Creating Value
& Opportunity

Last year’'s mergers and acquisitions boom,
driven largely by regulatory changes,
Is expected to continue in 2015.

By Anne Rosso




n the last year, mergers and

acquisition activity around the world

has been on the rise across almost
all industries. In fact, 2014 boasted the
highest level of successtul deal activity
since the financial crisis.

“We haven’t seen this amount of all
U.S. industry deal activity, both in dollar
value and number value, since 2007,”
said Tom Edens, president and founder
of Marion Financial Corp in Houston.
“There is an upward projection right
now.”

M&A activity in the credit and
collection industry is going strong as
well, with a growing number of deals
happening in the healthcare, student

loan, auto loan and government markets.

According to Brian Greenberg, founder
and CEO of Greenberg Advisors in
Rockville, Md., the credit and collection
industry saw nearly double the deal
value in 2014 from 2013. He reported
that from Jan. 1, 2014, through Now.
21,2014, $3.84 billion traded hands in
accounts receivable management deals
worldwide.

M&A activity in the accounts
receivables management arena has
changed significantly since it reached its
high-water mark in 2007. The niches
that once seemed attractive to buyers,
such as the credit card market or out-of-
statute asset classes, have lost their shine
thanks to today’s complicated regulatory

environment. Additionally, many
companies are having a difficult
time finding favorable
financing, and the
opportunities
that are
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left require a great deal of due diligence
to make them work.

The players that can obtain financing
today are often large, profitable, scalable
organizations with proven track records.
This means small and mid-size players
may not be able to grow into certain
asset classes because of the increased
capital requirements. As a result,
companies that want to get bigger are
looking at merging or consolidating
with larger players that have more scale
to attract clients.

“This is really becoming a big piece
as to why you’re seeing small and mid-
size M&A deals getting done today,”
said Michael Lamm, managing partner
of Corporate Advisory Solutions LLC in
Philadelphia.

In an educational session at
ACA International’s 75th
Anniversary Convention in
July 2014, Edens and
Lamm discussed
current trends in
transaction

Source:
Greenberg Advisors’ proprietary DealTracker
database (includes actuals and estimates).

activity and where both buyers and
sellers can find opportunity.

Recent M&A Activity

The credit and collection industry
has seen a lot of deal activity in the
last two years, much of it driven by
regulatory and compliance changes.
The Consumer Financial Protection
Bureau has changed how banks work
with their vendors today, and regulators
are scrutinizing the financial services
market more closely, resulting in a flurry
of consolidation activity.

“It may seem like a lot of doom and
gloom when it comes to the compliance
and regulatory environment, but there
is a lot of opportunity in this space right
now for larger companies,” Edens said.

In May 2014, Account Control
Technology Holdings acquired
Convergent Resources Holdings.
Convergent, which was an early
consolidator of the collection industry,
handles revenue cycle management
services in the commercial, utility,

January 2015 Collector [17



cable, telecom and healthcare
industries. ACT has been involved
in the education, government and
consumer markets since 1990. Both
companies retained their established
brands and operations.

“Clearly one of the reasons [ACT]
did this deal was to diversify,” Lamm
said. “They were able to expand their
student loan expertise and pick up
healthcare, telecom and commercial in
the sale.”

Diversification is a running theme
throughout many ARM industry deals
today, especially with large buyers. In
January 2014, United Recovery Services
acquired Financial Health Strategies.
Later, in April, URS also acquired
Array Services Group. Edens noted that
private equity backed URS in the deal
with Array.

URS is a major player in the financial
services and credit card markets. In
light of the recent bank consolidations,
the company sought to diversify—via
acquisition—into other markets.

Edens pointed out that one of the
things URS was looking for—and
ultimately found in Financial Health
Strategies and, more specifically,
Array—was healthcare expertise—both
third party and first party.

Array’s management structure,
in particular, helped owner Jim
Christensen come out of the deal ahead.
Array includes three business units: J.C.
Christensen & Associates, a collection
agency that manages more than a
million accounts; CareCall, a call center
outsourcer; and ProSource, which
provides first-party collection services
to the healthcare industry. After the deal

with URS was finalized, Christensen
gave up his title of CEO and is currently
serving as a consultant to the company.

“Jim built a very strong bench with
Array,” Edens said. “As part of almost
any transaction, in the early part of the
discussion the acquirer is going to ask
the selling shareholder, ‘What do you
want to do after closing? What are your
goals?’ Jim wanted an orderly exit and to
pursue other interests. Most companies
can’t do that because they just don’t
have the bench. Buyers certainly insist
on the management team being there if
the bench is not there. But Jim had built
that bench, so he had that luxury and he
got the reward for it.”

In November 2014, NCO Group’s
parent company, Expert Global
Solutions, closed a deal that sold
Transworld Systems and other debt
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“One of the big items we're dealing with right

now is that the compliance component of due

diligence has never been more prominent,”

Lamm said. “Itis a huge driver today in getting

these deals closed, and it is certainly a factor

that drives the price up or down.”

collection units to a private equity firm,
Platinum Equity. The deal also involved
NCO collection units focused on
education, healthcare and government.
The terms of the transaction were not
disclosed.

“This was a large private equity
platform deal for our industry,” Lamm
said. “It is always great to see another
new private equity entrant, which has
not been very commonplace in the
industry.”

While Lamm said he’s not seeing
as many large private equity firms like
Platinum entering the market today,
he is seeing more private-equity-
backed ARM companies making
acquisitions, such as when Northland
Group, a portfolio company of Mason
Wells, acquired Accounts Receivable
Management in October 2014. The
purchase allowed Northland Group to
take advantage of Accounts Receivable
Management’s focus on a diverse set of
markets, including auto, bankcard/credit
card, mortgage and consumer loans.

“We’re seeing a lot of private-
equity-backed ARM companies like
Northland Group out there in force,
trying to acquire select add-ons to their
platform investment,” Lamm said.
“The main reason that’s happening is
because it takes so long right now to
obtain clients organically that it’s easier
to go out and acquire your way in. It
accelerates your ability to do business
with a creditor.”

In the debt buying market, there
have been several large, multinational
deals in the last year. Lamm pointed out
that large debt buyers often seek out a
company with a portfolio they want, buy
the company and roll its portfolios into
the buyer’s operations.

“It’s another way for them to find
paper to buy,” Lamm said.

U.S. debt buyer Encore Capital
Group has been acquiring competitor
portfolios since 2001, and has been very
busy in the last few years. It purchased
Asset Acceptance Capital Corp. and
acquired a controlling stake in Cabot
Credit Management in 2013, acquired
U.K.-based debt buyer Marlin Financial
Services in February 2014 and purchased
a controlling stake in Grove Capital
Management in April 2014.

Additionally, in July 2014, Portfolio
Recovery Associates acquired Aktiv
Kapital, a Norwegian debt buyer that
specialized in European and Canadian
accounts. When the deal closed, Aktiv
Kapital had an exit valuation of $1.3
billion and Portfolio Recovery now has a
market cap at $3 billion.

“The reason why you have companies
like Encore and Portfolio Recovery
going abroad is due to the lack of supply
of portfolios in the U.S.,” Lamm said.
“They have to meet their quarterly and
year-over-year growth expectations, so
the way they are getting it is by going
into the international markets.”

Successtul roll-up mergers are

challenging in the credit and collection
industry. While they are not uncommon,
many often fail to meet the original
investor’s economic expectations.
However, in June 2013, Parallon
acquired The Outsource Group, which
served more than 150 hospitals and

had, by some estimates, more than $100
million in revenue.

“Although that was acquired and
closed in 2013, it is noteworthy because
it’s an example of one of the most
successful roll-ups or consolidations
in the industry,” Edens said. “The
Outsource Group was formed in 2004,
and through a series of acquisitions
and organic growth, they exited at
an estimated revenue north of $100
million. Their EBITDA was estimated
to be above industry norms, and they
were rewarded very favorably in the
marketplace.”

Edens also added that by the time
the deal closed, Parallon had spent
substantial time in due diligence
regarding compliance.

“I have seen heightened compliance
diligence in subsequent transactions,”
Edens noted.

Deal Structures in Today's Market
Calculating a company’s earnings
before interest, taxes, depreciation and
amortization—more commonly known
as EBITDA, which is then normalized
or adjusted for certain expenses that
would not continue post-transaction—is
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the primary way to determine a ARM
company’s value. These calculations
are made using figures from a complete
fiscal year.

“This is the key driver for value in
this industry—not gross revenue, not
placements, but adjusted EBITDA,”
Lamm said. “I think for years there has
been confusion in the marketplace about
how these companies trade, but it’s
important to understand that adjusted
EBITDA is the key metric for value
in today’s environment. From there,
multiples can ebb and flow based on the
size of the company and also how the
structure works.”

The price paid for an ARM company
is most often negotiated as a multiple
of recast adjusted EBITDA. A range of
four to six times the adjusted EBITDA
covers most U.S. collection companies
today, but Lamm notes there are always
exceptions to that rule. Typically, larger
ARM companies that have size and scale
can achieve the higher multiple while
smaller companies achieve the lower
multiple.

“In terms of multiples, depending
on the market specialization of the
company, we’ve typically seen multiples
for smaller ARM companies that are
doing less than $5 million of annual net
fee revenue trade in the three to five
times range,” Lamm said.

He also noted that he has seen deals
for larger ARM companies ($20 million
in annual revenue and higher) for much
higher multiples, sometimes seven to

tj:

eight times adjusted EBITDA. Again,
this depends on the company’s market
specialization, such as healthcare or
student loans.

The recast elements of EBITDA
adjust the earnings stream for excess
shareholder compensation and benefits
as well as any nonrecurring expenses
incurred by the business. Recast
adjustments, or add backs, are expenses
that are added back to a company’s
EBITDA for the express purpose of
properly reflecting the company’s cash-
flow generating ability.

Edens said most of the deals he sees
today have a one- to two-year earn-
out or a contingent component that is
earnings-driven, while Lamm said he is
seeing a lot of revenue-driven earn-outs.

Owners often suspect that the earn-
outs they hear about in M&A deals are
not achieved, but Edens and Lamm
said they see most businesses achieve
earn-outs, as long as they are carefully
constructed and both sides have
reasonable expectations.

“They are achieved in this industry—
we see that they are achieved,” Lamm
said. “It does happen if it is structured
correctly. It’s not just a false pretense to
get to a better deal.”

The Outsource Group, for instance,
had completed approximately 10
transactions primarily for ARM
companies, most of which had an earn-
out component. It can be common to

have two levels of earn-outs—the
first could be EBITDA-
driven, while the second
could be revenue-driven.

Valuation Drivers
Some of the most

common factors that

determine a company’s

valuation and EBITDA multiple are:

Company size: A company’s value
is often directly correlated to its size.
“All things remaining equal, the larger
the company, the larger the multiple,”
Edens said. “There is definitely a bigger
reward for the larger companies.”

Client concentration: The most
common factor driving an earn-out is
client concentration—the ratio between
the size of the company’s clients and
its total revenue. “This is an industry
that is known for client concentration,”
Edens said. “It is inescapable in many
cases, especially if you have a contract
with a large entity, such as a credit card
company, a large telecom company or
the Department of Education.” He said
a client concentration of more than 15-
20 percent of your business could make
a sale tough, but not impossible.

Management: If size and client
concentration are the two biggest
valuation drivers, then management
is the third. The rest of the valuation
drivers all come back to the quality
of a company’s management. Buyers
also want to know who is managing
a company’s client relationships. If
that responsibility rests on just one
person’s shoulders, it may be difficult to
transition the company. “Which is why,
with some of the larger platform deals
you see in this space, you tend to see a
strong level of seasoned management
intact—and that might not necessarily
include the owner,” Lamm said.

Market niche: Many buyers are
looking for companies in specific
market niches. Right now student loans,
government and healthcare are the most
favored sectors, and are seen as having
less risk and more growth potential than
other markets.

Growth expectations: Acquirers are
not buying a historical cash flow—they
are buying the assets (such as workforce
and client relationships) that drive a
company’s future cash flow. To ensure
their success, buyers try to make their
best assumptions as to what a company’s
future cash flow will be. “Growth is



key,” Edens said. However, forecasting
revenue and EBITDA is not easy to

do in the collection industry in light of
how placement volumes fluctuate from
month to month. Today, valuations tend
to be focused on a company’s adjusted
EBITDA, the trailing 12 months and
the current year forecast.

Sustainability of earnings: “We
deal with hockey stick projections all
the time, where a company’s revenue
and earnings are at one point in a given
fiscal year and then rocket up the next,”
Lamm said. “A buyer’ big question is,
‘How real is that growth going to be
over the next three to five years?” That’s
where the valuation and deal structure
discussions become tricky.”

Sales and marketing effectiveness:
Buyers want to know how a company
markets itself to clients, and how its
methods will help the company grow.
Companies with effective sales and
marketing teams often have a higher
future expected growth rate and will
therefore fetch higher valuations.
Additionally, in some cases, the person
in charge of sales and marketing
is the key to the company’s client
relationships, and therefore that person
becomes critical to the deal. “When it

comes to transitioning the business from

a seller to a buyer, you have to make

sure that the salesperson is appropriately

incentivized as well as involved after the

deal so those clients don’t go somewhere

else,” Lamm said.

The evolving regulatory landscape
has changed how much time buyers
invest in the due diligence process, as
well as what constitutes a red flag.

“One of the big items we’re dealing
with right now is that the compliance
component of due diligence has never
been more prominent,” Lamm said. “It
is a huge driver today in getting these
deals closed, and it is certainly a factor
that drives the price up or down.”

As part of this process, buyers are
carefully examining the specifics of a
company’s compliance management
system. Are there systems in place to

prevent complaints as well as legal
and regulatory violations? Buyers will
also want to determine if there is a
competent, strong compliance executive
at the helm running the show.

“A lot of ARM companies have
only in the past 12 to 18 months hired
or promoted a person from within
to oversee compliance, all driven by
client requirements and the CFPB’s
oversight of our industry,” Lamm said.
“So there hasn’t been any real track
record developed as to what they are
doing internally to ensure compliance.
A majority of the deals we are working
on are taking longer to give the buyer an
opportunity to evaluate the company’s
compliance management system to see
whether it is window dressing or not.”

Valuation Detractors
Obviously, flat or declining revenue

or EBITDA trends will scare away
buyers. If a company’s current year
forecast is lower than the previous
year—and the projection for the next
year declines as well—the owner is
probably better served waiting until
the company’s revenue is back on track.
Documented growth is much more
valuable than a paper forecast.

Valuation for a collection company
can be challenging because there is no
obligation for creditors to place business
month after month. Client contracts are
usually a statement of terms detailing
things such as the collection agency’s
commission rate, work standards and
compliance requirements—they don’t
guarantee placement volumes.

Of course, with a stock or asset deal,
there are different ways to deal with
the client contract assignments. In asset
deals, the client contracts will likely
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need to be resigned, and there can be
more friction in getting the transaction
closed than there is with a stock deal.

Additionally, state and federal
compliance issues, including excess
lawsuits or class actions—specifically
surrounding the Telephone Consumer
Protection Act—will be detractors to a
sale.

“It’s not only current issues acquirers
are wary of,” Lamm said. “It may have
been something that happened three
years ago. And while they are certainly
going to due diligence that and figure
out if the problem has been truly
rectified, it isn’t going to help with the
value.”

While the buyer is responsible for
conducting due diligence on any state
or federal issues, shareholders would be
wise to disclose any issues very early in
the proceedings.

“It may not be something you bring
up in the first conversation with an
acquirer, but definitely by the third
conversation,” Edens said. “When in
doubt, disclose and disclose early.”

In a distressed sale or one where
multiple compliance-related issues
exist, a third-party escrow provision in
the purchase agreement becomes very
important. There may be little to no
cash proceeds coming out of the deal to
the seller at closing, but buyers can take
a portion of the anticipated earn-out
payments and put them into an escrow
account every month or quarter to
protect against any legal claims or issues
that arise that were not disclosed during
the due diligence.

“The amount put into escrow
is going to be more in a distressed
situation,” Lamm said. “The acquirer is
going to negotiate hard, and most times
successfully, to leave himself plenty of
room. If the buyer perceives ‘real’ risk,
he’s going to want a substantial amount
of the purchase price put into escrow,
upwards of 20-30 percent. I’ve had
transactions where there have been two
different escrow accounts: one for the
normal reps and warranties and another
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for special situations. Those can each be

very material.”

A growing number of buyers
purchase supplemental insurance, also
known as a tail policy, to cover claims
filed after the existing claims-made
policy expires. It’s common—especially
in stock deals—for acquirers to insist
that sellers buy a two- to three-year tail
policy.

Potential buyers will conduct site
visits during the due diligence process,
and often have a picture in their mind of
how the office will look when they walk
through the space. Wires that sprawl
everywhere, dirty walls and broken
floor tiles are a reflection of how much
the owner has invested—or rather, not
invested—in the company. Owners
who neglect to maintain the company’s
offices and keep its I'T systems up-to-
date ultimately hurt the company’s
valuation.

“The focus of almost all acquirers
is growth,” Edens said. “If you have
no empty cubicles in the office for new
employees but you’re telling the buyer
that you expect 15 percent growth
in the next year, you’ll either get a
lower multiple or the buyer will have
a separate line item in their EBITDA
calculation—or both.”

Other red flags to acquirers:

e High client concentrations in
unstable markets. Often common
in smaller companies, this can put off
acquirers who are skittish about client
loss.

* Low levels of working capital.
May be symptomatic of other
underlying programs. Companies
that have low levels of working
capital may be continually stringing
out their vendors. Lamm noted that
in some markets, such as healthcare,
clients might not be paying
agencies on time. That can be a
challenge when the buyer is trying
to determine what is truly bad debt
and what will eventually be coming
in to fund the company month after
month.

¢ Lack of financial controls and
reporting. “We’re not suggesting
that you go out and get audited
financial statements right off the bat,”
Lamm said. “But there’s a difference
between having good financial
reporting and not having anything in
place.” In light of the current market,
sellers should address financial
controls well in advance of initial
discussions with a potential buyer
to avoid a substantial delay in deal
progression.

Looking Ahead

Industry experts indicate that as long
as interest rates remain low and the
capital market remains favorable, M&A
activity in 2015 will likely continue to
hold strong, especially in the healthcare,
government and student loan markets.
Greenberg believes the forces that drove
M&A activity in 2014 will remain the
same in 2015, though the industry will
be progressing through a different point
of the curve.

“Many large deals were completed
in 2014, so we’ll see some, but fewer,
of those in 2015,” he said. “Given
the current momentum, we expect an
increase in the number of transactions
with a greater amount of smaller deals
being completed, which will result in
lower aggregate deal value in 2015. That
said, company valuations will be higher
for well-run businesses with size and/or
specialization.”

Greenberg also noted that he has
seen a tremendous increase in the
number of strategic buyers participating
in the market as these companies seek
to gain market share, clients, services
and talent in order to secure their own
organization’s long-term success.

“One thing is clear: There are buyers
for every business, large or small,
performing or distressed, in every client
segment,” he said.

Anne Rosso is interim editor for Collector
magazine.





