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Searching for growth in the
undervalued and the novel.
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~ Stephen Johnston
DEFINITIONS: A m Director - Omnigence
SME — small, medium enterprise sjohnston@omnigenceam.com m
+ PE — private equity
+ MOIC — multiple of invested capital
Barclay Laughland

+ DPI — distributions to paid-in capital
P P Dlrector Omnigence

+ MM to MM PE is the strategy of acquiring mid-market
size companies (EBITDA ~>$20M) and through roll-up or
growth exiting when the company is still mid-market size
(EBITDA ~>$50M).

+ SME to Lower MM PE is the strategy of rolling up small Matt Barr

& medium sized companies (EBITDA ~<$10M) to create 4 ’A. Director - Omnigence
lower-mid market sized companies (EBITDA ~$20M) for mbarr@omnigenceam.com m
exit.
INTRODUCTION: ? Keenan Viney
Distributions to Paid-In Capital ("DPI") measures the cash A Data Scientist
¢

returns to investors relative to their initial capital. DPI offers
a picture of liquidity and mark-to-market returns and is set
apart from IRR reporting which of necessity can only be
derived from comparables before the portfolio disposition
at the end of a fund's hold period. The essence of DPIl is its
measurement of a fund manager's success in growing and realizing value throughout the investment term in the form
of ongoing distributions and exits. It provides a direct link to what investors ultimately seek: liquidity via regular cash
distributions. Additionally, DPI's simplicity makes it a useful tool for benchmarking and guiding allocation decisions.

kviney@omnigenceam.com EH

This report considers how different private equity strategies may have different intrinsic DPI generating qualities — in
particular, we evaluate how a SME to Lower Mid-market roll-up (“SME Buyout") strategy in an open-ended structure
with non-discretionary cashflow sweeps (ongoing and on exits) can generate superior run rate DPIs compared to
traditional private equity approaches such as MM to MM PE (“MM Buyout").

DISCUSSION:

Private equity funds are typically structured as closed-ended vehicles, with limited interim distributions. In addition,
the PE market is concentrated on businesses in the mid-market and larger (EBITDA ~>$20M), transactions that are
characterized by acquisition multiples that can be significantly greater than 10 times. Such strategies tend to reinvest
free cash flow into growth CAPEX to drive returns and rely heavily on leverage to augment these returns.

In contrast, SME Buyout represents a less competitive segment within the PE sector, as evidenced by the significantly
lower acquisition multiples. SME Buyout tends to have the ability to generate higher operating and exit cash flows
per dollar invested, thanks to these lower acquisition multiples (less than 7x) and higher relative multiple expansion
upon exit. This, in turn, reduces the reliance on growth or leverage as a critical driver of returns. The resulting higher
distributable cash per dollar invested increases SME Buyout's potential to produce DPI.
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Consolidation and Exit Focus
Assembly Line of Roll-ups

CORE Returns INCREMENTAL Returns

Distributing Structure

Integration Technology

Speed of Roll-ups Enhancements on Traditional PE

Acquire in target sub-verticals to reach Capture multiple expansion from the integration of very Structural features to facilitate DPI maximization
transactable scale rapidly in less than 48 months low-cost SME market earnings in serial roll-ups to

Focus on accretive multiple expansion driver: Consolidating SMEs requires a high level of integration
= Average acquisitions

= Average exits 9-11X forecasting eto sophistication in SME businesses.

create MM companies

Evergreen/open-ended vehicle
57X and operational excellence due to smaller deal size and
relative lack of technology, monitoring, reporting,

Normeal and Special Distributions — all
distributable operating cash and gains on sub-
vertical exits swept to unitholders on non-

Do not pay for growth - acquire @ <7 times Managers must have approaches, systems, and discretionary basis

technology to manage this complexity.

Special Distributions can happen within hold

Serial consolidations in sub-verticals creates an periods (i.e. early return of capital)

"assembly line" of roll-ups .
= Return harmonization ensures all receive same

Special Distributions — exit sub-verticals on regular cycle IRR regardless of subsaription timing

to generate continuous equity returns for investors

The following factors are a quick summary of what we believe are the key differences that drive SME Buyout's ability to
produce DPI.

[ | SME Buyout (SME to Lower MM PE) | MM Buyout (MM to MM PE)

0 ~N o o b~ wWwN =

Acquisition & Exit Multiples Lower Higher
Relative Multiple Expansion Higher Lower
Speed to Complete Roll-ups Quicker Slower
Speed to Exit Roll-ups Quicker Slower
Need for Growth Lower Higher
Need for Leverage Lower Higher
Distributable Cash Generation Higher Lower
Exit Distributions Frequent, Continuous Infrequent, Terminal

Let's expand on these parameters in turn as expressed in an open-ended investment vehicle:

1) Acquisition Multiples: Less than 7 times which, in businesses with good cashflow conversion, leads to superior run

w
=

rate distributable cash flow (1/7 = 14%) and a larger percent of total returns being cash distributed on an annual,
run rate basis. 7 times or less acquisition model is DPI maximizing.

Relative Multiple Expansion: Despite lower exit multiples, SME Buyout strategies experience higher relative multiple
expansion. Therefore, such strategies tend to generate underlying terminal IRRs which are higher than traditional
MM PE and consequently lower the need to invest cashflow into growth as a return driver which in turn is DPI
maximizing.

Speed to Complete Roll-ups: We believe the capture of the multiple expansion from the rapid consolidation of low-
cost SME earnings streams into single lower MM earnings streams (do not pay for growth - acquire at less than 7
times) is a superior return driver. However, consolidating SMEs, while accretive, requires a high level of integration
and operational excellence due to smaller deal size and relative lack of technology, monitoring, reporting, and
forecasting sophistication in SME businesses. Fund managers must have the systems and technology to

manage this complexity. Acquisitions must be reliably integrated into sub-verticals which in turn act as single,
consolidated operating entities for exit purposes. Integration must be rapid and accurate to reduce investment life
cycle time which is critical to IRRs. A sub 48-month investment life-cycle timeline is DPI maximizing.
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4) Speed to Exit Roll-ups: SME Buyout can have shorter timelines to go full lifecycle and allow earnings growth to
be an ancillary return driver rather than a core requirement. An assembly line of shorter life-cycle roll-ups is
DPI maximizing. The following is a simplified analysis of the return potential of SME Buyout versus MM Buyout

accounting for the need to obtain higher exit multiples in MM Buyout and consequently having "smaller exit
windows":

was to reduce publio P/E multiples for a 3% illiquidity return premium to derive an implied time series of private asset multiples).

Account for the linkage between S&P earnings multiples and private market multiples by adjusting an annual S&P P/E series dating back to 1971 (adjustment

Step 2: Liquidity premium adjusted P/E series used to estimate time the private market is transactable at any target multiple (% of years):
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e . ./0 76% 72%
80% " - 65% 61%
60% . 46%
° o7 41% 359
40% D . 26% 22%
" 15%
20% . -
0% s Market “open” continuously Market “open” infrequently s—)
5 6 7 8 9 10 11 12 13 14 15 16 17 18
Adjust realizable exit timing based on target multiple (multiple of base exit years):
6.8
u
6.0 a0 3.9 o2
4.0 25 - =
20 1.1 141 1.2 1.3 1.4 15 1.6 22 . o
’ L] | ] | ] n - L}
0.0
5 6 7 8 9 10 11 12 13 14 15 16 17 18
5) Need for Growth: SME Buyout larger relative multiple expansion and larger exit window translates into a shorter,

more accretive time to go full life cycle — buy, integrate then exit — so it requires less growth than MM Buyout to
generate the same returns as the simple example below demonstrates:

SME MM SME Roll-up Period

Exit Period
Target acquisition multiple 6 10 Year i 1 1.5 2 25 3 36 4
. Cumulative Earnings 5.0 10.1 16.3 20.6 26.0 26.6
Target exit multiple 9 18 Investment Flows 800 300 -300 800 -300 2389
Earnings size 5 25 Distributions 1.3 25 38 6.2 6.5 6.6
IRR 13.6%
Annual EBITDA growth rate 2.0% 17.4% :
Unadjusted exit timing (years) 1 1 MM Roll-up Period Exit Period
S - Year 1 15 2 25 3 36 4 46 6
Exit period adjustment based on target exit multiple 6% 46% Cumulative Earnings 250 547 898 1315 1810 2075 02436 2860
Grossed up exit timing (based on target multiple) 13 22 Investment Flows -2500 -2500 -2800 -2500 -260.0 26740
Distributions 6.3 137 225 329 45.2 519 60.9 7156
Total years to exit @ target multiple 38 47 IRR 13.6%

Conclusions:

SME strategy doesn't require a bet on outsized growth SME strategy generates i) higher distributions per dollar invested + significant integration and synergistic benefits of targeted
(which MM does as evidenced by this exercise) strategy, and ii) shorter hold duration

6) Need for Leverage: SME Buyout has less need for leverage to drive returns as high run rate distributable cash
generated from low acquisition multiples and shorter times to exits coupled with greater relative multiple
expansion are sufficient to generate 15%+ annualized returns with material annual DPI components on an
unlevered basis. Compare this to the more typical 5-6 turns for MM Buyout strategies (JP Morgan Asset
Management). The addition of debt consumes distributable cashflow until the debt can generate incremental

growth and clearly adds investment risk — in a higher rate environment lower leverage tends to be DPI
maximizing.
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7) Distributable Cash Generation: Assets in an SME Buyout can be acquired at less than 7 times. All things being
equal, this approach should generate inherently higher levels of run rate distributable cash flow per dollar

invested which is DPI maximizing.

8) Exit Distributions: Evergreen vehicles with non-discretionary ongoing and exit proceed sweeps are DPI
maximizing. What is created is an "assembly line of roll-ups" in various stages of maturity and therefore an
investor could expect a regular, frequent flow of special distributions from exits, rather than a single delayed
terminal wind-up.

CONCLUSION:
Analysis supports the conclusion that the SME Buyout space in a suitably structured open-ended vehicle can provide

compelling DPI.

SOURCES:
Arvore Capital Partners, JP Morgan Asset Management, Omnigence analytics
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DISCLAIMER
based, in part, upon generally available public
ade through our due diligence, research and
mation from, or data derived from, public third-
pers. Although this third-party information and
data is believed to be reliable, neither Omnigen& nor its agents (collectively “Omnigence") have
independently verified the accuracy, currency or co of the information and data contained in this paper
which is derived from such third party sources and, e €S no assurance or guarantee as to the accuracy or
completeness of such included information and data. Omn|gence and its agents hereby disclaim any liability whatsoever
in respect of any third-party information or data, and the results derived from our utilization of that data in our analysis.
While we have a good-faith belief in the accuracy of what we write, all such information is presented “as is," without
warranty of any kind, whether express or implied. The use made of the information and conclusions set forth in this
paper is solely at the risk of the user of this information. This paper is intended only as general information presented
for the convenience of the reader and should not in any way be construed as investment or other advice whatsoever.
Omnigence is not registered as an mvestment dealer or advisor in any jurisdiction and this report does not represent
|nvestment advice of any kind. The r_e_ader should seek the advice of relevant professionals (including a registered invest-
ment professional) before making any:if mvestment decisions. The opinions and views expressed in this paper are subject
to change or modification without notice, and ‘Omnigence does not undertake to update or supplement this or any other
of its reports or papers as a result of a change in opinion stated herein or otherwise.

analytical process. The information contained |
party sources including industry publications,




