BRERETON Axp COMPANY, INCORPORATED

Private Investment Banking

Trends in Middle Market M&A

CPA Introduction Materials

May 2003



Table of Contents

Firm Overview

Our View of the Market

Recapitalizations

The Brereton Process

Selected Case Studies

CPA Introduction



Firm Overview




Firm Overview

Introduction

Brereton and Company is a
boutique investment bank
dedicated to maximizing the
value and liquidity of privately
held businesses.

ﬂ

BRERETON axp COMPANY, INCORPORATED

Private Investment Banking

Attention

Strategic and financial advisors to businesses seeking
value maximization

» Hands-on attention from experienced dealmakers who
stay with your deal to closing

Expertise

Founded in 1995 drawing from prior securities
experience

Empathetic Silicon-Valley based professionals who
have acquired, operated and divested businesses for
their own account

Broad industry experience in middle market mergers
& acquisitions
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Process

Strategic planning framework for evaluation of
financial alternatives

Structured timelines and processes for multiple
bidder-based value optimization
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Firm Overview
Introduction

We specialize in planning,
evaluating and executing on
the sale of private businesses
quickly, quietly, and for
maximum value.

ﬂ

BRERETON axp COMPANY, INCORPORATED

Private Investment Banking

Brereton and Companys mission is to maximize the liquid
value of closely held companies and add economic value to a
transaction through rigorous multi-party negotiations

We serve non-technology sellers of middle market-sized
companies in various industries

We target companies with pre-tax earnings between $2 and $25
million

Our current footprint is defined as Seattle to San Diego to
Phoenix to Reno

\ A%

Brereton is a member of the Association of International Mergers
and Acquisitions Professionals, a prestigious network of over 60
independent private investment banks throughout the world
Brereton was the only North American firm admitted in 2002
Provides focused, global exposure to critical resources and
information

VVVY

Founded: 1995
Ownership: Owner-Managed
Headquarters: San Jose, California

Consultants: Five full time professionals, numerous external
specialists

B
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Firm Overview
Brereton's Core Services

While we primarily focus on
Mergers and Acquisitions,
Brereton offers services in
many disciplines.

Board o

Directors
Advisor
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Firm Overview
Industry Experience

Brereton brings years of
experience and expertise in a

broad array of industries and
business models.

Warehousing/
Document

Roofing
Industry
Consolidation

Pet Food
Manufacturing
Market

Government
Fiscal Services

Recreational R - "= == / Intern_et
Equipment “E-Service$
Market Consolidation

Tax Audit Organic
And Recovery Food
Market

Market

Neutraceutical
Market

t._..a'..m. -6- CPA Introduction



Our View of the Market




' .

Strong Wind at Our Back

As the last ten years have » The number of business owners entering retirement age (Baby Boomers) will be twenty times
demonstrateca wave of greater in 2010 than it was in 1995, forecasting a wave of corporate assets changing hands

middle market firms are through private company re-capitalizations and divestitures.
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Source: Mergerstat and U.S. Census.
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Our View of the Market
The Baby Boomer Bubble

This unique demographic and
economic shift will create an
increasingly difficult
environment for sellers to
maximize value.

»  With a diluted“buyers marketplace simple economics would predict a valuation contraction on
the way.
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Our View of the Market
Other Influences

We see several other powerful
market influences at play.

Strategic Buyers

>

>

Strategic buyers, because of perceived limited opportunities for internal growth, are seeking
strategic acquisitions to dilute overhead cost, achieve better use of manufacturing capacity, ar
leverage distribution and purchasing power.

Whats more, during the economic expansion of the past decade, multiples for privately held
companies did not experience the same explosive growth as those for public companies and
remain quite low in relative terms. This has created excellent opportunities for well-capitalized
acquirers to satisfy strategic needs at attractive valuations.

Financial Buyers

>

For financial sponsors, some $200 billion has been raised in the past four years alone and at I
$100 billion remains uninvested. With all thdry powdef, lower valuations and many

motivated sellers, most experts agree increased activity is inevitable.

Unlike strategic buyers, financial companies are under significant pressure to invest capital in
successful private companies.

As noted below, equity funds raised have well exceeded announced activity for the last two

years.
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Source: FleetCapital, May 2002 Buyuts.
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Max Debt/EBITDA

. .
Our View of the Market N

Other Influences

- : Distressed M&A Deals
Increased difficulty in . : . : o : :

. ital and » Due to the increasingly limited sources for capital coupled with tighter lending practices, many
acceSS|_n_g capital an companies are forced to try and complete a merger or divestiture. Middle market activity is
competition are also expected expected to increase as sellers accept the state of the market and the reality of their new valu
to motivate sellers.
Volume and Value of Distressed Deals
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; ‘ ‘ ‘ mmmm Number of Deals—s— Value of Deals
1998 1999 2000 2001 2002
Source: MergerStat.
Source: Loan Pricing Corporation (A Reuters Company) Consolidations Transaction >$100 million in which seller entered bankruptcy.
Transaction >$100 million N . . . . . )
Borrower Revenues >$500 million » Additional industry consolidation also is expected to be a factor that fuels deals. According to

The DAK/Rutgers University 2001 study, 48 percent of those businesses surveyed say they
expect the number of companies in their industry to decrease over the next three years, up 34
percent from the prior year's survey.

» Continued consolidation will require companies to make enormous investniéeeup with
the Jonesésor sell at whatever price the market allows because they can't get the capital.
Outside forces (33 percent) and competition/market changes (31 percent) are the primary
motivations to sell.
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Number of IPOs

Our View of the Market
Other Influences

Finally, public-to-private
deals, usually in the form of a
leveraged buyout, have
become increasingly
attractive for many orphaned
micro-caps.

IPO Versus Going Private Transactions
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Going Private Since Sarbarnes-Oxley
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Public to Private Deals

>

>

The recent sharp decline in the stock market and increased disclosure burdens brought about
the Sarbanes-Oxley act has increased the number of attractive candidates for public-to private
transactions.

These publicly traded companies may be undervalued and are often ignored by the investmer
banking community and institutional and retail investors.

- There are over 3,500 public companies with an equity capitalization of $10 million to
$250 million; this segment, commonly referred td mscro-caps, represents
approximately 30% of all U.S. publicly-traded companies.

Without independent investment research and adequate liquidity in &ssi@eckng volume,
managemens ability to increase shareholder value is often an insurmountable task.

“Going Privaté also, obviously, brings about the benefits of private ownership. Namely it:

- Shifts managemett attention from short-term earnings to creating long-term economic
value in the business (No mdrgame of quartet's.

- Increases confidentiality of financial information.

— Creates a corporate culture withfeesh start, rather than an environment where
employees are focused on a depressed stock price and out-of-the-money stock
options.

- Broadens a compaig/financing alternatives, which are often restricted as a micro-cap
public company without access to additional public market funding.

— As a private company, significant private equity and mezzanine capital sources
are available to support growth and restructuring.

B
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Recapitalizations

Overview

In uncertain economic times,
re-capitalizations can offer
attractive liquidity options for
business owners while also
bringing growth capital and
management expertise.

Private Equity Group Growth Investments

1000 $100
800 - $80
600 — $60
400 1 $40
200 $20

0 - $-

1997 1998 1999 2000 2001 2002

mmm Number of Deals = Deal Value ($mins)

Many business owners are reluctant to sell their business given recent volatile market
valuations.
- Depending on the industry, operating margin and growth potential, sellers today
are receiving valuations of 3 to 8 times cash flow. This compares to multiples as
high as 9 times cash flow in the late 1390
Hence, many business owners, for a variety of reasons including generational transitior
replacing current partners/owners, and achieving liquidity, are facing tough decisions
with rapidly changing information at best.
The good news is that private equity investors and subordinated debt lenders are
providing compelling solutions to achieving liquidity today while maintaining future
upside. One structure providing a viable option for business owners is a recapitalizatiol
(“recap).
The two basic types of recaps are:
- 1) Aleveraged recapn which a firm borrows money and distributes cash to its
shareholders by redeeming shares or paying a special dividend.
- 2) Anequity recapwhich involves the sale of a minority or majority sale of the
company.
There are hybrids of both types of recaps. In a leveraged recap, a business owner may
receive funding for both growth capital and shareholder liquidity. In an equity recap, the
deal may allow the owner the right‘tput’ his remaining equity interest at a certain price
at a certain date.
Well advised owners who possess a strategic plan for growth that also caters to private
equity groups stand the best chance to satisfy the interests of all parties in a successful
recapitalization transaction.

ELENFHE 20 | it | SN
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Recapitalizations

Overview

A recap is often the best way
to maximize present and
future value of a firm.

>

Hybrid transactions involving both a debt and equity componefit,@reraged Equity
Recapitalizations, are the most common transaction form.

The Leveraged Component

>
>

>

The leverage component depends upon thé dihebt capacity, cash flow, and a management
team/owners willingness to continue running the business.

If these characteristics exist, a company may be able to borrow up to 3 to 4 times trailing twelv
month cash flow and then distribute these funds to shareholders.

- This debt, typically more than what a company can borrow on an asset based formula,
has a higher interest rate and generally includes warrants for an ownership interest in t|

company.
After successfully orchestrating the levered component of the recap, the owners achieve partic
liquidity while retaining a larger controlling interest in their business and the upside in a future
liquidity event (exit).
Of course, the downside is meaningful leverage and the risks associated with a significant
decline in profitability.

The Equity Component

>

Business owners can also achieve liquidity by selling a minority or majority interest to a private
equity group.

- This type of recap is often preferred by owners who seek some liquidity but are not
ready to retire and also need some funds to invest in their business. It is also more
appropriate for growth companies with volatile earnings and cash flow.

In an equity recap, the owners receive partial liquidity and partner with an equity group that cal
make substantial investments in the company going forward.

With aligned incentives, the two parties typically work together to reap a strong return on their
remaining ownership interests.

ELENFHE 20 | it | SN
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Recapitalizations
Summary

» Key Drivers

Recapitalize Company for Growth
Growth Potential

Meets Liquidity Timing/Discount

Returns

» Methodology
Estimate Future Liquidity Event
Value as of Liquidity Event

Discount for Risk / Time Value / Returns

» Advantages
Flexible Structure

Management can Maintain or Creates Substantial
Equity Position

Existing Shareholders Generate Personal Liquidity

Management can Maintains Operating Autonomy

Owners can Eliminate Personal Guarantee of Debt

Many are*Value-addet! Partners that Provide
Patient, Long Term Capital

Investment where Confidentiality can be Maintained

Rapid Closings - some transactions can close within
60 - 90 days

» Issues
Financial Partner will Acquire Some Influence

Some Sectors Do Not have a Deep Universe of
Private Investors

Exit Event Usually Expected in 3-5 Years

» Types of Transactions
Owner Recapitalization
Family Succession
Management Buyout - Private Company

Management Buyout - Corporate Division
Management Buy-In

Industry Consolidation

ELENFHE 20 | it | SN
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Recapitalizations
Theoretical Recapitalization Timeline

Time
4-6 Months /! 12-36 Months

v

S ——

No Change

$ delivered to Family/PEG or, in the case of a
Family , delivered by the Family

Family Buy Back

5}
3
@
>
E
=

Re-Cap, Private
Equity Group
Enters

$ delivered to Family

No Change

Family
Ownership %

Sale to Strategic Buyer
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Recapitalizations
lllustrative Recapitalization Example

» Here we have an example of a company owned by one
shareholder who seeks some liquidity today, but prefers to retain

Sample Company: Last Twelve Months Free Cash Flow: $4 million, 15% Annual Growth Post Recap

significant ownership and upside potential, anticipating a highep in mitions

valuation down the road.

» Our owner is growth oriented and partners with a firm that

agrees to provide $10 million in expansion capital.

> In this scenario the owner is able to achieve $10 million in

Leveraged

Sell Today Equity Recap Equity Recap Leveraged Recap
Enterprise Valué” $24.0 $24.0 $24.0 $24.0
Total Debt - $0.0 $4.0|(b) $10.0 |(b)
Equity Value $24.0 $24.0 $20.0 $14.0
ReCap Proceeds to Owner $24.0 $10.0 $10.0 $10.0
Expansion Capitdf’ - $10.0 $10.0 $10.0
Owner's Remaining Interest 0% 41% 47% 58%
Investor's Interest - 59% 53% 42%)]
1.0; 2.5

liquidity today from both debt and equity sources. Then, after ot pebucash Fiow

three years of aggressive growth and acquisitions (funded by

PEG), there is a second liquidity event at an expanded multiple.

> The results table illustrates that the leverage recap offers great@f Mitions

potential upside if the business can be sold in the future at a
higher valuation, but it also offers the greatest risk. The

leveraged equity and equity recap, respectively, offer decreasing——3

levels of risk.
Leveraged Equity Recap Example
$80
$70 First Liquidi , /
st Liquidity Event: A
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S ss0 /
2 \ /
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£ $30 -~
% Second Liquidity —
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Time (Ownership)

Leveraged
Sell Today Equity Recap Equity Recap Leveraged Recap
Exit Strategy Sell Today Sellin 3 Years Sellin 3 Years Sell in 3 Years
Organic Cash Flow $4.0 $6.1 $6.1 $6.1
Acquired Cash Flow @ - $2.5 $2.5 $2.5
Jatal Cash Flow $4.0 $8.6 $8.6 $8.6
$24.0 $68.9 $68.9 $68.9
Less: Debt - $0.0 $4.0 $10.0
Equity Value $24.0 $68.9 $64.9 $58.9
Less: Equity Sold - $40.6 $34.6 $24.6
Sale Value to Owner $24.0 $28.4 $30.3 $34.4
Present Value of Saf $24. $22.9 $24.4 $27.7
Recap Proceeds - $10.0 $10.0 $10.0
Total Value to Owner $24.0 $32.9 $34.4 $37.7
Risk Lowest Moderate Adjustable Highest

(a) Valued at 6x EBITDA.
(b) Issue of senior and/or sub debt.

(c) Additional capital invested by PEG, fully attributed to equity.

(d) Expansion capital deployed in year one to acquire cash flow at 6x, then continues to grow for remaining two years at 15%.

(e) Sell at 8x EBITDA in three years.

(f) Sale Value to Owner discounted to present at 7.5%.

ELENFHE 20 | it | SN
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The Brereton Process

The Opportunity

In spite of the lackluster
numbers over the last six
guarters, there are numerous
long term reasons to expect
increased middle market
M&A activity.

They include the overall
demographic shifts, a decline
in purchase price multiples to
more attractive levels, the
prospect of a more robust
financing environment,
particularly for asset-based
credit facilities and high-yield
capital, and the surplus of
uninvested funds managed by
private equity sponsors.

We believe there is tremendous opportunity to educate and advise private
sellers over the next decade on how to sell for a premium.

Private sellers of companies for less than $100 million represents 44% of
total M&A deal activity in the U.S., with California consistently leading in
activity.

If owners areft up to the continued strategic and operational task of
managing their business, they should consider selling immediately.

» We are looking to develop a synergistic network of professionals to share

information, contacts and services in this highly fragmented, inefficient market.

» Obviously, the sale or partial sale of a business almost always incorporates som

form of financial audit, but it also is often an ideal time to review estate planning
and tax management.

We prefer to involve our client CPAs in the strategic planning function as well.
Who should we focus on?

Owners Facing SuccessionWhen a business owner is nearing retirement,
Brereton ensures they realize full value for all or part of their company.

Companies Seeking Growth Brereton helps its clients take their
companies to the next level through a strategic full or partial business sale.
This is often an ideal way for high growth companies to access the resourc
necessary to grow.

Companies in Active Markets- Market conditions dictate the most ideal

time to sell. Brereton helps its clients take advantage of favorable market
conditions by selling for the highest price at the right time.

ELENFHE 20 | it | SN
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The Brereton Process
Why Use Brereton?

Quite simply, a well thought
out sale plan executed by a
highly skilled and experienced
advisor will substantially
increase the likelihood of
selling a business on the best
terms and for the highest
price.

» How we ensure a successful transaction . . .

Drawing upon its extensive industry contacts and memberships, Brereton
begins with a comprehensive analysis of cliestrategic alternatives,
without conflicts of interest

If an M&A transaction is the superior alternative, Brereton advises its client:
as to the best strategy to execute it successfully

Brereton introduces outside professional resources and assists in their
engagement

- Its senior bankers complete the transaction from beginning to completion
» First step alternative . . .
The Strategic Value Opini@

Two day off-site facilitation of strategic plan
Valuation Opinion

Deep analysis of comparable transactions (Why did one company sell
for more than another?)

Prioritize various liquidity alternatives in order of appropriateness giver
the fact pattern in the form of an opinion letter

$20,000 fedcan be jointly billed with CPA Firm) , with 100% credit
against success fee should there be a formal engagement

B
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The Brereton Process @mﬁg_M

Strategy Based Planning Model

> > : > > >
Current Action Items & 2-5 Year Goal
Realities or Strategic Alternatives Or
“Departure Poirit “Flight Plart “Destinatiori
—> > > >
»  Collaboratively identify and rank > ldentify the necessary actions to take > Identify our desired outcomes. To the
the organizatiots Top Ten which will leverage our strengths and extent that strategic financial
Strengths, Weaknesses, opportunities while mitigating our alternatives were pursued, the
Opportunities and Threats (in the weaknesses and threats. following timeline is followed in
areas below) to understand where > Evaluate the pros and cons of various managing multiple bidders, thus
we are before we evaluate the best strategic financial alternatives optimizing the economic result
steps to take to get where we want available to the organization in vis-arvis market forces(See Next
to be. meetings its 2-5 year goals. Page)
Customer
Customers
Channels
Affiliates Review of Strategic Alternatives: Liquidity vs. Control
High A Strategic Sale
LBO/Sale to o
Liquidity For Cash Financial Buyer Re-capitalization
Strategic Sale
For Stock Status Quo
Low >
. Low Retention of Control High
Financial
Cash Increased L
gezeivables Investment Acquistions Brand/Channel
In(\e/etstments v Extension

Equity

* Intellectual Property
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The Brereton Process
Strategy Guide Overview

Where We are Today Action Items Where We Want to Be
E—
Strengths Whatneeds to happerf Mission Statement
Weaknesses Whenit needs to occug Vision Statement
Opportunities Who will do it Reachable Goal
Threats How will it be done

FL I o Vil | il
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The Brereton Process
Strategy Based Planning Model

Review of Strategic Alternatives: Liquidity vs. Control

H'ghA Strategic Sale  BO/Sale t
ale to —
Liquidity For Cash Financial Re-capitalization
Strategic Sale Buyer
For Stock Status Quo
Low
Low Retention of Control High
Increased .
Investment Acquisitions
Brand/Channel
Extension
Y
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The Brereton Process H A

Soft-Auction Process Map

» Clients need to work closely with their accounting, tax and legal advisors, as well as other professionals such ¢
real estate appraisers and environmental consultants to achieve the transaction objectives.

Continuing Neg. w/ Secondary LOI Buyers

Close

Definitive Agreement Neg. w/ Primary LOI Buyer

Strategic Evalution of LOIs

Negotiate LOIs with Multiple Parties

Tax and Estate Planning with CPA Firm

Call for Offers | ‘

Plant Visits and Management Meetings

Schedule Visits I ‘

Qualify Reponsdents, Send Books
NDAs Received Back I

Complete Audit Process

Blind Executive Summary Dissemination

Preliminary Due Diligence/Information Gathering

Pitch Book Written I

Industry Research and Buyer List Compiliation

Begin Audit Process ‘ I ‘

Strategic Planning and Strategic Development

Engage Brereton and Co. ‘ | ‘

Week Week Week Week Week Week Week Week Week Week Week Week Week Week Week Week Week Week Week Week Week Week Week
1 2 3 4 5 6 7 8 9 10 11 12 13 14 15 16 17 18 19 20 21 22 23
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