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Now, for tomorrow

Welcome to the January 2020
edition of our monthly newsletter.
First of all we’d like to wish you a happy new year and a prosperous 2020. This
month’s edition has a focus on equity investment into owner managed businesses
given the reported $60bn of dry powder waiting to be invested by private equity,
venture capital and private family funds. We start with an article about proposed
changes to legislation in the US put forward by Democratic presidential candidate
Elizabeth Warren which would very much clip the wings of the “masters of the
universe” and ask whether such plans could end up being taken seriously in the UK
too. This is followed by an article discussing the merits to business owners of an
equity release transaction, and whether this route to exit could be a more attractive
option than a one-off deal where you sell 100% of your business. We also ask what
may be next for UK M&A before finishing with several snippets covering topical events
in the world of M&A which you may have missed over the Christmas and New Year
period.

If you or your clients are considering a
corporate finance or M&A transaction,
then do not hesitate to contact us for a
no-obligation initial meeting.
As one of the leading M&A deal teams,
not only in the region but also the
UK, we are always happy to share our
thoughts with you and add value to the
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Threat to
buyout firms

Democratic presidential hopeful Elizabeth Warren
has recently joined numerous other politicos in the
US and the UK who over the years have slammed
buyout firms as “vampires” sucking the blood
from the corporate world. She has even published
proposed legislation to be enacted if she is elected
which does not mince its words: The Stop Wall
Street Looting Act. Could a slimmed down version
of this proposal gain support in the UK, despite the
election of the more pro-business Conservatives?
Warren’s attack on the industry has proved
somewhat popular because of the bankruptcy
of a number of private equity owned businesses.
Retailers in particular have been affected, with
critics claiming that cash was paid out to the
shareholders and replaced with high levels of
debt. When failure came, the main losers were the
lenders and the employees. Warren’s bill would
propose the removal of both the carried interest
‘loophole’ and the favourable tax treatment of
debt, as well as a restriction on the fees payable to
private equity owners.
However, the main focus of her proposal is to
force buyout firms to take on the liabilities of
portfolio companies that run into trouble. Many in
the industry believe that this will be the beginning
of the end for private equity and comment that
it is a clear assault on the concept of limited
liability that has been one of the basic principles
of our financial system for several hundred years.
Buyout firms strongly feel that it is unfair to attack
the whole industry because of a few unscrupulous
participants. Many of the buyout firms have
worked on significantly reducing the levels of
debt in portfolio companies and bankruptcies
are actually quite rare, albeit the well-known ones
receive lots of press when they happen.

Critics, on the other hand, counter-claim that
those firms acting sensibly will not be overly
affected by the new proposals, as they will be
centred on containing abuses carried out by the
less professional operators. The proposals would
not for example affect Warren Buffett’s Berkshire
Hathaway or 3i, who buy businesses through
an insurance company and/or use their own
balance sheets. That said, the changes would
clearly hit the profitability of the firms as well as
the personal finances of their partners, so it is no
surprise that most of the industry is currently very
unhappy with the proposals.
Laurence Whitehead, corporate finance partner,
who has specialist knowledge of the buyout
market having worked on a number of such deals
over the years, commented: “I think there is a
general consensus that some of the key players
in the buyout industry have not always done
enough to help outsiders understand what they
actually do and the benefits that such investment
can bring. We see this quite frequently when we
discuss equity investment options with clients
and prospects, who sometimes refer, tongue in
cheek but somewhat disappointingly, to ‘vulture
capitalists’ rather than venture capitalists. Many
business owners read about the high profile
failures, of which there are genuinely not many,
but they are not equally aware of the many
success stories. Their desire to speak to private
equity investors and/or venture capitalists is often
quite low and those working in the industry could
do more to address this. Equity investments into
a well-managed business with a clear growth
plan and exit strategy, where the owners and the
investors are on the same page, communicate
well and support each other’s differing skillsets,
invariably prove to be a success. There are too
many financially independent private equity
practitioners and ex business owners for this not
to be the case.”

Equity release –
is it for you?

Concerns about how the economy has
many business owners considering their
circumstances. Many have much of their wealth
tied up in their business, so it’s no surprise that
many are thinking about de-risking. One option
is to slow down the growth of your business and
postpone reinvestment plans. You can then opt
to pay yourself special dividends. In this way, you
may free up cash now but you’re also potentially
limiting longer-term business value.
Some owners totally de-risk and sell their
business. An owner might feel he or she has
reached a ceiling in terms of their ability to grow
their business so a sale is the best way to realise
value. In such cases, if the offer is attractive, it’s
often hard to refuse. However, what if the above
is not applicable? Are you considering a sale
because you think it’s the only way to free up your
capital and secure your future financial security?
If so then read on because there is an alternative.
It’s not possible to eliminate risk completely
from your business life, but you can arrange to
have a level that’s comfortable for you. Selling
a stake in your business can allow you to make
your personal finances far more secure, whilst
also allowing your company to continue to grow.
Equity release (“cash out”) is a topic that we talk
about frequently with business owners. It is
the process by which an equity investor buys a
stake in your business, while still leaving you with
equity that’s also valuable. You can put money
in the bank for personal use, while still pursuing
ambitious growth plans for your company. It can
be the best of both worlds.

When we talk to business owners about equity
release, many aren’t aware it’s possible to sell a
stake rather than the entire business. Not only
can you take money out to do whatever you
wish personally, but you can also afford to be
bolder in the business, given that you’re more
secure personally and have the support of a
well-resourced and experienced equity investor
beside you. If chosen carefully, the deal also
comes with a new, like-minded equity partner
with wide ranging contacts, access to great
networks and many years’ experience of growing
businesses. An equity investor can introduce
new insight, expertise and talent into a business
and develop opportunities you hadn’t considered
before. Owners often rediscover the enjoyment of
running their business once they gain the support
of a well matched equity partner. Selling a stake
in your business can actually encourage more
risk-taking at the same time.
Laurence Whitehead, corporate finance partner,
commented: “Having an equity partner alongside
you who is ambitious for the business means
you can remain focused on continuing to grow it,
with the end goal being to substantially increase
the value of the company over the next few years,
so that when you think about selling a further
stake, or the business as a whole, you are in a
far stronger position. The risk of not considering
equity release is selling your business too early
and failing to optimise the value you’ve so far
created. Working together with the right equity
investor can drive a business’s growth and future
potential and could be a great opportunity for you
both personally and professionally.”

What next for
UK M&A?

Now that the election has resulted in a decisive
majority for the Conservative Party, there is
finally some hope that the Brexit mist will start
to lift soon and take some of the economic
and investment uncertainty with it. So what
is next for UK M&A after a number of sluggish
months? We are already seeing some increased
activity amongst both UK and overseas buyers.
Favourable indicators show that the rate of
employment is 76% and unemployment is 3.8%.
Real (after inflation) wages are increasing and
our economy is still growing, despite the effects
of much parliamentary indecision on investment
confidence over recent years. The UK is climbing
the global educational ranks (14th in science
and 18th in maths out of 79 countries), the NHS
still offers free-at-point-of-use healthcare to
67 million people, the under 75’s mortality rate
has decreased significantly and we are making
headway with our pension problems, thanks in
large to auto enrolment. This is alongside the
fact that the UK is seen as a great place to do
business. Our legal system is still considered
one of the best in the world for its independence
and its ability to protect ownership rights,
corporation tax rates are far from onerous, our
language has become the world’s business
language and we have some of the most
gifted entrepreneurs running some amazingly
successful businesses. So our view is that on
balance UK Plc is in good shape.

As always, there is some bad news: gross
government debt at 80% of GDP, housing
shortages coupled with high prices, many
working people are caught up in the welfare state
system and productivity growth is far too low. It
is also true that we still have a budget deficit, but
we must also acknowledge that the work done
over the last decade has seen the deficit fall
considerably.
Laurence Whitehead, corporate finance partner,
commented: “From an M&A perspective, we feel
that there is much to be positive about in 2020
and we expect M&A activity to pick up over the
coming months. However, sentiment may take
some time to shift significantly, so it could be
that ‘the early bird catches the best worm’ as
healthy businesses being offered for sale get
snapped up quickly by those business owners
prepared to get in there early and make things
happen.”

Snippets

£

Bank of England reports on the
largest banks’ financial strength
The UK’s seven largest lenders are sufficiently
capitalised to handle the simultaneous
effects of a hard Brexit and a major global
recession, according to the Bank of England’s
annual “war games” stress test. The Bank
ran the lenders’ assets and balance sheets
through a scenario in which global GDP falls
by 2.6% at the same time as the UK economy
contracts by 4.7% and unemployment more
than doubles. Although losses on corporate
loans were found to be higher than previous
tests, all seven banks’ common equity tier
one (CET1) capital were enough to clear the
minimum hurdle rate set by the Financial Policy
Committee (FPC), which is the arm of the Bank
that is charged with identifying, monitoring
and managing systemic risks in the financial
system. The FPC concluded that “the major
UK lenders’ aggregate CET1 capital ratios
after the 2019 stress tests would still be more
than twice their level before the crisis”. This
resilience does however rely on emergency
senior management actions, including cuts
to dividend payments. Without this, Barclays,
Lloyds and the UK arm of HSBC would have
failed to clear their prescribed hurdle rates for
leverage and CET1 capital ratios. Following
the test, the FPC said that from the end of 2020
it would double the so-called countercyclical
capital buffer rate to around 2% to better reflect
the current risk environment.

The FPC also argued against any slackening of
mortgage underwriting standards, concluding
that benefits of existing lending guidelines
“substantially outweigh any macroeconomic
costs”.
Laurence Whitehead, corporate finance
partner, commented: “It should come as
little surprise that the sector is now far more
resilient than it was at the time of the global
financial crisis. The build up in capital ratios
has come at the expense of shareholder
dividends, thus holding back banks’ share
price growth over the last decade. Large
lenders now appear to be far better equipped
for externally generated shocks and appear to
have ample resources to support the business
growth aspirations of entrepreneurs, whether
this be of an organic and/or an M&A nature.
However, there are still many challenges
to consider, including the rise of digital
competition and low interest rates which
stifle profitability. So all in all, whilst on the
one hand we can say that a healthier banking
sector facilitates a more buoyant M&A market,
on the other hand, not all is rosy in the garden,
not just yet anyway.”

Paris is Europe’s leading venture
capital hub
According to a report by Invest Europe and the
European Investment Fund, Paris has emerged
as Europe’s main venture capital hub in the
last decade, overtaking London. The Ile-deFrance region received €3.1bn in investments
between 2007 and 2015, compared to the
€2.8bn attracted by inner London. In third
place was Berlin, which was highlighted in the
report as the fastest growing hub, with €1.7bn
in investments. Other UK regions where there
has been a high level of investment activity
include Berkshire, Buckinghamshire and
Oxfordshire. The report noted that European
venture capital investments are reaching
an all-time high, with the last decade alone
seeing around €51bn of capital deployed to
back innovative start-ups. Between 2007 and
2015 investors poured about €35bn into early
and later stage start-ups located in the 28 EU
countries. Since 2016 venture capital funds
have invested a total of €57.3bn in companies
in Europe, helping create businesses like music
streaming service Spotify and Dutch payments
processor Adyen.

Laurence Whitehead, corporate finance
partner, commented: “The historically low
returns available on bonds and other such
instruments has led many investors to look
for alternative ways to generate income and
this has worked to the benefit of venture
capital (and private equity) funds, as can be
seen by the levels of investment noted in the
report. This trend continues as interest rates
remain at rock bottom levels. For ambitious
companies to obtain access to such funds,
however, requires the owners to have a clear
path to growth and a management team in
place that can deliver the business plan.
The fund managers who ‘sign the equity
cheques’ want to see a coherent, well thought
through strategy with accompanying financial
forecasts but, sadly, this is not always what
they see. Engaging an experienced corporate
finance team to advise on the do’s and don’ts
of raising equity finance can undoubtedly
pay handsome rewards and save owners a lot
of time and energy in the medium to longer
term.”

Snippets
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Brexit could lead to Mifid III
Courtesy of Brexit, the next iteration of Mifid,
being referred to in some quarters as Mifid
III, could arrive sooner than expected. Some
experts believe that Brussels will probably
overhaul parts of Mifid II after a public
consultation, which is due to be published
in the next few weeks according to a
spokesperson for the European Commission.
If true, it will ignite concern amongst many
companies that have already spent vast sums
of money aligning their EU operations with
widespread changes that were introduced only
last year. Brussels is obliged to review Mifid
II at the end of 2020, but commentators are
predicting that it could come much sooner
and be Brexit-initiated, given the UK is due
to leave the EU at the end of January and the
UK very much influenced the Mifid II drafting,
hence anything that was given as a concession
should now be removed. Mifid II was certainly
a large, time-consuming project for many
companies and so a third version so soon after
would almost certainly not be well received.
There are also rumours that open access could
be removed as part of the overhaul, which
would represent a complete change to the
original intent of Mifid II, although Deutsche
Boerse appears concerned that open access
could actually lead to financial instability and
that Brexit could heighten such concerns.

Open access was accepted as a concession
to UK demands at the time Mifid II was
agreed. Supporters of the review argue
that it will not lead to a repeal of the whole
Mifid II framework and that it is therefore
scaremongering to refer to it as Mifid III.
Laurence Whitehead, corporate finance
partner, commented: “Many businesses will
be extremely frustrated if this effectively
develops into Mifid III. Supporters of the
status quo believe that you really need to
apply the existing rules and allow them to
settle down before changing them again,
whilst supporters of the review believe that
the provisions originally agreed back in 2014
may not now be totally appropriate. For most
businesses, getting ready for Mifid II was
a significant administrative burden, with a
huge amount of information spent purging
databases and changing payment systems.
Hence it will be very interesting to see what
the review’s conclusions are and how those
companies most affected react. Watch this
space!”

How can we help
If you would like to know more about how we can assist you,
your clients or your contacts on corporate finance, M&A or
strategic planning matters, then call us on 01908 662255 or
email laurence.whitehead@mhllp.co.uk to arrange an initial
no-obligation meeting.
To find out more, visit us at:
www.macintyrehudson.co.uk/services/corporate-finance
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