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Goodwill — It’s Not Just ‘Thin Air’

Valuation involves as much ‘Art’ as it does ‘Science’ and
the reality is that much of this statement is driven by the
concept of goodwill.

In technical financial terms, goodwill is the excess of a
purchase price paid over the book value of the net assets sold,
in other words, the intangible value that a buyer pays for.

In the abstract, goodwill represents the inherent value
of a going concern business, attributable to widespread
positive recognition for a product and/or level of service
by the public, generally by virtue of being able to generate
sustainable cash flow as a result of this recognition - so
what exactly does this mean?

Essentially, the assets of a business are worth the cash flow
they are able to generate. Risk and future stability of cash
flows are considered by a prudent buyer through a review of
qualitative features of a business, ultimately influencing the
level of goodwill that a buyer is willing to pay for.

In assessing these qualitative features a buyer will focus on
such factors as:

1) Economic dependence on the owner(s);

2) Customer base —tenure, relationships, diversity,
concentration (% of revenue);

3) Intellectual property- proprietary nature,
differentiation from competitors, patent life;

4) Management team — tenure, capability, loyalty;

5) Underlying technology- technological competence,
life cycle;

6) Contracts with suppliers/customers — terms,

conditions, barriers to exit;

7) Appropriate scale —geography to match

customer needs;

Note: This newsletter is meant to encourage general best practices only and is not
intended as a substitute for professional advice. Specific situations or circumstances
may warrant alternative approaches.
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8) Systems / Processes — limited dependence on
individual know-how;

9) R&D - capability, track record, pipeline; and

10) Quality of assets & capacity — growth potential, need
for future capital investment.

One of the most common challenges private company
owners face, particularly owners of small to mid-market
businesses, relates to point number one above, managing
the reliance on the owner(s) to generate cash flow through
existing relationships with customers, presence in the
business community etc. A buyer will ask the question
what happens to the business if the owner gets hit by the
proverbial ‘beer truck’?

If the goodwill is perceived to be personal in nature i.e.
representing an economic advantage enjoyed as a result of
an individual’s unique abilities, good name and reputation,
it will not represent commercial value as it is not transferable
by contract or otherwise. However, if economic advantage
accrues to a business by virtue of its relationship with a given
individual who has abilities, business contacts, good name
and reputation and ifthe economicwell-being of the business
would be harmed should that individual leave the employ of
said business and compete with it, such goodwill would be
categorized as being individual in nature. In contrast with
personal goodwill, individual goodwill does not expire at the
time of the loss of said individual. Rather, the business has
the capacity to substitute another individual to fill the role
and as a result this type of goodwill can have commercial
value. In an open market transaction, often, non-competition
agreements are utilized to provide comfort to a buyer that
individual goodwill can be successfully transitioned.

That said, the more a business owner can do to mitigate
a buyer’s perceived risk, the more value and ultimately
goodwill they can create. The capability and competency
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of a second level of management can be a key factor
when a buyer is assessing what level of goodwill they
are willing to pay for. As an example, an owner/operator
should be focused on transitioning relationships with key
customers and suppliers to others within their organization
and formalizing these key relationships through proper
documentation when possible.

Although truly delegating responsibilities can prove difficult
for many private company owners, in our experience, there
are no ‘stupid’ buyers and during the due diligence process

when a buyer is ultimately given access to management,
suppliers and select customers, the buyer will be in a
position to quickly determine how well relationships have
been transitioned and what reliance still exists based on the
role the current owner(s) continue to play in the business.

Undertaking such relevant initiatives will help to minimize
risk and are critical to creating value by shifting goodwill
away from personal capabilities and relationships towards
something that is more diverse and commercial in nature
as demonstrated in the figure below.

VALUE CREATION

Value To Owner

Personal
Goodwill

non-transferable

Individual
Goodwill

transferable with
non - compete

Fair Market Value & Price

Commercial
Goodwill

transferable

What Other Measures Can Be Taken To Capture Goodwill?

In addition to addressing the strength of each of the
identified qualitative features identified in the procceding
points 1 through 10, goodwill can also be captured through
a competitive divestiture process whereby a buyer is
motivated to share in some of the synergies they believe
they will create. This can include such things as headcount
reduction, incremental revenue through cross selling
opportunities, reduction of distribution costs etc. Buyers
typically don’t want to pay for value they believe they will

About Veracap

create, especially given the perceived risk associated with
realizing some or all of the synergy component, but if faced
with a competitive bidding process and up against a strong
negotiating team they may be pressured into sharing some
of this prospective upside. Sometimes this motivation is
driven from outside influences such as a buyer’s desire
to keep a competitor from buying a target company but
regardless, one thing is certain, underlying goodwill must
be justified as being more than just thin air.

Veracap Corporate Finance helps business owners and executives to maximize shareholder value through acquisitions,
divestitures, private equity financing and related services. Veracap is a member of M&A International, the world’s largest
affiliation of M&A advisors, with over 500 professionals in 39 countries. Veracap is an affiliate of Campbell Valuation
Partners Limited, Canada’s longest established independent business valuation and damages quantification firm.

For further information, please contact:
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M‘ M&A INTERNATIONAL REMAINS #1 WORLD WIDE

Global mid-market deals completed in 2010

M&A International Inc.

Deloitte (formerly Deloitte & Touche C.F))

PricewaterhouseCooper
Morgan Stanley :
Rothschild

Lazard

Houlihan Lokey

Ernst & Young

Jefferies & Company Inc.

No. of deals 40 60
Deals completed from US$5-250m

96 deals

80 100 120
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Friday 10, June 2011
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Veracap Corporate Finace Limited and M&A International Inc:
invite you to the10' Strategic Acquirors Forum

M&A International Inc. and Veracap Corporate Finance
Limited are pleased to present the 1oth M&A Mid-
Market Forum at the Park Plaza Westminster Bridge
London hotel on Friday 10 June 2011.

The Forum is a “Corporate Speed Networking” event,
allowing you to hold a series of 20-minute meetings with
M&A advisors from over 40 countries to discuss M&A
opportunities and consider local market conditions.

This is not a conference: you will have a pre-arranged
meeting schedule, allowing you to meet key contacts

relevant to your acquisition and investment objectives.
You can choose to meet advisors from those countries
or industry sectors relevant to you — all in one place, all
in one day.

For further information, contact Howard E. Johnson,
Managing Director, hjohnson@veracap.com or direct

at 416-597-4500.
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BUYOUTS ARE UP

According to the Canadian Venture Capital Association, buyout and other private equity deals
done in Canada totaled 130 last year, up 7% from 2009, while disclosed deals values totaled
$4.9 billion, up 21%. This year-over-year increase is consistent with private equity developments

in North America and around the world in 2010.

SEMINARS THE CREATING VALUE™ SERIES

Series #1 Creating Value...Creating Choice

Do you know how much your business is worth? What return on investment does your
business give you? How and when will you get the value out of your business and will you
have enough money to achieve your retirement goals?

When managing your stock portfolio, you answer  businesses to help you understand how to create value
these questions all of the time. Your business may be  in your business, and how to create choice in how that
your single largest investment, so managing the value  value is realized.

of your privately-held business like an investment is

Come Out And Hear The Experts

Suzanne C. Loomer
Having an “end game” in sight, even years ahead of  Managing Director at Campbell Valuation Partners

time, means you create choice for yourself. Our panel Jeff Wigle
of experts will share valuable insights and real life  Managing Director At Banyan Capital Partners
experience on value measurement, value creation,

just as important.

Kevin Tremblay
and value realization strategies for owner-managed  Senior Director with Veracap Corporate Finance Limited

WHEN & WHERE: ITINERARY SPACE IS LIMITED
May 4, 2011 7:30am - Registration & Advanced registration is required
Toronto Sheraton Airport Hotel Continental Breakfast van 9 ) q '
801 Dixon Road, Toronto 8:00 am - Presentation begins Contact Elvira Rago
9:30 am — Q&A erago@veracap.com
May 5, 2011 10:00 am - Adjournment
The Oakville Club CVPL ... VERACAP|;.."
56 Water Street, Oakville COST: $75.00 + HST vinas Dy | et CORRORALEEIARCE | et ity Finncng
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is a publication of

Veracap Corporate Finance Limited

Veracap helps business owners & executives to maximize shareholder
value through acquisitions, divestitures, private equity financing and
related services. Veracap is an affiliate of Campbell Valuation Partners
Limited, Canada’s longest established independent valuation firm.
Veracap is a member of M&A International, the world’s leading alliance
with over 500 professionals in 44 M&A advisory and investment banking

firms operating in 39 countries.

For more information or to access other publications, seminars and resources,
please visit us online at www.veracap.com

70 University Avenue, Suite 320
PO Box 11, Toronto, ON Ms) 2M4
tel: 416-597-1198 fax: 416-597-9779

102A 9705 Horton Rd. SW
Calgary, Alberta T2V 2X5
tel: 403-890-7355

7071 Bayers Road, Suite 5003
Halifax, Nova Scotia B3L 2C2
tel: 902-406-8812
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