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BMO Middle Market M&A update

Introduction: M&A During Inflationary Periods

The US marketplace has not observed the impacts of elevated inflation in over a decade, as the Great Recession
of 2008 marks the last time the Consumer Price Index (“CP1”) was recorded as exceeding five percent. Further, as
it relates to businesses in particular, recent CPI observations suggest that inflation is not only greater than in 2008,
but has also permeated more production inputs with a greater impact than at the time of the Great Recession.
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With this history in mind, and with the possibility that the recent trends may persist in the near-term, our update this
quarter explores two key topics where M&A and inflation intersect: (1) How can M&A be a method to combat the
pressures of inflation? (2) How should buyside M&A diligence adapt to uncover risks that may be otherwise disguised
by the impacts of inflation?

How can M&A be applied to combat the pressures of inflation?

Traditionally, Fed rates are likely to be increase as a result of improved economic outlooks - a development that tends
to drive acquisition multiples, and consequently purchase prices, higher. Conversely, Fed rate increases which occur as
a result of inflation outpacing growth tend to negatively impact purchase price multiples in certain cases. As a result,
some acquisitions in today’s environment can not only combat threatened profits, but can also generally be a source
for generating outsized returns given the potentially lower acquisition costs. M&A additionally provides an
opportunity for an accelerated introduction of talent, process, and commercial relationships, which can require
considerably more time if achieved from organic means. The opportunity to attain talent through M&A can be
particularly relevant in today’s challenged labor market. Further, there are often other considerations that can

provide longer-term benefits for strategic acquirors, as highlighted below.
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How can M&A be a method to combat the pressures of inflation (cont.)

M&A strategies to combat inflation

Value-Chain
Consolidation

Acquire via vertical integration
to eliminate an existing
vendor’s captured margin,
which can help to serve as an
offset or direct lessening of
inflationary expenses

This opportunity is most likely
to be found in the form of a
critical but relatively small
direct material provider for an
operation

Sales Channel
Diversification

Acquire to gain entry, or
increase exposure, to sales
channels which are less costly
to operate, potentially online

This may also present additional
synergies that can offset
pressures of rising costs (e.g.,
from labor / wage pressures)

Sales Footprint
Transformation

Acquire to create efficiencies of
scale, with a particular focus on

reducing the impact of inflation-
affected costs

An example would be in
geographic regions which either
reduce the distance of freight
(e.g. gasoline) or capture
incremental sales along existing
shipping routes

Targeted End Market
Segmentation

Acquire to reallocate financial

resources towards a sales mix that

is less inflation-exposed

This can often be in the form of
services tied to products your
business may produce today that
are — for example — only exposed
to labor expenses

Capture Pricing
Power

Acquire in fragmented markets
where a merger can give a new
competitive cost and service
advantage

New business services,
improved logistics / supply
chain, and a higher standard of
quality may be sufficient to
create a pass-through (or
better) on certain inflationary
pricing impacts

Contractual Structure
Changes

Acquire into markets or
geographies where pricing
norms often follow “cost plus”
structures that dilute the
exposures of fixed price
contracts

Similarly, consider companies
who provide product/services
with a shorter “cycle time”
between contract signature and
execution

How can buyside M&A diligence adapt to uncover risks that may be
otherwise hidden by inflation?

Acquiring during inflationary periods may have benefits, but it also presents unique risks that require an altered-

approach to diligence in comparison with more “norma

|ll

economic environments. While the support of M&A

advisors and / or quality of earnings experts can help to identify target-specific risks, it can also be beneficial to
remain mindful of the following list of potential factors to consider during an acquisition in an inflationary period.
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How should buyside M&A diligence adapt to uncover risks that may be
obfuscated by the financial results of inflation? (cont.)

Diligence tactics to uncover potentially hidden risks

Pricing
Pressure

Pricing pressures can present
exaggerated and unsustainable gross
margins, especially if a business can
temporarily take advantage of supply
shocks

This can present an unclear long-run
margin for buyers. Isolating price and
volume over time can provide
visibility into both stable pricing and
anticipated margins

Backlog
Changes

While backlogs are generally stated in
terms of revenue, fixed price
businesses may have recorded
anticipated margins before

Capital
Expenditures

If recurring capital investments are
periodic in nature and relatively dated
since their last incurrence, buyers
should — more than usual —rely on
market replacement quotes in lieu of
historical expenditures to forecast
future capital requirements

Interest
Expense

Since many businesses are sold on a
cash-free debt-free basis, capital
structure details can be left out of a
seller’'s documentation. Evaluate the

Inventory
Methodology

The effects that inventory accounting
methods (FIFO, LIFO, etc.) have on net
working capital ("NWC") can become

exacerbated during inflationary
periods

Additional attention to NWC
calculations to ensure they

accommodate effects of longer-term
normalization, if a trend reversal is

detrimental

Critical
Contracts

Buyers should evaluate material

arrangements to identify (a) contracts
whose duration is long-dated and due

for re-negotiation in the near-term or

inflationary pressures initially took
effect. Buyers should be wary of
backlogs whose projects are longer-
dated or without sufficient detail to

company’s interest expense, or look
for modification / extinguishment fees
which could be an indication of

(b) have key language which provides

the counterparty an ability to pass
through inflation pressures. The

whether a seller seeks to isolate

effects of these contracts may not yet

explain the anticipated margins

themselves from rising rates through

be fully present

an exit

While these risks present a challenge for buyers to project the financials of an acquisition, it does not mean they cannot
be properly accounted for. Considering financial adjustments for a business’s future potential is also likely to assist buyers
in revealing a target’s true drivers of strategic value.
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