends in large part on a
firm’s ability to develop and execute a disciplined process for identifying and buying the right targets. This
core competency involves creating a strong sourcing pipeline to provide consistent and high-quality deal
flow. Repeatability is essential, especially when it comes to performing due diligence, negotiating
reasonable valuations, and completing transactions. But as soon as the firm consummates a deal, the hard
work of integration begins.

Thoughtful integration will determine whether the programmatic acquirer is merely aggregating assets
(i.e., getting bigger) or actually making the whole worth more than the sum of its parts (i.e., getting
better). And because a significant part of the value creation potential of a PAS comes from capturing
economies of scale through improved unit economics and operating leverage on shared services costs,
entrepreneurs who truly focus on getting these aspects of the strategy right will tend to achieve much
better outcomes, including higher financial returns, than those who do not. The reason is that more
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efficient operations and enhanced customer service are critical to driving sustainable increases in the
firm’s earnings before interest, taxes, depreciation, and amortization (EBITDA).

The final mechanism for value creation in a successful PAS is financial engineering. When things go well,
a firm pursuing a PAS can generate higher returns through financial engineering in two ways. First, there
is using leverage. Funding the acquisitive growth with a healthy amount of debt allows the firm to produce
more EBITDA and enterprise value for each dollar of equity capital provided by investors, all else being
equal. Second, a firm will typically be able to engage in multiple arbitrage, whereby it will be able to create
value by buying small assets at valuation multiples that are lower than what the larger, combined entity
would be able to command.

The Wrong Setting

Now that we have laid out how a PAS works when it works, we will shift our focus to exploring
disappointing outcomes in programmatic acquisition. However, before we dive into our analysis of the
four most common causes of these disappointing outcomes, we want to explore industry context in
greater detail. The reason is simple: The right industry context is a precondition for successful execution
of a PAS. If an entrepreneur embarks on a programmatic acquisition journey in an industry whose
economic characteristics are not conducive to success, a disappointing outcome is virtually certain from
the get-go. Our discussion here draws from the conceptual framework we outlined in On the Nature of
Economic Characteristics, but we now apply it in the negative: that is, for understanding industries that
are not conducive to success in programmatic acquisition and that, consequently, aspiring entrepreneurs
should avoid. Based on our experience and research, an industry is not the right setting for a PAS if it
exhibits any of the three problematic characteristics we describe below.

First, there is poor revenue quality. We define poor-quality revenues as those that are not recurring or
sticky in nature (for a deeper discussion of revenue quality, see On the Nature of Revenue). Customers
who generate poor-quality revenue may very well churn and take their business elsewhere. While poor
revenue quality is arguably a problem for any company, it is particularly worrisome for a programmatic
acquirer, because it introduces considerable uncertainty to the value creation model. Poor-quality
revenues are inherently difficult to forecast, and, as a result, they do not provide a stable foundation on
which to build a business through programmatic acquisition. After all, the revenues that are coming in
today may not come in tomorrow, so it is hard for an entrepreneur to underwrite an expansion strategy
of using debt to bolt additional assets to a platform that is already crumbling beneath their feet.

Poor revenue quality also presents problems from the perspective of the acquired assets. Programmatic
acquisition assumes that any firm pursuing the strategy will purchase, integrate, and grow the steady
stream of businesses that it buys over time. However, if the acquired assets’ revenues are not sticky, the
programmatic-acquiring firm will find it hard to determine what it is really buying in any deal. For example,
if a firm acquires a company that generated $5 million of poor-quality annual revenue last year, it may
only produce $3 million of annual revenue next year. This sudden and unexpected decline in revenues
could happen for a number of reasons, but we remind aspiring entrepreneurs that during a change in
ownership, a company’s competitors tend to aggressively pursue its customers by sowing fear,
uncertainty, and doubt about the stability of its business going forward.

The second problematic characteristic is limited economies of scale. In an industry that exhibits this trait,
there will not be a clear economic logic for assembling a larger enterprise through programmatic
acquisition because greater scale will confer few advantages.®> On the supply side, a bigger business will
not realize much in the way of cost savings at the unit level or from declining shared services costs as a
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percentage of revenue. In some cases, a firm might gain some cost advantages from scale at the unit level
but then experience diseconomies from the additional overhead required to manage a larger and more
complex operation. As for the demand side, while a programmatic acquirer theoretically could increase
scale by enough to gain pricing power relative to its customers, this typically does not happen—especially
in the small and medium enterprises we examine, invest in, and encourage students to pursue. Generally
speaking, even a well-executed PAS will not achieve meaningful demand-side economies of scale, since
sufficient industry fragmentation will persist and thereby prevent pricing power from accruing to the
programmatic-acquiring firm.

The third problematic characteristic of an industry is a small set of compelling targets. There are two
reasons why an industry might provide a dearth of acquisition opportunities. The first and most obvious
reason is that a highly fragmented industry could be composed of many low-quality firms. For a
programmatic acquirer, this would mean that most of the options in the pool of potential targets are
probably not good acquisition candidates, for one reason or another. The second but more subtle reason
is that the subset of firms within the industry that are high-quality businesses might offer little in the way
of additional upside. After all, if there is not much room for improvement at the targets, the programmatic
acquirer will find that the opportunity for creating economic value through more efficient operations and
better customer service will be small—so small, in fact, that it might not be large enough to generate the
returns needed to make the undertaking worthwhile.

Mini Case: Onesource Water®

To illustrate the problems posed by the wrong industry context, we provide the example
of Onesource Water, a firm that sold and serviced bottleless water coolers. This case is
instructive because, according to Eric Giesecke (Harvard Business School 2008), who
served as Onesource Water’s president from 2010 to 2013 after acquiring the business
through a search fund, it demonstrates how the wrong industry context need not mean
that the business is fundamentally poor. The problem at Onesource Water was that the
industry was decent but not spectacular. As a result, the firm ended up struggling to
execute a PAS and eventually sold to a strategic buyer, a transaction that generated a
negative outcome for Giesecke and his investors.

Onesource Water delivered this disappointing result because the bottleless water cooler
industry turned out to be a little bit worse than expected in three ways. First, industry
revenues were not as sticky as they appeared. Although customers signed multi-year
agreements with vendors to install and service bottleless water coolers, these
agreements ultimately came up for renewal, and when they did, Onesource Water found
that keeping the business was not as easy or inexpensive as it had hoped.

Second, operations were more complicated and costly than anticipated. While it may
seem that the business of selling a bottleless water cooler to a customer, installing it at
the customer site, and then periodically servicing it over a multi-year contract term is
relatively straightforward, the reality was not so simple. The coolers were fairly reliable
pieces of equipment, but they had to be repaired and replaced more often than
Onesource Water had predicted. This resulted in significantly more maintenance capital
expenditures than forecasted. In addition, the challenges of managing an installed base
of coolers across the country proved to be substantial. When Onesource Water finally got
the hang of servicing coolers in the field, it found improvements in unit costs did not offset
the extra overhead needed to support a growing service operation. It also discovered that
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as the customer list grew, the invoice presentation and accounting systems it had in place
could not keep up with the ever-larger number of small-ticket monthly transactions it had
to process. Something as mundane as cash application befuddled the team.

Third and finally, the bottleless water cooler industry, though highly fragmented, did not
have many attractive acquisition candidates. Onesource Water had hoped to buy many
firms across the country and bolt them to the platform they had built in the Midwestern
U.S. Unfortunately, as Giesecke and team learned the industry better and tried to
generate deal flow, they realized that many firms in the industry were essentially sales
organizations, having sold future revenue streams to factoring finance companies to
generate large upfront cash flows instead of a long and steady stream of smaller cash
flows. Such a firm was basically just a sales office with a few repair technicians in the field
and with no residual cash flows to enjoy. As a result, there was not much opportunity to
create value by standardizing processes and implementing best practices.

Four Mistakes in Programmatic Acquisition

Now that we have set the context for exploring when things go awry in programmatic acquisition, we turn
our attention to this note’s primary focus. Four mistakes explain most of the disappointing outcomes in
programmatic acquisition: inappropriate pace, poor integration, excessive financial leverage, and overly
aggressive valuation. In the sections that follow, we explore each one separately. However, we want to
emphasize, based on our experience and research, that they tend to work together. In other words, if a
firm pursuing a PAS ends up with a suboptimal result, it likely will have committed more than one of these
mistakes and very well could have committed all four of them.

Mistake #1: Inappropriate Pace

Since programmatic acquisition inherently involves the purchase of a series of companies over time, an
entrepreneur who employs this growth strategy has considerable discretion over the pace of execution.
By pace, we refer to the number of acquisitions that the programmatic-acquiring firm seeks to complete
in a year. This concept is distinct from timing, which, as we use the term, refers to the discrete point in
time when a firm begins its programmatic acquisition journey.

In setting the pace for programmatic acquisition, some entrepreneurs find it very tempting to complete
as many deals as possible, as quickly as possible. Often this happens when management has access to
plenty of capital. They figure that they should step on the proverbial gas pedal and prioritize expansion
over everything else. After all, they assume, investors want returns on their equity sooner rather than
later and lenders may not always be so willing to provide financing to fund growth. Unfortunately, in their
haste, these entrepreneurs ignore the reality that all companies have natural limits on how quickly they
can grow and that capital, regardless of how easily available it is, will not change this dynamic. Simply put,
in the context of programmatic acquisition, the binding constraint on the pace of acquisitions is a
programmatic-acquiring firm’s ability to integrate the assets it purchases, not its capacity to fund deal
activity. This reflects the fact that, although doing deals is generally the most exciting and glamorous part
of the programmatic acquisition journey, integration is the low-profile but essential work that creates and
crystallizes most of the economic value that can be produced in a successful PAS.
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So, why exactly does setting an inappropriate pace cause problems for a programmatic-acquiring firm?
The short answer is that going too fast, especially early on, breeds sloppiness, confusion, and
disorganization.” To analyze the issue in greater detail, we will separate programmatic acquisition into
three steps: acquisition, integration, and operation. During the acquisition step, going too fast generally
causes a firm to spend insufficient time doing diligence on each asset. The result tends to be that the firm
misses potential warning signs and ends up buying assets it otherwise would have avoided had it
performed more thorough investigation and analysis of potential targets. In addition to the risk of
unwelcome surprises down the road, rushing to do deals usually creates the temptation to buy assets of
marginal strategic or financial value and to consummate transactions at unattractive prices.

If those outcomes were not bad enough, they get worse as the firm moves into the integration and
operation steps of a PAS. An inappropriate pace typically means that management focuses too heavily on
chasing down and closing the next deal. The main casualty of this misguided approach is thoughtful
integration. Acquired assets receive less attention than they deserve, and the overall enterprise ends up
being a jumble of companies smashed together, rather than a highly optimized and cohesive whole that
is more efficient and valuable than the sum of its parts. Finally, excessive speed often causes long-term
operating performance to suffer. This is because, in expanding as quickly as possible, the firm will outgrow
its shared services infrastructure. Failure to invest adequately, and in advance of growth, in support
systems and processes will undermine the programmatic acquirer’s ability to realize the full value of assets
that it bolts to the platform.

Based on our experience and research, we believe that there is a best practice when it comes to setting
the pace in programmatic acquisition, and we encourage entrepreneurs to thoughtfully consider this
approach in the context of their respective firms and industries. In our view, a programmatic acquirer
maximizes its chances of success by “going slow to go fast.” By this, we mean that early on, a
programmatic acquirer should err on the side of doing fewer deals. An entrepreneur’s focus at this stage
should be on ensuring that the platform provides a solid foundation for growth and that the first cohort
of acquired assets are well integrated. Then, as time goes on and the firm learns from experience how to
digest its acquisitions more quickly and efficiently, it can prudently pick up the pace. However, even when
the firm does “go fast,” the right metaphor is a brisk walk or jog, not a mad dash or sprint.”

Mini Case: US Office Products®

Arguably, the canonical example of a programmatic acquirer that ran into problems by
growing too quickly is US Office Products, a distributor of office supplies to small and
medium-sized businesses. Entrepreneur Jonathan Ledecky (Harvard Business School
1983) bought the base business for $6 million from office furniture manufacturer
Steelcase in 1994. He soon thereafter convinced five office supply wholesalers to merge
with his venture and embark on a nationwide programmatic acquisition strategy. An IPO
in early 1995 provided capital for US Office Products to expand aggressively. By 1998, US
Office Products had completed more than 230 acquisitions and increased revenues from
$134 million to $3.6 billion.

* We do not believe the pace being too slow in a PAS is a material risk. Too slow is only a risk to the extent that
shared services are built and amplified in preparation for a significantly larger scale than actually occurs, which
would have the effect of burning cash unnecessarily. Additionally, too slow might result in a few deals missed. We
do, however, believe that too slow a pace is a much more tolerable risk than too brisk a pace.

6 ON THE NATURE OF PROGRAMMATIC ACQUISITION STRATEGIES: WHY THINGS GO AWRY




Yale scHOOL OF MANAGEMENT

Unfortunately, Ledecky’s strategy began to unravel in 1997, when it became clear to
investors that US Office Products’ incredible topline growth would not translate into
higher profitability. The problem was that in hastily assembling the firm through deal
making, Ledecky committed two serious missteps. First, he failed to invest in the shared
infrastructure and systems that would enable US Office Products to realize meaningful
economies of scale. Instead, his efforts at integration and optimization were piecemeal
at best, and the firm, though much larger than it had been just a few years earlier, was
little more than a disorganized amalgamation of acquired assets. Second, over time,
Ledecky strayed from the firm’s initial focus on acquiring office supply distributors. When
the music stopped in the fall of 1997, US Office Products had expanded well beyond office
supplies into corporate travel, technology consulting, and coffee service, areas that
theoretically targeted the same customers as the core business (i.e., small and medium-
sized companies) but where the firm struggled to add any economic value with a one-
stop-shop approach. In 1998, with a stock price down sharply from its 1997 peak, US
Office Products underwent a financial restructuring that split up the company’s disparate
operations and forced Ledecky to depart. Three years later, US Office Products filed for
bankruptcy.

Mistake #2: Poor Integration

Although the value creation strategy that we discuss in this article is called “programmatic acquisition,” a
strong argument can be made that it should go by the moniker “programmatic integration” instead. The
reason is simple: Merely assembling a collection of small companies through acquisition does not
magically create a larger, more profitable enterprise. The key to realizing the full value of both the base
business and the acquired assets is integration.

With every new business bolted to the platform for growth, there is an opportunity for the entrepreneur
to implement operational best practices. And it is the entrepreneur’s ability to seize this opportunity after
completing each transaction that will determine how much value programmatic acquisition ends up
creating for customers, employees, and investors. In fact, if the entrepreneur cannot improve the firm’s
operating performance and efficiency through integration, then programmatic acquisition essentially
becomes a race against time to generate returns through financial engineering, specifically debt and
multiple arbitrage. Needless to say, trying whatever can be done to hold a highly levered, loosely
integrated jumble of acquired assets together just long enough to sell out to someone else at a higher
valuation is a risky proposition, if not a pretty reliable recipe for disaster.

In some cases, a failure to integrate in programmatic acquisition can cause so many problems that the
whole ends up being actually worth /ess, not more, than the sum of its parts. Integration, when it is done
right, creates value in programmatic acquisition through standardization, optimization, and uniformity.
As soon as a deal closes, there is plenty of work to be done along these dimensions, and most of it is
focused on improving the mundane fundamentals of the acquired asset. In fact, we would go so far as to
argue that the laborious, often tedious, work involved in consolidating back-office systems, merging IT
platforms, and re-engineering business processes to conform to best practices is the core activity that an
entrepreneur signs up for by choosing the path of programmatic acquisition.

From the outside, it may appear that programmatic acquisition is sexy and glamorous; there is the

excitement of deal-making, after all. But that is just one, fairly small aspect of the overall journey. For the
most part, the day-to-day reality of executing a PAS, we can say confidently based on experience, is not
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nearly so thrilling. The truth is, programmatic acquisition is only sexy and glamorous if a CEO thinks that
tasks such as reconciling payroll systems, re-registering company vehicles to a new owner, and moving
employees from one health plan to another are glamorous and sexy.

Whether entrepreneurs who pursue programmatic acquisition truly enjoy spending their time on such
efforts matters little. This work must be done because the success of a PAS depends on it. If entrepreneurs
stumble on integration, they are unlikely to realize full value from the assets they acquire. Instead, value
will leak out of the combined entity in two ways. First, the programmatic-acquiring firm will fail to improve
unit economics, despite greater scale. Second, it will achieve little, if any, leverage on shared services
costs.

Avoiding these suboptimal outcomes is not free. Successful integration requires a firm to invest in robust
systems and processes that will allow it to handle the ever-increasing complexity that comes with
managing a growing business. Unfortunately, if the firm tries to skimp on building out this essential
infrastructure, it will find that the underinvestment compounds over time. Not only are larger operations
inherently more complex than smaller ones, but an infrastructure “deficit” typically grows faster than the
operations themselves do. The all-too-common results are that each successive deal is harder to integrate
than its predecessor was, and the firm, having fallen behind on operational improvements, perennially
struggles to catch up to its potential.

In some cases, the only way to prevent such a gap from forming or close it once it has opened is to pause
or slow the pace of acquisition activity. This action certainly has costs in the short run, but we would argue
that the consequences of not taking this step are far larger over the long run. Getting integration right is
crucial for building a sustainable business through programmatic acquisition, and pausing often is the best
approach after completing deals that involve entry into a new geography, expansion into a new or
adjacent market, or the purchase of a particularly large asset.

Mini Case: Wind River Environmental®

Wind River Environmental (WRE) provides a good real-world example of how suboptimal
integration practices can cause problems in programmatic acquisition. Founded by David
Dodson (Stanford Graduate School of Business 1987) and two partners in 1999 through a
search fund, WRE sought to build a business through programmatic acquisition in the non-
hazardous liquid waste industry. The initial focus was on gaining scale in New England,
where septic tank systems were the primary onsite sewage treatment facilities used by
customers. By 2001, however, the firm decided to expand to Long Island. It was initially
keenly focused on operational integration and embraced a philosophy of “nailing it before
scaling it.” For example, when it acquired a target company, the very next day, employees
had newly logoed uniforms, new health care plan enrollment, and new trucks with the
WRE logo. It was as if the acquired company was historically a WRE location.

WRE’s operational integration was working well enough that Dodson and his team
became hubristic and accelerated their PAS prematurely. Unsurprisingly, things soon
fractured and became problematic.

Dodson and his investors believed Long Island was an extremely attractive market for the
long run because of its high customer density and fragmented competitive landscape.
Dodson viewed the opportunity as a critical land grab, and they even code named the
initiative “Big Gulp.” WRE completed many deals, often a few each month, to enter and
gain scale in Long Island. Unfortunately, it turned out that operating in this new area was
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not as straightforward as had been anticipated. Cesspools, not septic tanks, were
primarily used in Long Island, and the unit economics, though decent, did not live up to
expectations. In retrospect, Dodson thinks WRE should have slowed its pace of growth
during 2001 to integrate the newly acquired assets properly. That way, the firm would
have learned the ins and outs of servicing cesspools and built the infrastructure necessary
to support more profitable expansion later on. Instead, the company not only continued
its rapid growth in Long Island but also soon turned its attention to entering yet another
region, the Mid Atlantic.

Unfortunately, in 2002, WRE experienced serious financial difficulties. The firm needed to
restructure its notes payable to legacy sellers and its lease obligation for its vehicle fleet.
The primary cause of financial distress was not the firm’s assets, which were operating
fairly well. Rather, the problem was that it lacked the robust accounting software and
financial planning infrastructure to manage its cash balance and debt load carefully. This
precluded it from detecting early enough that it had acquired too many assets too quickly.

In its haste to complete so many deals in the previous three years, the firm failed to fully
integrate the financial reporting systems of the various assets it had acquired. The result
was that Dodson and his CFO were “flying blind,” continuing to buy more liquid waste
companies without a clear understanding of how each transaction impacted the firm’s
financial position. A cash crunch occurred in the spring of 2002, and Dodson struggled to
stabilize the situation.

After a year of fighting to turn around the business and salvage what he could for his
investors, Dodson and his team realized that they would not be able to meet their
payments to former owners for non-compete agreements and financing that former
owners had provided. They had to renegotiate the seller paper, requesting an additional
two years of maturity. Operationally, they retrenched, selling back some of the acquired
assets to the former owners—giving up hard-earned geographic footprints—and ceasing
further acquisitions for nearly three years. After successfully completing the
restructuring, they resumed their original business plan, having lost significant ground
and shareholder value. Eventually, with the company returned to solid footing, Dodson
and the board promoted the COO to president while Dodson remained active as executive
chairman. The company was eventually sold for approximately $250 million, but the pain
of the lost years was a significant setback, both emotionally and to shareholder value.

Mistake #3: Excessive Financial Leverage

Employing financial leverage, or debt, is a common method that entrepreneurs use to fund growth
through programmatic acquisition. The reason is that by using debt, a firm can buy more assets and
generate more EBITDA with each dollar of equity capital, thereby allowing its investors (i.e., the providers
of the equity capital) to earn higher returns, all else being equal. There is nothing inherently wrong with
this approach, but we want to emphasize that debt magnifies risk as well as return. This means that as
financial leverage increases, the range of potential outcomes widens on both the upside and the
downside. We do not focus on nominal dollars when thinking about leverage; rather, we refer to the ratio
of leverage to future free cash flows generated by the business.

Although this dynamic exists for any firm that finances its activities with debt, it takes on even greater
significance in the context of programmatic acquisition. Building a business by purchasing other
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companies and then seeking to improve their operations and performance as a combined entity is no easy
task. It is a complex undertaking that involves a considerable amount of risk in its own right, and
thoughtful planning and disciplined execution are essential for a programmatic acquirer to have any
chance at success. But when a firm pursuing a PAS adds financial leverage to this equation in the hopes of
supercharging returns, the margin for error gets even smaller.

This matters because, based on our experience and research, the unexpected will happen along the
programmatic acquisition journey. At least one thing will go wrong, whether internal or external to the
firm. Unfortunately, excessive financial leverage can transform these unforeseen events into an existential
crisis for a programmatic acquirer. The best insurance policy against such a bad outcome for both
entrepreneurs and investors is the prudent use of debt. The right amount is sufficient to contribute
meaningfully to the returns generated from the PAS on the upside but is not so much that it could tip the
firm into insolvency on the downside.

We identify two ways that an overly aggressive capital structure (i.e., one that relies too heavily on debt
relative to anticipated future free cash flows) undermines value creation in programmatic acquisition.
First, if a programmatic acquirer takes on too much debt, the leadership team will constantly worry about
the firm’s ability to make interest payments and to keep within the bounds of debt covenants. In this
situation, rather than focusing on growing and improving the operations, management will be distracted
by the balance sheet. Such an outcome is suboptimal from the perspective of building a business over the
long run. It also represents a particularly acute risk early on in a PAS, when entrepreneurs need to spend
their time making sure that the platform for growth (i.e., the base business) is durable enough to support
future expansion.

The second problem caused by excessive use of debt relates to the pace of growth. Too much debt can
force a programmatic acquirer to stop and start its acquisition activity, rather than complete a steady
stream of deals, as is usually desired. The result is lumpy, inconsistent growth, as the firm periodically
pauses to de-lever its balance sheet out of necessity.

Experience and research have taught us that since programmatic-acquiring entrepreneurs have significant
discretion when it comes to how much leverage they use, they can control to a large extent the amount
of risk that debt poses to their firms. In our view, the best approach is for a programmatic acquirer to
employ relatively more equity early on in their journey. Then, as the firm grows and gains expertise in
executing deals and integrating acquired assets, it can increase its financial leverage, with an eye toward
the ultimate goal of completing incremental acquisitions with no additional equity required.

While our emphasis here is on prudent use of debt, it should be underscored that careful use of equity is
equally important. Not all forms of equity — or investors — are created equal. Specifically, the use of seller
rollover equity should, in our view, be used only judiciously and in rare strategic instances. As prolific
investor Bill Egan reminds us, “If you pay a seller in cash, it is a one-time cost. If you pay in your stock, it
is a forever cost.” This is a helpful cautionary perspective, highlighting that relational dynamics with a
seller may evolve over time. The realm of PAS is littered with companies that accepted a seller rollover
investment and later came to regret having a former seller as an ongoing shareholder partner.

We also note that entrepreneurs typically have many options regarding the type of debt they take on (see
On the Nature of Debt). Through thoughtful selection of debt instruments, entrepreneurs can reduce the
risks of tripped covenants, missed interest payments, and inability to repay or roll over principal. Although
every firm will have to determine what makes most sense in the context of its specific situation, we
generally advocate that entrepreneurs strongly consider non-amortizing debt. Despite its often-higher
cost, it offers the best protection against a liquidity crisis in cases where free cash flow generation
disappoints relative to forecast.
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Mini Case: iVize'°

A good example of what can go wrong when a programmatic acquirer uses too much
leverage is iVize, a provider of outsourced discovery services to law firms. Joel Milne, a
search fund entrepreneur (Harvard Business School 2004), former tech entrepreneur, and
iVize’s CEO, was attracted to the legal discovery industry in the mid-2000s with his search
partner Malte Bernholz (UC Berkeley 1997). At that time, the industry was undergoing a
shift from largely paper-based processes to digital discovery, and many of the small firms
that populated the industry lacked the scale and sophistication to make this transition
successfully. Milne believed iVize could provide the right technology infrastructure to, and
implement operational best practices at, the outsourced discovery services firms that it
acquired.

Early in the programmatic acquisition journey, which coincided with the housing and
credit market bubble of 2005 through 2007, lenders offered iVize lots of debt at attractive
terms. iVize borrowed these funds and used them to stitch together a national network
of outsourced discovery services providers without using equity for incremental
acquisitions. Unfortunately, when the Global Financial Crisis hit in 2008, lenders pulled
back abruptly. They no longer wanted to provide debt financing to iVize, whose balance
sheet had a debt-to-capitalization ratio of 80 percent. The reason was that valuations for
firms in the discovery services industry declined 20-25 percent at the same time. Finding
itself underwater on its loans and without a dedicated fund sponsor that could inject
additional equity, iVize struggled for the next year with banks to restructure its debts. By
early 2009, with no macroeconomic recovery in sight, iVize could no longer hold on. Milne
turned the company’s keys over to iVize's lenders, a disappointing outcome for what had
started out as a promising PAS only a few years earlier.

Mistake #4: Overly Aggressive Valuation

A firm that pursues a programmatic acquisition strategy, by definition, buys a number of target companies
over time. As explained in greater detail in other notes from our series on programmatic acquisition, one
of the strategy’s primary levers for generating economic returns is purchasing assets at reasonable
valuation multiples. Indeed, many entrepreneurs who embark on a programmatic acquisition journey do
so with the intent of taking advantage of the opportunity for multiple arbitrage in an industry. When this
opportunity exists, larger assets command higher valuations than smaller ones do. It follows, then, that
profits can be captured through financial engineering, by buying small companies at relatively low
multiples and selling the larger combined enterprise at a higher multiple. Alternatively, assets can be
acquired at reasonable valuations with the anticipation of operating the business for the long term and
using the acquired free cash flows for future growth.

The problem for a programmatic acquirer is that it is all too easy to overpay for an acquisition. The risk is
greatest when a firm pursuing a PAS finds itself in the heat of a competitive bid process for an asset.
However, the temptation to pay up to win deals can also arise in the absence of rival acquirers. When this
happens, it is usually because a programmatic-acquiring firm gradually loses valuation discipline as it
completes more deals. Rather than setting and respecting a maximum valuation it is willing to pay, the
firm allows its target purchase multiple to creep upward over time.

The consequences of paying too much for deals generally are not catastrophic. Nevertheless, even if the
firm does not risk an implosion by overpaying for a deal (or a number of them), it will experience a
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meaningful drag on the returns it generates. In other words, a crisis is unlikely, but there is higher
probability of achieving a disappointing outcome, as defined by an underwhelming financial return for
investors.

The key to avoiding this type of disappointing outcome is for a firm to allow a sufficient delta between the
multiples at which it purchases assets and the multiple at which the combined entity could be sold.
Different practitioners will size the appropriate amount of headroom differently, but an entrepreneur
should aim for a minimum of 2 times in our view. For example, if an entrepreneur can sell the combined
enterprise at 8 times EBITDA, they should pay no more than 4 times EBITDA for a given target. Based on
our experience, headroom of at least 2 times provides plenty of margin of safety against an acquisition
turning out less favorably than expected, for reasons internal to the firm, external to the firm, or both.
We also believe that entrepreneurs should think of this valuation gap exclusive of any benefits from
synergies that might be realized. In other words, returning to our example above, the maximum purchase
multiple of 4 times EBITDA should be measured before synergies. That way, if a firm acquires an asset for
4 times pre-synergies EBITDA, it will be paying less than 4 times post-synergies EBITDA, assuming a non-
zero amount of expected synergies from the transaction.

Despite our whole-hearted endorsement of a valuation approach predicated on allowing for sufficient
multiple delta, we recognize that a firm that rigidly follows our advice might become too cautious and
conservative in its deal making out of a fear of overpaying. In our view, the best way to prevent this is for
entrepreneurs to remember the ultimate goal of programmatic acquisition as it relates to valuation:
paying reasonable prices for assets. Reasonable prices are fair prices, not steals. Since a programmatic
acquirer seeks to complete many deals, the average multiple paid matters in addition to the multiple paid
for any single deal. As a result, returning once again to our example, a firm that aims to buy targets at 4
times EBITDA on average should not shy away from purchasing some assets at valuations slightly north of
4 times, provided, of course, that it acquires other assets for prices less than 4 times—and the assets
acquired for more than 4 times bring something worth the incremental valuation multiple (scale, desired
markets, additional products or services, accretive margins, or anticipated growth rates). To be clear,
consistently acquiring assets with a higher-than-target multiple paid and never getting around to
balancing them with those with a lower-than-target multiple paid is not what we are advising. Despite our
nod toward an average portfolio multiple, we strongly encourage aspiring entrepreneurs to make certain
that each incremental acquisition in their PAS makes sense and stands on its own financially. Thinking in
any other way can be a slippery slope into consistently overpaying for target companies.

Mini Case: American Education Group™!

Peter Ruppert (Harvard Business School 1991) is the founder and CEO of Fusion Education
Group, a Grand Rapids, Michigan-based operator of 75 campuses delivering personalized
education services to students in grades 6—12. Under the banner American Education
Group, Ruppert’s original strategy was the programmatic acquisition of for-profit K—12
private schools.

Ruppert intended to acquire for-profit private schools around the U.S., with the aim of
adding value in a few obvious ways. First, he planned to streamline back-office
operations. Second, he expected to drive higher enrollment by harnessing more
sophisticated local marketing and selling processes. Third, he envisioned a national
platform that would leverage the power of best-in-class centralized services across a
distributed network of local schools. These schools were to be “powered by” American
Education Group.
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Ruppert raised $40 million of equity capital from two private equity firms to pursue this
strategy and completed three acquisitions in 2007 and two in 2008. Fusion Academy was
the second in 2008 and wound up being his last. The strategy was not working. In short,
Ruppert found that the three legs of his value creation stool were not supporting the plan
as was expected.

First, concerning the streamlining of back-office operations, Ruppert found that the mom-
and-pop schools he acquired were already run really lean. They did not have any
infrastructure to eliminate. In fact, more often than not, Ruppert found that he was
adding costs rather than reducing them. Second, on the heels of the 2008 financial crisis,
Ruppert could not grow enrollment as meaningfully as anticipated. Third, and maybe
most important, the vision of a national platform did not come to fruition. Ruppert found
that it was extremely difficult to merge all the disparate entities, given that they each had
very different cultures and operations. Some served grades 9-12, others K-12, and still
others only pre-K. The firm was becoming a holding company of disparate operations, not
the cohesive organization Ruppert envisioned it to be.

Although American Education Group did not overpay for acquired assets, valuation did
play a role in that integration and operating leverage never quite produced the
anticipated free cash flow that was expected. In retrospect, Ruppert would have paid less
for targeted assets to generate acceptable equity returns given the limited synergies that
proved achievable.

As this realization was setting in, Ruppert became intrigued by the Fusion Academy
business. Ruppert always believed that he would identify a concept or two through his
acquisition work that he might choose to grow via de novo expansion. As he was 70
percent of the way through his committed equity capital, Ruppert decided to abandon
the programmatic acquisition strategy altogether, sell off non-core assets, and focus on
growing Fusion organically, which has proven to be a much more successful way to scale
the business capital efficiently.

Conclusion

If a PAS delivers a disappointing outcome, the odds are good that at least one of four common mistakes
is to blame. Whether in isolation or in combination, going too fast, focusing too little on integration, using
too much debt, and paying too much for deals can cause significant problems for a programmatic-
acquiring firm. In our view, the best defense that aspiring entrepreneurs have against committing these
errors is to learn from the experience of others who already have.

We hope that aspiring entrepreneurs have found our analysis helpful in their study of programmatic
acquisition and will keep the four common mistakes of what can go awry in mind as they pursue a PAS of
their own.

Good luck!
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Exhibit 1: The Investor’s Perspective

The Investor’s Perspective

Please describe your
investment practice and
interest in programmatic
acquisitions.

Rob Healy
L? Capital Partners
Isquaredcap.com

L CAPITAL PARTNERS

L2 makes long-term investments in leading growth companies that operate in targeted sectors,
including technology-enabled services, industrial technology, and education. The firm and its
predecessor funds have consistently utilized programmatic acquisition strategies to grow
platform companies over the last 30+ years.

Bill Egan
Marion Equity Partners

After Bill Egan’s decades as a venture capitalist, first at TA Associates, then as founding general
partner of Burr, Egan, Deleage & Co., and later Alta Communications, his family office now
invests in wide-ranging assets. While programmatic acquisitions feature in this portfolio, they
are no more or less significant than any other type of investment activity. If there is a bias one
way or anather, it is a slight bias against programmatic acquisition strategies.

Why do you think some
programmatic acquisition
projects go awry?

There are several reasons, but the first one that comes to mind is target assets of insufficient
quality. Good markets for programmatic acquisitions are target rich; it seems like new deals are
arising weekly, if not daily. If you find yourself having to look really hard for targets, it probably
is not a good market for this strategy. Another common pitfall is incompatible cultures or
personalities. When you buy a lot of companies, you run the risk that someone you get into
business with is not who you thought they were, which is a problem that is difficult to recover
from. These strategies can also break down if the math doesn’t work. If the multiple arbitrage is
too tight, which often but not always manifests in high price markets such as rapidly-growing
Saas businesses, it can make consolidation economics challenging.

Every time you do the same thing over and over—including acquisitions—you run the risk that
at some point you will make a mistake. There is also a temptation to rationalize investment
decisions once a CEO gets further along in the journey. In the media business, it was common
for a great first acquisition to be followed by an acquisition that was too expensive, which
would be rationalized on the basis that the “average” multiple was still reasonable. That isn’t a
clear-headed way to value a deal. CEOs can fool themselves into thinking they are paying an
appropriate multiple, but there can be negative synergies—that is, the need to add rather than
reduce costs to bring the target company up to the parent company’s standards—which result
in a higher-than-advertised entry multiple.

What can entrepreneurs
implementing a
programmatic acquisition
strategy do to prevent the
project from going awry?

To start, make sure to rigorously analyze the market opportunity. Do not rely on macro level
market research. Instead, go deep into the market to validate that there are enough quality
targets readily available. Thereafter, remain disciplined in due diligence and execution. Set clear
rules for underwriting and dogmatically adhere to them. Allowing diligence shortcuts or
bending the rules to squeeze a deal in is a recipe for overpaying at the best and disaster at the
worst,

Make sure the first olive out of the bottle is a really good one. It is hard to recover from a bad
first deal. While not quite so catastrophic, a bad second deal can hurt too. Being selective and
disciplined in the early days is critical. From there, build out a good solid platform before you
start bolting things to it.

What advice would you
offer to an entrepreneur
leading a programmatic
acquisition strategy?

Do not let spending on corporate overhead get ahead of the company’s ability to pay forit. It is
equally imperative that the CEO is surrounded by enough high-quality talent that assets can be
integrated efficiently. The ideal balance here is a small but ultra-high-functioning team that is
experienced with integration work. Better yet is when some of those executives are sourced
through acquisitions themselves. Finally, when vetting an acquisition, be careful that the deal
team is not making excuses from a personality or fit standpoint. If it seems the seller or the
team being acquired is not going to be cohesive with the culture, it probably is not a deal worth
doing. You can’t do a good deal with bad people.
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Do not fall prey to the temptation to “do business” rather than “create value.” Be a disciplined
buyer. Understand what you can pay for tuck-ins and don’t think a low multiple always means a
good deal. Sometimes, a deal goes for a low multiple because there isn’t any value to it. Finally,
be extremely thoughtful about how you finance acquisitions. If you pay with cash, it is a one-
time cost. If you pay with your stock, it is a forever cost. You don’t want your seller to do better
than you just by riding the coattails of your hard work to create equity value.
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The Investor’s Perspective

Please describe your
investment practice and
interest in programmatic
acquisitions.

Justin Ishbia ) SHORE
Shore Capital Partners ‘ T
shorecp.com
Shore Capital Partners has been investing in acquisition-driven growth strategies for the past 12
years. The firm has completed nearly 400 acquisitions across 35 platform companies. It takes an
entrepreneur-first approach to its investment philosophy, backing CEOs who aspire to build
large companies via programmatic acquisition, among other strategies.

David Chandler
ParkerGale Capital
parkergale.com

ParkerGale

William Blair Capital Partners executed multiple buy-and-build strategies through the late 1980s
and 1990s, with a particular focus on packaging industries and with great success. The core
team at William Blair spun out to form Chicago Growth Partners, which executed successful
consolidation strategies in the education industry, especially for-profit post-secondary. A
member of that team, Chandler is now an advisor at ParkerGale, an offshoot of Chicago Growth.

Why do you think some
programmatic acquisition
projects go awry?

First, | feel | should point out that we have yet to see any go awry. That said, | can see risk of this
happening where misalignment arises between the management team and the founders or
sellers. It is critical to be very intentional about integration, and there can be situations where
competing priorities drive a wedge between managers who are looking to streamline and drive
consistency and founders who are accustomed to doing things a certain way. The other
fundamental question, which is related to the topic of integration, is this: Who do you want to
be as a programmatic acquiror? Do you intend to build a holding company with centralized or
decentralized operations? Both models can work, but what is critical is to pick one and stick to
it. The bad outcome is to be in the no-man’s-land in between.

There is a strategy element and an execution element. The strategy matters. Sometimes CEOs
say, “We will figure out the strategy after we acquire a few companies.” It is important to know
at the beginning what you are setting out to build. On the execution side, | have seen CEOs of
consolidators move too slowly on personnel matters. In these distributed operations, the local
managers must be strong. That requires decisive action from the CEO when performance
suffers. Related to this, the best buy-and-build CEOs have a bias toward action. They are willing
to jump in and fix the operational problems. They get their hands dirty. I've seen extremely
talented big-company CEOs be unsuccessful in buy-and-build strategies because they don’t
want to get their hands dirty.

What can entrepreneurs
implementing a
programmatic acquisition
strategy do to prevent the
project from going awry?

Come out of the gates strong. Do not settle for anything less than a stellar first acquisition. This
is hugely important for many reasons, but the first and foremost is reputation. You only get ane
reputation, so use it wisely. If you partner with the wrong group in the beginning, the market
will take note of that and treat you differently. By contrast, if your first acquisition is of a great
company with a strong team, market participants will look upon you as a thoughtful and
informed buyer, which will command their respect. If you get a reputation for not being a great
buyer, it becomes difficult to consolidate. If you do the first deal—and the second one—right,
the consolidation really takes off.

Be really disciplined about the first acquisition. You can’t buy just any business to get into an
industry. It needs to be a strong asset, even if it is subscale relative to where you want to start.
It is better to enter through a quality asset than a right-sized one. Don’t overpay, especially in
low-growth industries. Choose your team wisely and acknowledge when they reach their limits
as the company scales. The CEO may also reach natural limits as the company grows. Having a
great group of investors and an engaged board can help navigate these growing pains.

What advice would you

offer to an entrepreneur
leading a programmatic

acquisition strategy?

The CEOQ’s team is super important—and they are to be relied upon to execute—but the CEO
must control the process. | always tell our investors, “I can’t promise you the outcome, but | can
promise you the process.” That is true for me as a fund manager, and it is true for strong CEOs
of programmatic acquisition strategies. They have a process, and they don’t deviate from it,
even when seemingly compelling distractions arise. In this journey, success is a behavior, not an
achievement. The right way to do this work is to put your head down, establish the process,
measure along the way, and execute. | would add that in my experience | have seen two
winning strategies in business: differentiated or low cost. Don’t get caught in between.
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Hire slow and fire fast. No surprises with the board. Be a problem solver; bring the solution, not
just the problem, to the board. Be skeptical of founders and sellers and their ability and
willingness to work within your larger organization. Entrepreneurs often resist the structure and
requirements of bigger companies. Last, be honest with yourself about the size of the
opportunity you are pursuing—not just at the beginning but also as you go. It is better to
acknowledge 12—18 months in than later that the strategy is not playing out as expected. We all
dig dry wells sometimes. It serves all constituents if that realization is communicated openly, as
everyone involved, especially the CEO, has significant opportunity cost tied up in the project.
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Exhibit 2: Seller Selection

The programmatic acquirer will encounter diverse types of business owners along their journey to source
compelling acquisition opportunities. Some will be of high integrity and represent a good cultural fit,
whereas others will not. Many entrepreneurs and investors assert that a good deal cannot be done with
a bad person. We firmly agree with that sentiment, yet we do not rate the risk of flawed seller selection
among the top mistakes that derail PAS.

For completeness, however, we want to offer aspiring entrepreneurs our perspective on the three general
seller profiles they are likely to find in the marketplace:

Partners — These are the business owners who not only have built a great company that fits well with
the acquirer strategically and culturally but also stand to serve as key executives and minority
shareholders of the consolidated company going forward. Typically, they are relatively younger
business owners for whom retirement is not a near-term priority. They have the proverbial fire in the
belly to continue building the business, and they are—alongside an inspiring CEO—enthusiastic about
doing so in the context of the larger, better-resourced organization. In our experience, initially
considering a business owner as a viable partner is easy, but few actually end up being a great long-
term fit for the organization. Partners are highly ethical and transparent, and they have impeccable
integrity. They will add value and are people with whom you aspire to be economically comingled.
Sometimes, transactors (see below) will masquerade as partners. Choose partners wisely.

Transactors — These are the conventional and typically aging business owners who are selling their
company as a means to move toward retirement. This is usually the easiest seller profile to identify.
They will make clear that a leadership transition measured in weeks or in a short number of months
is acceptable, but anything longer tends to be out of the question. Transactors can be wonderful
sellers, especially if they are straightforward with their intentions to swiftly exit the daily operations.
Transactors are trustworthy and pleasant. You would be delighted to share a meal with them in the
future and enjoy periodic phone conversations. However, they are not economic partners, nor will
they add value in the future. Many programmatic acquirers structure their strategy to focus
exclusively on transactors, as they prefer to place their own key managers in acquired companies
rather than having sellers carry on in a managerial capacity.

No-Dealers — These are the fundamentally bad people, the ones with whom fair and reasonable
people cannot do a good deal. We encourage all entrepreneurs to trust their instincts and avoid the
temptation of a seemingly tantalizing asset being sold by someone who fails to pass the integrity sniff
test. No-dealers are dishonest, litigious, and duplicitous. They should be completely avoided.
Rationalizing that a no-dealer will not be involved post-closing of the acquisition and will therefore
not present a problem for the acquirer is easy. However, in our experience, no-dealers have a way of
rearing their ugly heads when CEOs least expect the unwelcome distraction.
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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 2021 © 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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