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Conscious Contraction (cont’d)
Sometimes “getting smaller” can be easy.  Most companies harbor a sacred cow – an “initiative for the future” that’s generated losses and consumed borrowing capacity for the past three years.  It takes no effort to find them, and only an epiphany of reality to slay them.

When there are no obvious choices, deciding how and where to contract requires rich information including:  

1. Revenue data (e.g. unit volume, average and most recent selling price, etc.) for each customer and SKU (i.e. product)

2. For each function or activity that represents a significant expenditure (e.g. “warehouse distribution”) an understanding of:

a. which costs are variable and what drives each, and

b. which costs are fixed and what drives (or justifies) each, and

3. Assignment of working capital (receivables, payables and inventory) and fixed assets to market segments, customers and - where applicable – individual products.  

This information rarely pre-exists.  The costing process used by companies to value inventory for external financial reporting can be helpful.  So too can allocations that might be employed for internal reporting.  But neither is a roadmap.  

Finding good cost “drivers” is a challenge that requires judgment and dialogue with people who actually do the work.  A driver is simply the unit of customer-imposed activity that makes variable costs variable or explains why fixed costs were incurred.  The challenge is to:  (1) find drivers that best explain the variability or rationale for major costs, and (2) know when to stop.  

Take customer service.  You might quickly determine that, in aggregate, the “number of customer orders” best explains or drives 
customer service labor costs.  And if you intended to eliminate all customer service labor costs by reducing customer orders to zero, you’d be finished (in more ways than one).  But the mission is wise contraction, so you need to keep going.  

On further inquiry you may discover a significant portion of those costs is driven by customers who require intense technical support.  To find the best driver for that cost subset, you need to learn what makes those customers like one another and different from the rest.  Do they require more help with some product classes than others?  Are such customers about the same size as one another, but smaller than other customers who don’t need as much help?  Do they use your products for end-uses that are different than other customers?  Think of this as “inside-out” segmentation – start with a cost subset, then search among your customers to find the segment that requires it.

The effort to identify cost subsets and drivers can be endless in theory, but in practice it can’t be.  Although contraction ultimately requires a hatchet, a scalpel or something in-between, you never know in advance which tool (or how much detail) you’ll use.  Usually, it’s best to develop detailed information for every major cost area; this provides more options which always seem to be in short supply at decision making time.  But sometimes the motive itself can provide a clue.  If contraction is a matter of necessity rather than opportunity, it’s more likely that you’ll need a hatchet.  In that case you might skew the approach as follows:   

Variable costs – seek drivers for broader units of activity (such as channels or market segments) rather than individual customers or products.  

Fixed costs – identify the market segments, customers or products that necessitate each. If you anticipate using a hatchet, you can’t afford to consider any cost as truly fixed - some portion might be recouped or avoided in the future.
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Conscious Contraction (cont’d)
The last piece of information involves assigning assets and some liabilities to market segments, customers and (where relevant) individual product SKUs.  This task is especially vital for highly levered companies.  

For fixed assets, it’s better to adopt a “with or without” perspective rather than an “allocation approach”.  For instance, allocating the software investments of an IT department to each customer won’t yield information you can act on.  Instead, consider whether the conscious loss of a large customer or cluster of major customers would justify eliminating a specific technological capability or ERP module.  While IT costs are “sunk”, sunk doesn’t mean “non-recurring.”  Studies have shown that 60 – 80% of annual technology budgets are directed toward maintenance of existing capabilities rather than new initiatives.  It’s sometimes possible to avoid further investment in specific technology areas by pruning some customer relationships.

Finally, while assigning accounts receivable and trade payables to individual customers usually isn’t difficult, assignment of inventory can be.  Often the best approach is to employ a two-step process.   
First, assign a portion of inventory to individual customers in amounts that mirror safety stock targets for each product the customer buys.   Then allocate the residual balance to each customer based on relative variability of each customer’s order pattern (e.g. std. deviation of that customer’s orders vis-à-vis the std. deviation of orders from other customers).  This second step recognizes that an unpredictable customer order pattern is usually the most significant driver of inventory investment. 
You can measure most business leaders by the intensity of their negative reaction to conscious contraction.  After all, leadership is mainly about growth and developing the “A games” necessary to sustain it.  Conscious contraction means forfeiting some games.

But the best leaders also balance dreams with reality.  And they know that sometimes the brightest future requires contraction in the present.  Whether you’re motivated by opportunity or current necessity, the path to wise contraction is largely the same.  Hopefully this article illuminates that journey.   


Business valuations are commonly thought to be used for two purposes: when a business is ready to be sold or when a lender requires one to be performed. However, they often serve many other purposes, including benchmarking, estate planning, the creation of ESOPs, and to attract capital. In fact, in these rapidly changing times, it is recommended by some that business owners update their valuation at least every three years.

Developing an exit strategy is one reason for a valuation – especially with privately-held companies, where the owners don’t have the option of looking to the stock market for the company’s value. In addition to aiding in establishing a price for a company, a benchmark valuation can highlight potential improvements to the bottom line. This can help the owner focus on certain areas of the business to increase the company’s value. This provides the owners and Management a snapshot of their company’s performance, uncovering potential weaknesses and opportunities.

In today’s economic environment with tight credit markets, a cash-flow or valuation analysis is useful when approaching lenders.  Many Banks are requesting third party financial analysis to help the Owners and Banks to better communicate.

In addition, distressed companies can use valuations as they prepare for bankruptcy. Valuations are especially important when planning ownership transition. 
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Professional Valuations (cont’d)
This transition may include gifting partial or complete ownership to family members, or planning ahead in the event of an owner’s death. In this economy, company values are trending downward. While this may sound dire, low valuations are actually beneficial in ownership transition planning as this translates to a reduced the tax base. For those Buyers out there, the lower valuation is also beneficial.

Regardless of the reason for a business valuation, obtaining an outside expert is crucial. First, valuators need to be detached from the company’s operations to provide the necessary objectivity. 
Second, training, expertise and focused time are needed to invest in conducting a thorough valuation. Finally, if the value of a company is going to be a critical piece of information in a legal dispute, a valuator who has experience as an expert witness is an invaluable asset.

Whether business owners are selling their company, transition planning, or evaluating their company’s position in the market, a professionally-executed valuation can offer a new perspective on their business.


While global M&A for the first nine months of 2009 was down from the same period in 2008, M&A in the Americas has seen an increase this quarter over the last. Generally, the worldwide economy is showing signs of turnaround. According to the Organisation for Economic Co-operation and Development (OECD), composite leading indicators (CLIs) for July 2009 are showing “signals of recovery”, especially in countries such as France, Italy, China, India and Russia. 
Several of these countries, including many in South America, had increases in M&A deal value in the past nine months. For example, China experienced a 15% increase in the number of completed deals and an 88.2% increase in transaction value.
As expected, private equity spending increased this quarter. While still down 67% over last year’s 3rd quarter, private equity invested $38 billion in M&A activity, more than the first half of this year alone.
Announced M&A deals in the Financials, Energy & Power, Materials and Healthcare industries totaled 62% of total worldwide activity. In the U.S., the Healthcare and Financials industries far exceeded other industries in terms of total activity. 
In the U.S., there is a great deal of cautious optimism with some wondering if this rebound in going to be short-lived. Potential buyers are continuing to wait out the credit crunch, though some middle-market sectors are continuing to show activity. For example, manufacturing and business services valuations are keeping in line with historical averages.

Blackstone Group announced recently their plans to take eight of their portfolio companies public and sell off another five. It is estimated investors will receive approximately $2.8 billion. Blackstone has been spending little money buying up assets though they have recently announced they will be buying up several theme parks in anticipation of an economic recovery.




	Target
	Buyers/Investors
	Deal Value ($mm)

	Thompson & Morgan Seedsmen, Inc.
	Gardens Alive, Inc.
	undisclosed

	Irwin Union Bank & Trust Co/Irwin Union Bank, F.S.B.
	First Financial Bank, National Association
	undisclosed

	Concorde Labeling Systems, Inc.
	I.D. Images, Inc.
	undisclosed

	MX Logic, Inc.
	McAfee, Inc. (NYSE:MFE)
	           170.0 

	Drew Marine
	J.F. Lehman & Company
	           120.0 

	Irwin Union Bank and Trust Company
	First Financial Bank, National Association
	undisclosed

	Prairie Mountain Publishing Company
	Medianews Group, Inc.
	undisclosed

	Milacron LLC
	DDJ Capital Management, LLC; Avenue Capital Group
	           180.0 

	CB Bancorp, Inc. (Higginsport, OH)
	Merchants Bancorp Inc.
	             10.8 

	F+W Media, Inc., Fantasy Sports Properties
	CDM Fantasy Sports Corp.
	undisclosed

	Iams Pet Imaging, LLC
	AnimalScan, LLC
	undisclosed

	Gepco International, Inc. and Isotec, Inc.
	General Cable Corp. (NYSE:BGC)
	undisclosed

	Peoples Community Bank (West Chester, Ohio)
	First Financial Bank, National Association
	undisclosed

	Berean Christian Stores, LLC
	-
	               2.0 

	H&S Chemical Co., Inc.
	Iofina plc (AIM:IOF)
	             8.52 

	LSI ADL Technology Inc.
	LSI Industries Inc. (NasdaqGS:LYTS)
	           16.71 

	Visa, Inc. (NYSE:V)
	-
	           300.0 

	Security Self-Storage, Inc.
	Strategic Storage Trust, Inc.
	               9.7 

	Senco Brands Inc.
	Wynnchurch Capital, Ltd.; Great Lakes Equity Partners
	             43.9 

	Hanson Pipe & Precast, Corrugated Metal Pipe Assets
	CONTECH Construction Products, Inc.
	undisclosed

	Thompson Culvert Company And Plateau Pipe Co.
	CONTECH Construction Products, Inc.
	undisclosed

	CK Media, LLC
	BVK Holdings, LLC
	undisclosed

	Proficiency, Inc.
	ITI TranscenData
	undisclosed



	Target
	Buyers/Investors
	Deal Value ($mm)

	Peak Performance Solutions, Inc.
	Ebix Inc. (NasdaqGS:EBIX)
	                    9.5 

	Community First Bank
	First Savings Bank, F.S.B. (Clarksville, IN)
	                20.51 

	Eli Lilly & Co., OpRA III
	Adolor Corp. (NasdaqGM:ADLR)
	                  72.0 

	SpinShark, LLC
	PM Digital Corp.
	undisclosed

	Patton Technologies, LLC
	NGP Software, Inc.
	undisclosed

	Standard Register Co., PathForward and SMARTworks
	Pharos Systems International, Inc.
	undisclosed

	Air 51, LLC
	TAC Air
	undisclosed

	Tiernan and Hoover, Inc.
	Enterprise Electrical & Mechanical Co.
	undisclosed

	Progress Paint Manufacturing Co., Inc.
	California Products Corporation
	undisclosed

	Javaco, Inc.
	310 Holdings Inc. (OTCBB:TRTN)
	                  2.68 

	O'Malia's store
	Arnold's Wines, Inc.
	undisclosed

	CK Franchising, Inc.
	Sodexo (ENXTPA:SW)
	undisclosed

	MedaSTAT USA, LLC.
	RecoverCare LLC
	undisclosed

	Meadowthorpe Cafe
	-
	undisclosed

	Maaguzi LLC
	Phase Forward Inc. (NasdaqGS:PFWD)
	                  11.0 

	American Power Group, Inc.
	GreenMan Renewable Fuel and Alternative Energy, Inc.
	                  1.46 

	Heir Industries, Inc.
	Aqua Indiana, Inc.
	                0.135 

	Norwood Promotional Products, Inc.
	BIC Graphic USA
	                162.5 

	The Finish Line Man Alive, Inc.
	-
	undisclosed

	The Center For Mental Health Inc.
	BehaviorCorp, Inc.
	undisclosed




	Third Quarter 2009
	 
	 
	 
	 

	Total Number of Transactions
	1,782
	
	Total Deal Value ($mm)
	68,089.14

	Percentage Change from Second Quarter 2009
	4.39%
	
	Percentage Change from Second Quarter 2009
	32.13%

	Percentage Change from Third Quarter 2008
	-13.70%
	
	Percentage Change from Third Quarter 2008
	-72.57%
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It takes less conviction to start something new than it does to stop something you’ve been doing for awhile.  Individuals accept this as fact, but it’s true in the business world too.  High risk decisions to launch new products, make acquisitions, and invest in technology come more easily than decisions to eliminate product SKUs, fire customers or exit a market (or two).





Yet the current downturn provides an opportunity for many companies - and dictates a requirement to others - to engage in exactly such pruning.  Those “stuck in the middle” companies that Michael Porter made famous now have an opportunity to redefine themselves more quickly and with less financial pain than they could in a better environment.  The companies who don’t have a choice are those whose financial risk (i.e. leverage) is too high relative to operating risks.  


  


How can you tell whether you need to contract?  Well, if your company is borrowing under a forbearance agreement from its lender, it’s probably a no-brainer.  But there are other markers… if two or more of the following statements are “true”, you should start thinking “smaller”:





You’ve already done the obvious (e.g. layoffs, mandatory pay cuts, etc.) 


Financial projections indicate your cash flow and asset coverage ratios will fall below 1:1 within the next 12 months before they improve  


Ratio improvement coincides with the economic recovery your projection model assumes.





Conscious contraction is pretty straight-forward:  (1) shed low-margin activities, and/or (2) asset-intensive activities, while (3) maintaining activities most essential to the most promising future opportunities (where most = only a very few).  An “activity” can be either broad or narrow ranging from product groups and market segments to individual product SKUs and specific customers.  The best candidates for pruning fall in both categories (1) and (2).


(cont’d on Page 2)








Conscious Contraction: Don’t Just Sit There, Stop Something
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The Malibu Group provides mergers and acquisitions services that help business owners prepare their companies for sale, position their companies for growth, and plan for the future.


 


We are comprised of the largest group of M&A and strategic finance experts in our region, possessing experience in divestitures, acquisitions, due diligence, valuations and financing. We identify solutions for complex strategic and financial issues, helping our clients realize greater value.





The Malibu Group 


10101 Alliance Road�Suite 109�Cincinnati, OH 45242�(513) 583-5413


www.themalibugroup.com
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Sources of data include CapitalIQ, BVMarketData, Thomson Reuters, and other news organizations.  The factual statements herein have been taken from sources believed to be reliable, but we do not guarantee such statements as accurate or complete.  This report was prepared by The Malibu Group for informational purposes only; this is not a solicitation or offer to purchase or sell securities.  Recipients of this report should not interpret the information herein as sufficient grounds for any type of decision, investment or otherwise.  Historical data is not in indication of future results
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