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WHITE PAPER:
CREATIVE MANAGEMENT BUYOUT STRATEGIES

LANTERN

CAPITAL ADVISORS

Abstract: Private equity firms particularly those that focus on buying smaller companies (less than $100 million in
value), will often structure the financing of a buyout utilizing limited amounts of their own equity and aggressive debt
structures. While such an approach can create spectacular returns for their investors, management and the sellers can
often end up feeling shortchanged. Thankfully, owners and managers can use their own creative buyout strategies to
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create substantially more value for both buyer (management) and seller (owner).

TYPICAL MANAGEMENT BUYOUT TRANSACTION

Most management buyouts are financed by an equity “sponsor”.
A sponsor is typically a private equity firm that offers to pur-
chase a company from the seller and give management a per-
centage of the ownership. For a smaller, profitable business (i.e.
less than $100 million valuation) most buyouts are usually priced
at around 5 X (times) free cash flow (i.e. earnings before interest
taxes depreciation and amortization (EBITDA) minus capital
expenditures). Management is typically offered the opportunity
to invest some amount of capital for an ownership stake typi-
cally equal to 5% to 10% of the company stock. Through longev-
ity and performance the management team may get the opportu-
nity to double their ownership stake with additional options or
stock. Total ownership, assuming all performance hurdles are
met, rarely exceeds 20% of the company stock on a fully diluted
basis.

For companies that are worth above $100 million, a 5% to 20%
stake in a business can be very significant to each key member of
management participating in the transaction. However, for a
business that’s worth $25 million, the opportunity for three or
four members of management to split 10% of the ownership is
hardly a financial windfall.

In addition to their 80% ownership, buyout or private equity
firms also collect significant fees at closing and charge additional
advisory fees while operating a company they've acquired. They
also typically take a share of the investment profits. The average
annual management fee to do business with a private equity firm
is about 1.5% to 2.5%. The average share of profits is about 20%.

ANOTHER APPROACH TO MANAGEMENT BUYOUTS

For financially healthy businesses, there is another approach that
utilizes the same financing and buyout techniques the pros use

but management ends up gaining ownership and oper-
ating control. In fact, management can end up owning
85% to 100% of the company depending on the situa-
tion. These types of buyouts are called Non-Sponsored
Leveraged Buyouts.

How they work

In a non-sponsored buyout, key members of manage-
ment are asked to invest an amount of capital that is
significant to them personally (this can range from
$25,000 to over $1,000,000) depending on the collective
personal wealth of the management team. What is most
important to the financial partners is that management
has some ‘skin in the game.” The remaining amount of
the initial proceeds to be paid to the owner comes from
debt that is loaned to the company for the purchase of
the business. Within the capital markets, companies
that proactively shop aggressive funding sources
should qualify for total debt financing of at least 4X
cash flow.! The proceeds from that debt (less capital
needed for future working capital and growth) are paid

1One of the most common private equity buyout offers is to
purchase 80% of a company at 5 X EBITDA. Their pitch to the
seller is that by buying only 80% of the business, they can be
assured the owner will stay involved and help them grow it.
They will also explain that through this approach the owner
will get a “second bite at the apple’, which means he can sell
his remaining 20% at a higher valuation as the business grows.
Interestingly, purchasing 80% of a business at 5 X EBITDA
equates to giving the entrepreneur cash proceeds equal to 4X
cash flow, the same (4X) multiple that companies are able to
finance on their own in the capital markets. For equity firms
buying 80% allows them to minimize their equity investment
by either committing little capital at purchase or pulling their
equity out later through a refinancing. Both strategies are
routinely used to create spectacular returns for their fund.
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TABLE 1: EXAMPLE OF BUYOUT SCENARIOS
Enterprise Mulitple of EBITDA 5X 6X
Company Valuation $ 20,000,000 100% $ 25,000,000 100% $ 30,000,000 100%
Transaction Ovetview
Total Financing Commitment $ 20,000,000
Less: Reserve for Future Working Capital 2,000,000
Cash Proceeds from Financing $ 18,000,000
Plus: Management Cash Contribution 250,000
Less: Transaction Costs 500,000
Cash Proceeds to Owner $ 17,750,000 $ 17,750,000 $ 17,750,000 $ 17,750,000
Value Retained by Owner & ownership % $ 2,250,000 11% $ 7,250,000 29% $ 12,250,000 41%
[Management's Equity Interest 89% 71% 59%|

to the owner in a one-time cash distribution. The difference
between the amount paid to the owner and the total value of
the company is the value and/or ownership retained by the
seller. That retained ownership can come in different forms
including common stock, preferred stock or subordinated seller
notes or some combination of each. Table 1 illustrates different
buyout scenarios at different valuations for a company with an
annual EBTIDA of $5 million.

ADVANTAGES OF NON-SPONSORED BuyouT

As the table suggests the amount of initial proceeds paid to the
owner is capped by the amount that can be financed plus man-
agement’s own equity contribution. While that initial amount
maybe less than a 100% sale, often the difference can be rela-
tively small depending on the valuation of the Company. Fur-
ther, the advantages for both management and owner can be
very significant.

Higher Ownership Stake for Management - The primary benefit of
a non-sponsored buyout for management is the opportunity to
own significantly more of the stock than possible with a spon-
sored transaction. Even at higher multiples such as 6 X (times)
or more, management is positioned to own more than 50% of
the total common stock, which is far more than the total owner-
ship in a typical sponsored buyout transaction (usually less
than 20%).

Higher Company Valuation for Seller — As mentioned earlier most
private equity firms value companies at around 5 X (times) cash
flow (EBITDA) and many times less. When selling to manage-
ment, owners can typically get a higher valuation even though
their initial proceeds will be limited to the amount of financing
available plus management’s contribution.

Greater Control for Both Management and Seller — With a
non-sponsored transaction, control of the business is
maintained between management and the owner(s).
Provisions can also be made for control to pass as the
debt is paid down or paid off under any scenario ac-
ceptable to both buyer and seller.

Highly Vested Management Team and Continued Role for
the Owner — Management teams that have significant
ownership stakes are much more likely to perform at
high levels than those that have less of stake. Con-
versely, many owners feel remorse after selling their
business and would have desired to maintain a role in
the company. A leveraged non-sponsored buyout ac-

complishes both.

Significant Liquidity to the Owner — Even though the
owner hasn’t sold 100% of the business, the liquidity
can be significant and is “true’ liquidity because the debt
should have no personal recourse to the seller (owner).

REQUIREMENTS FOR NON-SPONSORED BuUY-
ouT

The process of completing a non-sponsored manage-
ment buyout is similar to other kinds of business fi-
nancing. The key requirements for a successful non-
sponsored buyout include:

QUALITY COMPANY AND TEAM - An ideal situa-
tion is for the buyer (s) to already be running a profit-
able business. Common situations would be a CEO that
buys a company from a passive owner or a limited part-
ner buying out his or her majority partner (s). The key
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is for would-be lenders or investors to have confidence in the
management team once the owner walks out the door.

PROACTIVE AND COMMITTED MANAGEMENT TEAM -
Many prospective buyers never ask for the opportunity to buy
their owner’s business. They are unsure and worried about
how to bring up the subject. The best way to start such discus-
sions is to informally ask, either over lunch or at an impromptu
meeting. I have heard managers use phrases like, “would you
ever consider selling the business to key management.”? Or
even more simply, “if you ever decide you want to sell the busi-
ness, we would be interested to try to put together financing to
buy it.” When phrased that way it’s difficult for an owner to
feel threatened by such a question. Many may even say they
have waited years to hear such words.

Once management has permission to pursue a buyout, they
need to remain committed to doing a non-sponsored buyout.
Most of the financial industry from equity firms to advisors to
banks will try to encourage management teams to do a spon-
sored deal because it’s easier for them. Unfortunately, an easy
transaction doesn’t help management get a large ownership
stake in their company. Thus, it is important to remain commit-
ted and find advisors and financial institutions with experience
and a desire to do non-sponsored transactions. Also, if the
owner is already going through a process to sell the business,
management can hire their own advisor and go out and put
together their own offer. We have found that if management
can put together a total package that is somewhat competitive
to an outside offer the owners will pick management.

TARGET PURCHASE PRICE - Developing a purchase price can
be complicated or easy depending primarily on whether the
owner has a price in mind. Within the financial community a
company’s sales price is analyzed as a multiple of EBITDA. As
shown earlier any purchase price between 4 X and 6 X (times) is
likely to give management a much greater stake in the business
than they would working with a private equity sponsor. Sim-
ply put, if the seller’s desired purchase price is anywhere in this
range, management should seek to pay it, especially since the
owner is giving management a once in a lifetime opportunity. 2

MAINTAIN FLEXIBILITY WITH OWNERS - Books and guides to
management buyouts suggest that management formalize their
buyout terms similar to an acquisition through a Letter of Intent
(LQI). This approach can be difficult because owners are always
moving targets. They typically do not know really what they
want until they are presented with options and feedback on
financing terms. We suggest the management team get the
owners to disclose the target purchase price and expected initial
cash proceeds from the buyout.
nancing terms, owners may continue to change what they want.
Some owners even decide to provide some of the financing
themselves once they see the rates certain lenders will receive.
Regardless, owners typically stay moving targets right up until
the end of the transaction so it’s important to keep them in the

Once you receive initial fi-
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loop, have them committed to a process, and let them
adjust as the process unfolds.

STRONG BUSINESS PLAN - The basis for the buyout
and its potential should be spelled out in a very high
quality business plan. The better and more thorough
the business plan and projections, the greater the inter-
est from prospective financing sources and the better
the financing terms and cost. A high quality plan is
typically 40-60 pages in length with a concise well writ-
ten explanation of the business, industry, history, com-
petition and management. The business plan should
also include historical financials and detailed projec-
tions including income statements, balance sheets and
cash flows. Ideally, projections should be done for a 5
year period with the first two to three years projected
on a monthly or quarterly basis. Those projections then
outline how much capital the company will need both
now and in the future. The projections should be opti-
mistic yet achievable. Creating a quality business plan
is often the most tedious part of the financing process,
however advisors (such as our firm) will typically take
on the role of drafting and distributing the business
plan which allows the plan to get out to the appropriate
financing institutions faster and with less fatigue for
management.

“MOST OF THE FINANCIAL IN-
DUSTRY FROM EQUITY FIRMS TO
ADVISORS TO BANKS WILL TRY
TO ENCOURAGE MANAGEMENT
TEAMS TO DO A SPONSORED
DEAL BECAUSE IT’S EASIER FOR
THEM. UNFORTUNATELY, AN
EASY TRANSACTION DOESN’T
HELP MANAGEMENT GET A
LARGE OWNERSHIP STAKE IN
THEIR COMPANY.”

21t is also possible to pay higher multiples too. Some busi-
nesses that are in industries that are acquired by well known
consolidators often sell for higher EBITDA multiples because
the acquirer can cut costs and raise the company’s cash flow
after purchase. In those instances, management can still look
to do a buyout at a higher multiple, however, the initial cash
payment to the owner is limited by the company’s current
EBITDA multiple. Thus, there may be a big difference be-
tween the upfront cash the owner receives by selling to man-
agement rather than a strategic acquirer.
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UNDERSTANDING OF FINANCING OPTIONS - Financing for
non-sponsored buyouts can be comprised of various forms of
debt instruments. Most CFOs have a good understanding of
working capital and term debt that are collateralized by assets
such as accounts receivable, inventory, and/or property plant
and equipment.
debt financing beyond traditional bank financing. A common
debt product used to increase borrowing amounts is mezzanine or
subordinated debt financing. These products are offered by insur-
ance companies, corporate development companies, hedge funds
and other specialty finance firms. Many entrepreneurs and
CFOs will shy away from such instruments because they have a
higher cost and often include some amount of equity participa-

However, many leveraged buyouts require

tion through warrants.> A big positive however is that these
instruments allow management to borrow far more than they
could with only bank or senior debt, thus making the transaction
appealing to both buyer and seller. Table 2 illustrates the point.

The composition of debt (senior vs. subordinated debt) will be
based on the underlying collateral, market conditions and ag-
gressiveness of the lenders. The intent of subordinated debt in-
strument is to provide a flexible source of financing that in-
creases the amount a company can borrow while minimizing
dilution without increasing the risk to the borrower. (Most subor-
dinated debt instruments have no personal guarantees). The
loan, while expensive relative to other forms of debt, is expected
to be paid off with future cash flows or a refinancing with
cheaper sources of capital, such as lines of credit and senior term
debt, as the company grows larger. A future refinancing is also a
time to consider buying out the owner’s remaining interest in the
business. The more the company has grown the higher the fu-
ture purchase price but the cheaper the capital is to buy it.

COMPETITION FOR FINANCING - Equally impor-
tant to how much a company can borrow is the cost of
the capital. Bankers do not like to compete but competi-
tion can dramatically reduce the overall cost of capital.
Traditional banks tout the value of relationships yet
relationships rarely drive pricing or creativity as much
as competition. Private equity firms know this and they
will often use competition extensively. It is not uncom-
mon for a private equity firm to solicit as many as 50
institutions to find financing partners that will give
them the best terms. Management teams should do the
same in order to have more competition. Competition

SHow Subordinated Debt and Mezzanine Financing Work— Most of
these debt products are structured as 5 to 7 year term loans
with interest only payments for the first 3 to 5 years. Funds
that offer these instruments seek a total return of between 15%
and 25% per year. To get that return they typically charge 12-
14% interest and then make up the difference with added com-
pensation through detachable warrants. Detachable warrants
give the lender the right to acquire a certain percentage of the
company’s stock either after the maturity of the note or upon a
liquidity event such as a sale of the company or initial public
offering. In practice, most warrants are repaid through a ‘put’
option where the lender proactively requests (“puts”) to be
paid out based on their percentage of warrants and the value
of the company at the time of the put. Companies can be val-
ued any number of ways, but most are valued based on a mul-
tiple of cash flow (often 5 or 6 times) at the time the ‘put’ is
exercised. Once the warrant price is paid, the fund loses its
ability to purchase the company stock thus eliminating any
ownership  dilution for the shareholders
(management or seller).

company’s
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TABLE 2: BUYOUT ILLUSTRATION WITH AND WITHOUT SUBORDINATED DEBT
With With out
Subordinated Subordinated
Debt Debt
Enterprise Mulitple of EBITDA 5X 5X
Company Valuation /Sale Price 25,000,000 100% $ 25,000,000 100%
Transaction Ovetview
Senior Debt $ 10,000,000 $ 10,000,000
Less: Working Capital (2,000,000) (2,000,000)
Subordinated Debt 10,000,000 -
Management Equity Contribution 250,000 250,000
Transaction Costs (500,000) (500,000)
Initial Proceeds to Owner $ 17,750,000 $ 7,750,000
Value Retained by Owner & ownership % 7,250,000  29% 17,250,000  69%
|[Management's Equity Interest 71% 31%
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means that senior lenders (the least expensive form of financ-
ing) will stretch to maximize their loan amounts while subordi-
nated debt lenders will have to carefully monitor the amount of
warrants or total return they seek. As such, financial institu-
tions will often significantly discount their fees when competi-
tion is involved. We have seen firms resubmit proposals and
cut their pricing in half after learning their first proposal was
not competitive with other offers. For management the cost of
financing can also impact their resulting ownership.* Table 3
shows a range of pricing on different financing proposals.

TABLE 3: PRICING EXAMPLES

Low END HIGH END

1  $12 Million $12 Million
13% Interest Rate $13% Interest Rate
15% Warrants 35% Warrants

2 $19 Million $19 Million

12% Interest
5% Warrants

13% Interest Rate
15% Warrants

3 $22 Million $22 Million
13% Interest 9.5% Interest Plus
No warrants or equity 51% Equity Ownership

KNOow ABOUT ESOPS AND OTHER SPECIAL TAX
ELECTIONS - Business owners looking to sell their business
and retire focus not only on the sales price but the after tax pro-
ceeds from the sale. As such they look for elections, approaches
or incentives that will limit their tax burden. Most well known
of those elections is an Employee Stock Option Plan (ESOP).
An ESOP, whether leveraged or not, enables sellers to defer the
tax liability on the proceeds from the sale of a company if the
proceeds are reinvested into specific assets. ESOPs also allow
management to deduct all or part of the debt repayment as an
expense, creating significantly more free cash flow to pay down
debt. While these benefits are widely known, what is less un-
derstood to acquiring managers is that ESOPs also impose limi-
tations on the amount of stock any one employee can own.
Ownership between management is based on relative salaries
and everyone in the company is allowed to participate. This
means the CEO and key management, really running and re-
sponsible for the business, may end up owning a small share
(i.e. less than 20%) of the company stock. Thus, the end result is
an ownership interest for key management that would be simi-
lar to doing a buyout with a private equity firm, but where all
the employees own stock rather than an outside investor that
funds the buyout.

bbb dbdddd bbb bbb bbb ddb bbbt dbd bbb bbb bbbt bbb bbb bbb bb b bbb bdbbdbbd bbbt bt

If businesses are looking at alternatives such as an
ESOP, key management should look for ways to pro-
vide the owner the same after tax proceeds. Thus, one
approach is to increase the value of a company to an
extent whereby the value of the after tax proceeds from
the sale would be the same as from an ESOP.

Another approach is to look for other special elections.
A key election for S-corporation doing buyouts is a 338
(h) 10 election.
ing S-corporation to sell the company stock (as opposed
to assets) but the acquiring entity is able to write up the
assets and record goodwill and amortize it as an ex-
pense which significantly increases the available cash
flow for debt service. This election for S-corporations
enables managers and financing sources to pay a higher
price and/or reduce the time for debt repayment by a
year or more.

This election allows owners of an exist-

“IF BUSINESSES ARE
LOOKING AT ALTERNA-
TIVES SUCH AS AN
ESOP, KEY MANAGE-
MENT SHOULD LOOK
FOR WAYS TO PROVIDE
THE OWNER THE SAME
AFTER TAX PRO-
CEEDS.”

4As discussed earlier warrants are a financial instrument that
give the lender the option to acquire a certain percentage of a
company’s stock in the future (typically after maturity of the
note or upon the event of liquidity such as an IPO or sale.
Often times warrants are not redeemed to stock but are paid
off by a company through a future refinancing which elimi-
nates any equity dilution to the shareholders. Either way war-
rants do not impact operating control like equity does, but the
amount of warrants can have a substantial impact on the total
cost of capital. As such, companies almost always choose the
institution offering the lowest warrants and cost of capital.
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COMPANY EXAMPLE: PUTTING IT ALL TOGETHER

Two years ago the owner of well respected service business
hired an investment banking firm to sell his company. The
owner and management team after holding numerous meetings
received a proposal from a private equity firm. The offer was to
purchase the 100% of the business for approximately $20 mil-
lion equating to a valuation of 4.7X (times) EBITDA.

After reflecting on the offer, neither management nor the owner
was excited. Management didn’t like their rapport with the
equity firm while the owner had second thoughts about com-
pletely walking away from the business he had spent 25 years
building. In the end he wanted to continue down the same
path, working about 20 hours a week and participating in the
direction of the Company. But still wanting personal liquidity,
a significant stake for management and a meaningful role going
forward, the owner decided to let management identify a fi-
nancing and buyout strategy that would work well for every-
one.

Striking a Deal

While trying to figure out how to proceed, the business contin-
ued to grow reaching an annual EBITDA of $5 million. The
owner realizing that he was enabling management to purchase
the company, offered to sell 80% of the business to four mem-
bers of management at 6X (times) trailing EBITDA equating to
total company valuation of approximately $30 million. With
the help of Lantern Capital Advisors, management developed a
comprehensive business plan and then met with numerous
funding sources including banks, specialty lenders, hedge
funds and other finance companies. Through that process man-
agement received financing proposals with initial proceeds
ranging from $17 million to $24.5 million. The owner seeking
maximum liquidity chose one of the proposals offering $24.5
million. Of this amount $23.5 million was used to finance man-
agement’s portion of the buyout. The remaining $1 million was
offered to provide working capital for the business after the
close of the transaction. The difference between the amount
received by the owner and the value of his 80% interest in the
business was captured in a seller’s note (about $1 million) to the
owner.

For the four key players in management this buyout transaction
was a life changing event. Instead of collectively owning 10%-
20% and working for someone else, management owned 80%,
controlled their own destiny and created meaningful wealth for
themselves. The owner was at peace since he sold at a higher
valuation, is still active in the business and was able to reward

the key members of management that had helped build
the company over many years.

SUMMARY

With some knowledge of the management buyout proc-
ess and financing alternatives, management teams and
owners that want work with each other can create cus-
tomized solutions that create tremendous value for all
parties involved.

“INSTEAD OF
COLLECTIVELY
OWNING 10%-20%
AND WORKING FOR
SOMEONE ELSE,
MANAGEMENT
OWNED 80%,
CONTROLLED THEIR
OWN DESTINY
AND CREATED
MEANINGFUL
WEALTH FOR
THEMSELVES.”
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LANTERN

CAPITAL ADVISORS

PHONE: 678-385-5937 TIONS US TO DO JUST THAT. OUR PROFESSIONALS HAVE BEEN ENGAGED IN

FAX: 866-592-1862

EAMAIL: INFORLANTERNADVISORS.COM A BROAD ARRAY OF LARGE AND SMALL ASSIGNMENTS ACROSS VARIOUS

INDUSTRIES ACROSS THE UNITED STATES. COMMON CLIENT ENGAGE-
MENTS AND ACTIVITIES INCLUDE ONE OR MORE OF THE FOLLOWING!

‘i’ EVALUATE GROWTH AND VALUATION ALTERNATIVES
LANTERN

CAPITAL ADVISORS in SECURE CAPITAL FOR GROWTH OR LIQUIDITY

HELPING ‘i’ COORDINATE MERGERS/ACQUISITIONS

COMPANIES REALIZE
qiy COORDINATE MANAGEMENT BUYOUTS

THEIR POTENTIAL.
tia PREPARE QUALITY BUSINESS PLANS
qio REPLACE CURRENT LENDERS OR INVESTORS

‘i’ REMOVE PERSONAL DEBT GUARANTEES

WE’'RE ON THE WEB
WWW.LANTERNADVISORS.COM ti-b SOLICIT UNDERWRITERS FOR SECURITIES OFFERINGS

MANY CLIENTS HAVE LIMITED PRIOR EXPERIENCE IN THE CAPITAL MARKETS
AND WANT TO GAIN THE BENEFIT OF AN EXPERIENCED ADVISOR TO SOURCE
FUNDING ALTERNATIVES AND GIVE ADVICE THAT IS IN THEIR BEST INTEREST.
LANTERN CAPITAL ADVISORS HOURLY BASED APPROACH UNIQUELY POSI-

tadisdasds st i it n b et it ssiiisatsndisdi sl iasitasd it iidbadltadildiidiiialanay

o ety oy s oty ey ey ey el el el oy ol el el el el s ol ol ol ol ol ol ol oy el ity el el el ol ol ol ot ot ot ol oty oy offs oy oy oy oy ey et ol o s o s ol ol ol oty ol ety el ofts ol ey ey ey ey ey ey el ol ey el el ey el s ol ol ol ol ol ol ol ey ey ey ey ey ey ey el el el el el el s ol ol ol ol ol ol oy

2 Ak A At Sak ARt SRt At At At At At LS ARk ARk SR SRk Rk ARk A0 A A A A A At ARt ARk ARk ARk ARk ARk S0k At At At ARt At ARt At At S A At At A0 SRk ARk SRR SRR SRR SRR SRR S0k AL ARt At At At At SE ARk ARk ARk Rk ARk ARk Sak ARk S0 A A A At ARt At SAE SaE SaE SAE SAE SAE AR ARk ARk ARk ARk ARk A0 At At At At St St At SRS S A0S S0t At SA ARk AN &

tasalad st b st lssisssdisiiidtsssisisdiad i il andiss b bitiiidsistssiddiddianidtnd
WWW.LANTERNADVISORS.COM PAGE 7



