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Over time, financial
buyers have an
incentive to be less
discriminating in their
acquisitions

This negatively convexed (for the seller) type of structure means that should the
business run into any difficulties or the markets take a nosedive, it will come at the
seller's expense. In fact, the buyer will feel no effects of these changes until the
seller's portion of the company’s Saleable Cash Flow is zero.

3. Reputational risk

Sellers in financial buyer transactions also bear a reputational risk as it pertains to
every firm that a financial buyer has already purchased or will purchase over the next
few years. The source of this risk is that sellers are paid at least a portion of their
consideration in the stock of the financial buyer's company. Until the seller is able to
unload these shares, it is effectively an owner of part of every entity in the enterprise.

In a highly regulated business such as the advisory industry, a handful of rogue
entities could irreparably harm the reputation and economics of a financial buyer.
Such a negative exposure was demonstrated recently when it was disclosed that a
regulator had inquired about the compensation structure used for insurance
products sold by an entity that had sold cash flow to a financial buyer. This caused
an immediate 15% to 20% temporary drop in the buyer’'s stock price.

Further, a seller’s risk from owning equity in a financial buyer that has purchased
cash flow from less than ideal underlying entities only increases over time. As we
discussed earlier, financial buyers have an overwhelming interest in continually doing
more transactions with more entities. During the latter parts of the Print Currency
stage of their evolution, many financial buyers may be tempted to become less
discriminating in their purchases, leaving sellers with stock in a financial buyer that is
deteriorating in quality.

Factors combine to lower risk-adjusted value

Combined, these techniques for shifting risk to the seller mean that while a financial
buyer may offer a potentially higher absolute amount of money for an advisory firm
than a legacy buyer, it is unclear whether such transactions are more attractive on a
risk-adjusted basis. What is clear, however, is that at current pricing levels, financial
buyers generate spectacular retuns for their backers. Exhibits 4.4 to 4.10 are
hypothetical examples of a financial buyer transaction that demonstrates just how
exceptional these retumns often are.

In this example, a financial buyer — Bob’s Roll-Up (BRU) — is purchasing cash flow
from Dave's Advisory Services (DAS). DAS currently generates $1 million of Saleable
Cash Flow per year and its earnings are growing by about 10% per year. As part of

the transaction with BRU, DAS sells 60% of its Saleable Cash Flow for $900,000 in

cash and $2.1 million of stock.




The buyer can pay
with stock worth eight
times cash flow
because it Is able to
resell it to the market at
a multiple of 14
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BRU has not yet, however, completed a public offering, so DAS is given stock in a
private company. As is common in financial buyer transactions, the stock is subject
to several restrictions even after the financial buyer has completed its public offering.
These restrictions include a complete prohibition on any sales for a minimum of
three years after the completion of the transaction, a minimum lock-up of 18 months
after completion of the IPO and a requirement that any sales be made as part of
company-wide secondary offerings for an additional twelve months. Consequently,
the seller will not achieve liquidity on the shares it receives from the financial buyer
for a minimum period of three years and potentially up to five and a half years.

The good news is that because it accepted stock for a portion of the consideration
before BRU went public, DAS has the potential to benefit from the appreciation that
often accompanies an IPO. In this example, we have assumed that had DAS been
paid entirely with stock, and was able to sell it five years after the transaction was
consummated, it would have a value equal to eight times the amount of cash flow
sold. Since DAS is selling $600,000 of cash flow, this means that the stock it
received would be worth $4.8 million. But because DAS is receiving both cash and
stock and only 70% of the consideration is in stock, the shares paid to DAS would
be worth 5.6 times the amount of cash flow sold to the financial buyer.

This example also assumes that BRU is able to pay DAS with stock that is effectively
worth eight times cash flow because it is able to monetize the cash flow it owns in
the public markets at a multiple of 14. And the difference between what BRU pays
DAS and what it receives from the markets is a large source of the value that it
creates for its shareholders.

As shown below, over the next five years DAS' owners will receive about $6.9 million
in payments. This number includes the cash paid at closing, the value of the stock
when sold and $2.7 million of retained Saleable Cash Flow.

Exhibit 4.4 Cash Flows to the Owners of Dave’s Advisory Services*

@ Closing Year 1 Year 2 Year 3 Year 4 Year 5 Totals
Retained EBIT — | $ 440,000 | $ 484,000 | $ 532,400 | $ 585,640 | $ 644,204
Cash Consideration $ 900,000 — — — — —
Stock — — — — — | $3,360,000
Total Payments $ 900,000 | $ 440,000 | $ 484,000 | $ 532,400 | $ 585,640 | $4,004,204 | $6,946,244

*Exhibits 4.4 to 4.10 are hypothetical examples and are shown for illustrative purposes only.
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Let’s look at your IRR (and not mine)

A common negotiating tactic used by financial buyers to make their transactions
appear to be more compelling to sellers is to calculate the seller’s effective intermal rate
of retumn (IRR) on the cash flow sold to the buyer. And as shown below in Exhibit 4.5,
the interal rate of retum in this transaction is an impressive 42.9% and in one sense
appears to offer a great retumn for “investing” one’s cash flow.

Exhibit 4.5 Internal Rate of Return on Cash Flow Sold by Dave’s Advisory Services*
@ Closing Year 1 Year 2 Year 3 Year 4 Year 5 Totals
Cash Consideration $ 900,000 — — — — —
Cash Flow Sold — | $ 660,000 $ 726,000 | $ 798,600 | $ 878,460 | $ 966,306
Stock Value — — — — — | $3,360,000
Total Economics $ 900,000 | $ (660,000) | $ (726,000) | $ (798,600) | $ (878,460) | $2,393,694 | $ 230,634
IRR 42.9% |

The problem with this type of analysis is that it ignores a few important factors. First,
it ignores the high return that the financial buyer is receiving on its capital. As shown
below in Exhibit 4.6, BRU receives an internal rate of return of almost 109% per year!

Exhibit 4.6 BRU'’s Internal Rate of Return on Cash Flow Bought*

@ Closing Year 1 Year 2 Year 3 Year 4 Year 5 Totals
Cashflow Purchased — | $ 660,000 |$ 726,000 | $ 798,600 | $ 878,460 |$ 966,306
Consideration Paid $ 900,000 — — — — |'$ 3,360,000
Terminal Value of Cash Flow
Purchased @ 14X - - — — — | $13,528,284
Net Value to Buyer $ (900,000) | $ 660,000 | $ 726,000 | $ 798,600 | $ 878,460 | $11,134,590 | $13,297,650
IRR 109%

Second, nearly two-thirds of the absolute dollars involved in the transaction inure to
the benefit of the buyer. As shown in Exhibits 4.4 and 4.6, the two parties combined
receive $20.25 million from the transaction. The seller will receive just under $7

million. The buyer, in contrast, captures almost $13.3 million or more than 65% of
the total absolute value.

Third and as shown in Exhibit 4.5, after netting out the cash flow paid to the buyer,

the seller receives only $230,634 more on an absolute basis than if it simply kept all
of its cash flow and had not entered into the transaction.

*Exhibits 4.4 to 4.10 are hypothetical examples and are shown for illustrative purposes only.
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The buyer's senjor  Buyers get most of the economics and almost none
of the risk

position In cash flow | | | —— |
As unattractive as the division of this transaction’s economics might first appear, it
provides a structural — should be even less compeling to a potential seller after factoring in the risk it must
. bear. Exhibit 4.7 shows how this type of transaction structure shifts most of the
cushion should  transaction's risk to the seller. In this example, we have now assumed that DAS’
L profitability drops precipitously over the next five years, falling ten percent per year.
an vaL/“S'JUOﬁ And by the end of the transaction, DAS is generating less than 60% as much
Saleable Cash Flow as it was at the time of the transaction. And the payments to
peﬁorm pOOHy DAS total only $4.9 million.

Exhibit 4.7 Cash Flows to the Owners of Dave’s Advisory Services — Down Scenario*

@ Closing Year 1 Year 2 Year 3 Year 4 Year 5 Totals
Retained EBIT — | $ 300,000 | $ 210,000 | $ 129,000 | $ 56,000 —
Cash Consideration $ 900,000 — — — — —
Stock — — — — — | $3,360,000
Total Payments $ 900,000 | $ 300,000 | $ 210,000 | $ 129,000 | $ 56,000 | $3,360,000 | $ 4,955,000

The buyer's outcomes are likewise less favorable. But since it owns a senior position
in the Saleable Cash Flow of DAS, it continues to receive a full $600,000 per year
in every year but the last one. Additionally, because 70% of the purchase price was
paid in stock using a multiple of cash flow that is significantly lower than what BRU
achieves in the public markets, it has a structural cushion in the event that one of its
acquisitions performs poorly.

Exhibit 4.8 BRU'’s Internal Rate of Return on Cash Flow Bought — Down Scenario*

@ Closing Year 1 Year 2 Year 3 Year 4 Year 5 Totals
Cashflow Purchased — | $ 600,000 | $ 600,000 | $ 600,000 | $ 600,000 | $ 590,490
Consideration Paid $ 900,000 — — — — |'$ 3,360,000
Terminal Value of Cash Flow
Purchased @ 14X o _ _ - — | $ 8,266,860
Net Value to Buyer $ (900,000) | $ 600,000 | $ 600,000 | $ 600,000 | $ 600,000 | $ 5,497,350 | $ 6,997,350
IRR 85%

As a result, BRU still achieves an astronomical internal rate of return of 85%. From
an absolute dollars perspective, it captures aimost $7 million or about 59% of the
$11.95 million generated by the transaction.

*Exhibits 4.4 to 4.10 are hypothetical examples and are shown for illustrative purposes only.
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To get another measure of how little risk the financial buyer takes in these
transactions, consider our early example of BRU purchasing 60% of DAS’ Saleable
Cash Flow. Instead this time we will assume that the entire transaction will be done
in stock. Additionally, DAS suffers a 50% drop in profitability in its first year and it
declines an additional 10% per year. As shown in Exhibit 4.9, DAS receives $4.8
million in stock from the transaction. Because of its reduced profitability and BRU's
senior claim on its Saleable Cash Flow, the stock it is paid is the only consideration
that it receives from the transaction.

Exhibit 4.9 Cash Flows to the Owners of Dave’s Advisory Services — Stock Only Transaction*

@ Closing Year 1 Year 2 Year 3 Year 4 Year 5 Totals
Retained EBIT — — — — — —
Cash Consideration — —_ — — — -
Stock — — — — — | $4,800,000
Total Payments — — — — — | $4,800,000 | $ 4,800,000

Clearly a financial buyer would hope to avoid such an outcome from any transaction.
However, as shown in Exhibit 4.10, BRU still generates an infinite retumn from the
transaction. Why? BRU did not risk any capital to buy the cash flow. So long as

the net inflows from the transaction exceed the stock given to DAS, the buyer
receives an infinite return on its capital.

Exhibit 4.10 BRU'’s Internal Rate of Return on Cash Flow Bought — Stock Only Transaction*

@ Closing Year 1 Year 2 Year 3 Year 4 Year 5 Totals
Cashflow Purchased — | $ 500,000 | $ 450,000 | $ 405,000 | $ 364,500 | $ 328,050
Consideration Paid — — — — — —
Terminal Value of Cash Flow
Purchased @ 14X _ _ - - — | $ 4,592,700
Net Value to Buyer — | $ 500,000 | $ 450,000 | $ 405,000 | $ 364,500 | $ 4,920,750 | $ 6,640,250
| IRR | =0 |

Financial buyerg Keep With outcomes like these, it is no wonder why so many organizations currently want
to be financial buyers of advisory firms. They are able to keep most of the absolute
most of the absolute  goliars generated from the transactions, take almost no risk and thus, generate

dollars take ||J[J[|@ riSK extremely high returns on their capital.
and generate high
returns on capital

*Exhibits 4.4 to 4.10 are hypothetical examples and are shown for illustrative purposes only.




Financial buyers view
the culture of advisory
firms as an opportunity
from which they

can profit

Financial buyers try to
anchor sellers on
apbsolute level of
consideration to
distract them from the
true economics of the
transaction

Financial buyer
transactions do

not add value to the
selling entity
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Financial buyers understand the advisory business
owner’s predicament

Financial buyers are optimistic that they can complete many such transactions
because they understand the predicament that many financial advisory business
owners now face. They recognize that there are few (if any) other acquirers for
many advisory firms and that a legacy transaction would not generate a great deal
of consideration for the seller. Financial buyers also understand the pressure

that demographics create for the owners of advisory firms who are considering

a transition.

The buyers also view the culture of industry participants and their commitment to
their clients above all else as an anomaly from which they can benefit. Business
owners who are not focused solely on making money for themselves are compelling
counterparts for any savvy negotiator.

Finally, financial buyers have observed the almost fanatical abhorrence to working
for a bureaucratic organization that many advisory business owners share and hope
to profit from their aversion. The buyers know that a transaction that includes a
promise to leave the seller's business alone can be a very seductive proposition to
these owners.

Negotiating tactics reflect an understanding
of advisory firm owners

The depth of many financial buyers’ understanding of the perspective and
predicament faced by advisory firm owners is reflected in their negotiating tactics.
They typically try to focus most of their discussions with advisory firms on non-
economic issues, emphasizing their understanding of an advisor’s duties to its
clients and their respect for the firm’s culture.

Once the discussions inevitably shift to the economics of a potential transaction,
financial buyers will often rely on three negotiating tactics. First, they will try to get
potential sellers to focus solely on the absolute level of consideration that they
might receive should a transaction go well. The buyer's goal is to anchor the seller’s
expectation on a high enough price so that even if the transaction fails to meet

all of its goals, the seller still believes that it would receive adequate compensation
for its cash flow. As part of this tactic, newer financial buyers will often emphasize
the robust stock price of the handful of some publicly traded roll-up entities and

the potentially high returm available to the seller from accepting stock for Saleable
Cash Flow.

A second negotiating tactic is to appeal to the advisor’s self image by emphasizing
a truism — that the sellers did not get into the financial advisory business in order to
get rich but instead to help people. And that the type of transaction that the buyer is
offering, while providing “fair” consideration, would not be appropriate for an
individual whose “sole obsession in life” is getting rich.
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Competition has
forced financial
buyers in the money
management
business to pay much
higher prices

Financial buyers can
pay much more for
cash flow and still
generate exceptional
returns

Finally, another negotiating tactic employed by financial buyers is to argue that the
importance of “providing clarity to the market,” combined with their personal
commitment to “treating everyone the same in order to be fair,” would make it
unreasonable for the buyer to ask for a non-standard transaction with potentially
higher consideration. Buyers use these tactics to avoid having to make concessions
to one seller that might have to be replicated in the future to other organizations,
regardless of the unique attributes or economics of the seller.

Each dollar for you is one less for me

The overall objective of these negotiating tactics is to avoid discussing the
fundamental reality of all financial buyer transactions: every dollar paid to a seller in
these transactions is one less dollar for the buyer. Since the buyer adds no value,
the potential economics are limited to the seller's future profitability and the price at
which the buyer can monetize its cash flow in the public markets — a finite pool of
money to be divided between the buyer and seller.

All of this said, selling to a financial buyer will often be the best option for the owners
of many advisory businesses. Their organizations, while profitable, are still relatively
small and do not generate a high enough level of Saleable Cash Flow to attract a
strategic acquirer.

It is also important to emphasize that the examples of financial buyer transactions
provided earlier are based solely on current pricing levels. As the market for advisory
firms evolves and becomes more competitive, these prices will become much more
favorable to sellers.

For example, in the money management industry such competition for firms
emerged at one point, leading to transactions where financial buyers were willing to
pay amounts equal to ten times the Saleable Cash Flow purchased from industry
participants. And the entire consideration was paid up front and in cash.

Contrary to their claims, financial buyers can
and will negotiate

Sellers should also recognize that even today financial buyers can and will negotiate.
Their primary business is arbitraging the difference between private and public
market multiples for cash flow — something they can only do if they consummate
transactions. Given the current starting point for negotiating these kinds of
transactions, financial buyers can pay much more for cash flow and still generate
exceptional returns for their investors.

Finally and as we outlined earlier, financial buyers need to continually complete more
transactions. This addiction provides potential sellers with great bargaining power —
provided that they are patient and are not seduced by the buyer's rhetoric. As more
financial buyer entities continue to emerge, the resulting feeding frenzy will only
increase the price that potential sellers will receive for their firms.




Strategic acquirers
almost always pay the
highest consideration

Success in a strategic
acquisition is tied to
the relationship
Detween the seller
and the acquirer's
management
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Strategic acquirers

Some of the industry’s largest participants, however, will have a third option — a sale
to a strategic acquirer. Potential strategic acquirers include banks, insurance
companies and custodians.

There are many reasons why selling to a strategic acquirer could be compelling.
These types of transactions almost always pay the highest risk-adjusted amount of
consideration.

Strategic acquirers are able to pay higher prices because they add value in two
ways to the enterprises that they purchase. One way is by developing internal client
referral networks that refer potential clients to their advisory firm acquisitions and, in
tum, help them grow faster. These buyers typically have several other businesses
that involve relationships with individuals who would be ideal prospective clients for
an advisory firm.

Strategic Acquisition

Merits
1. Highest risk-adjusted consideration
2. Added value to selling enterprise
3. Improved long-term viability of seller

Drawbacks

1. Management of buyer may change

2. Integration between buyer and seller is complex
3. Flexibility is essential for success

Strategic acquirers also add value by providing the infrastructure necessary to allow
an advisory firm to be capable of sustaining a high growth strategy. These types of
buyers have the scale that allows them to use specialists for every administrative and
support function. An advisory firm that sells to a strategic acquirer would be able to
shift much of their non-revenue generating functions (such as compliance, HR,
accounting) to its purchaser, focus all of its energies on growing the business and
effectively evolve the firm into a professional enterprise.

By adding value to the advisory firms that they purchase, strategic acquirers also
help ensure the long-term viability of the acquired organization. While the firm may
have a different name on the door, it will more likely survive the coming changes to
the economics of the industry and retain its clients and employees.

Drawbacks to strategic transactions

There are, however, several drawbacks to strategic transactions. The management
of a strategic buyer will most likely change over time, potentially leading the
organization to de-emphasize the importance of the wealth management business.
And the relationship between the seller and the new management of the acquirer
might not mesh as well as with their predecessors.




m JPMorgan Asset Management | The Continuing Evolution of the Financial Advisory Business

Strategic acquirer
transactions must
oe flexible and
carefully crafted

The potential drawback is that not all strategic transactions acquirers are successful
at adding value to the firms that they buy. Many purchasers do not understand either
the culture or the many nuances of the business of giving non-conflicted advice.

Third, the relationship between an acquirer and the management of an entity that it
purchased — like any other relationship — will not remain static over time. Unless
both parties are committed to building a successful business, this relationship could
quickly sour. And because (as we will outline further below) a significant portion of
the consideration paid as part of a strategic transaction is often tied to the long-term
success of the sold entity, any breakdown in the relationship between a seller and a
strategic acquirer could have adverse conseguences for the owners.

Thus, success in a strategic transaction requires a carefully crafted structure that
both protects the seller (through a combination of operating and employment
agreements) but is also flexible enough to adapt as conditions change over time.
Ideally, both the seller's and buyer’s interests are in alignment and both parties share
significantly in any future success.

Strategic transactions are rare and complicated

Sales to a strategic buyer, however, are both rare and complicated. To date, very few
have been completed and many potential acquirers have yet to enter the market.

Exhibit 4.11 Examples of Advisory Firms Bought by
Strategic Acquirers Since 2000

Compan Parent Compan LAl i (GG
pany pany Acquisition ($M) Date

Hallmark Capital Valley National Bank $ 195 2000

Management, Inc

Creative Financial . .

Group Ltd. Synovus Financial $ 940 2001

Haberer Registered Huntington

Investment Advisor Bancshares Inc $ 500 2002

Sullivan, Bruyette, . .

Speros & Blayney, Inc BMO Financial Group $ 800 2003

Tanager Financial Wachovia Corporation $ 2000 2004

Services, Inc

Mlller/BusseII & Alliance Bank of Arizona $ 700 2004

Associates, Inc

Stavis Margolis

Advisory Services, Inc Compass Bancshares $ 500 2005

Source: Bloomberg; Public Filings; JPMorgan
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view buying an
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Management of
strategic acquirers
must operate within
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Far more strategic transactions are also attempted than are completed because a
strategic acquirer takes a very different view to buying an advisory business than
does a legacy or financial buyer. For example, management's perspectives are only
marginally based on their personal economics. As we discussed earlier, every dollar
that either a financial or legacy buyer pays a seller is one less dollar that they
personally get to keep. The management of strategic acquirers, in contrast, is
spending their shareholders’ money.

Of course, management will closely evaluate any transaction, comparing it to other
similar ones as well as the organization's expected return on its capital. But unlike
financial and legacy buyers, the management team of the strategic acquirer is not
effectively negotiating its own compensation when buying an advisory business.

Further, strategic acquirers by definition add significant value to their acquisitions.
Thus, the overall potential economics from a transaction are much greater than with
financial or legacy buyers. And the resulting larger economic pie allows the buyers to
pay much more and still generate very attractive returns for their shareholders.

Finally, another key part of the perspective of strategic acquirers is that the potential
dollars involved in purchasing advisory firms are relatively small when compared to
the market capitalization of the acquirers. Conseqguently, while they want to pay a fair
price for any acquisition, it is for them a far less traumatic outcome than for legacy or
financial buyers if they subsequently discover that the seller would have been willing
to take a lower price.

Policy issues and not economics often kill potential
strategic transactions

A second difference between the perspectives of strategic buyers and those of
financial and legacy buyers is that while the strategic buyer will often have greater
latitude in what it may pay for an advisory business, the management team of the
acquirer must operate within the confines of its own existing culture and policies.
Large companies operate through broad policies and procedures and are reluctant
to disrupt them (especially for an immaterial acquisition). Thus, many potential
strategic transactions fail to reach completion because the buyer and seller are
unable to reach agreement on non-economic iISsues.

One such example that nearly killed a recent transaction in another industry was that
the owner of the selling enterprise was unwiling to limit himself to the acquirers’
corporate per diem rate whenever he traveled on business. Although the transaction
involved many millions of dollars, the owner believed, on principle, that it was ridiculous
that he be subjected to the same expense limitations as the junior employees of the
acquirer. The owner's reluctance to agree to this term aimost blocked the transaction
because the acquirer's management was reluctant to endure the lengthy and arduous
process that their organization required for exceptions to any operating policy.
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Sellers must
understand which
ISSUESs acquirers have
the flexibility to alter,
and which they do not

Few, if any, advisory
businesses

are material to a
strategic acquirer

Other strategic transactions (also in other industries) have also aimost failed because
of the reluctance of the seller to add the acquirer's name to their business. Such a
disagreement is often extremely problematic for the acquirer because many
organizations’ boards have set blanket policies that its name becomes part of any
acquisition. Unless a potential acquisition is so important to the acquirer that the
board would be willing to waive this requirement, a transaction could not occur.

And these are just a couple of the numerous non-economic obstacles that arise as
part of almost every strategic transaction. The failure of the seller to understand
which issues the acquirer's management has the flexibility to alter and those that
could potentially block a transaction, is a key reason why strategic acquisitions are
rarely consummated.

Strategic acquirers have different goals when acquiring
advisory businesses

A third difference in a strategic acquisition is motivation. Unlike their financial or
legacy counterparts whose primary goal is to buy firms at as low a price as possible,
the key catalyst for strategic acquirers is meeting a strategic goal set by their
boards. The leadership of their organizations decided that it is essential to their long-
term success that they have large, highly profitable wealth management businesses.
The management then typically tried to build its own advisory unit and failed. The
only remaining option for the company is to buy its way into the business.

The biggest challenge strategic acquirers face when embarking on an acquisition
strategy in the financial advisory business is that there are few firms that are material
to the buyers. The term “material” refers to the ability of a potential acquisition to
significantly impact the acquirer’s profitability. Since even most of the largest financial
advisory firms generate less than $3 million of Saleable Cash Flow per year and
typical strategic acquirers currently earn $100 million or more, no single advisory
business is viewed as material.

This lack of materiality is a major problem for strategic acquirers for a couple of
reasons. First, the disruption to the organization from a small transaction is amost as
great as that from a large one. All acquisitions, regardless of size, deflect the
acquirer's attention from other activities and require a great deal of time of its key
employees.

Second, few individuals at strategic acquirers are wiling to advocate a transaction

if the target is not material in size. From their perspective, they incur as much risk to
their careers from small transactions as they do from large ones because they must
risk their reputations with the same key decision makers (i.e., senior management
and board members) in order to consummate them. At the same time, the potential
benefits to companies (and resulting credit for their advocates) from non-material
acquisitions are much smaller than those with larger acquisitions. Thus, the decision
to acquire a non-material company such as a small advisory business has an
unattractive personal risk-retumn profile.




Management of
potential strategic
acquirers do not have
the luxury of not
doing deals

Strategic acquirers
want to buy only firms
with certain attributes
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The management teams at potential strategic acquirers, however, do not have the
luxury of not doing acquisitions if they cannot find any material targets. Because the
organization's leadership has decided that success in the wealth management
business is a critical corporate objective and has charged management with
achieving it, these individuals risk being viewed as failures if they decide not to
consummate any acquisitions. Thus, while there are only a handful of advisory
businesses that a strategic buyer might view as material, it is likely that several of the
largest firms will have an opportunity to participate in such a transaction.

Types of firms that strategic acquirers will want to buy

In addition to overall size and profitability there are five factors that will likely be
key determinants as to which advisory businesses will be the most attractive
to acquirers:

1. Location

First and foremost of these factors is location. Since high quality financial advice is of
a very personal nature and typically best delivered by organizations proximate to the
client, strategic acquirers will look for acquisitions that are located where they already
operate businesses. Acquiring advisory firms in these locations will facilitate both the
larger organization's ability to refer new clients and its ability to unburden its
acquisition of many of its non-revenue generating functions.

2. Relative size within a market

Since most advisory firms are not large enough to be material to a strategic

acquirer — that is, no firms generate sufficient Saleable Free Cash Flow to materially
impact the acquirer's income statement — it typically will seek to purchase one of
the two largest firms within a target market. By doing so it hopes to benefit from the
organization’s brand and existing referral networks in addition to any additional clients
that it might be able to generate from its other businesses.

However, even being the largest firm within a particular market may be insufficient to
draw interest from a potential acquirer. Size within a market for many acquirers is
effectively used as a proxy for having a strong operating business. Should a firm be
completely dependent upon on its owner or if it generates only a de minimus
amount (less than $500,000) of Saleable Free Cash Flow, many potential strategic
acquirers will be reluctant to acquire fit.

3. Quality of client base

Strategic buyers look for advisory businesses that generate high profitability per
client and that are able to capture clients of the type that it believes it will be able to
refer to the organization.

They likewise will scrutinize how dependent a firm’s revenues are on a small
percentage of its clients. Like any other investor, strategic acquirers seek diversified
portfolios and they thus, want the seller to have a diversified portfolio of client
relationships. Many advisory businesses generate significant revenue, but the loss of
only five or six percent of their clients would reduce it by as much as forty percent.
Such organizations are viewed as too risky for most strategic acquirers because of
their reliance on such a small number of relationships.
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Above all else,
strategic acquirers
want to buy strong

operating businesses

Strategic acquirers
will Insist that a
significant portion of
the consideration be
shared with key
employees

4. Owners’ motivations to sell

Strategic buyers recognize the important roles owners play in advisory businesses.
They are only interested in buying firms whose owners are truly motivated to build a
much larger and prosperous enterprise. And they look for sellers who have the
energy and drive necessary to help the resulting enterprise reach its full potential.

Conseqguently, many strategic acquirers will be reluctant to acquire firms with owners
who are already in their 60s. The advanced age of the seller can sometimes create
a perceived risk that he or she may be more motivated to do a transaction to simply
cash out rather than build a much bigger enterprise.

5. Business maturity

While strategic buyers are not necessarily seeking organizations that have reached
the professional enterprise phase, they are reluctant to purchase businesses that are
too owner-centric. Instead strategic buyers seek firms that have multiple professional
employees and, at least to some degree, have institutionalized their client
relationships.

Consequently, strategic buyers will also insist that owners share a significant portion
of the consideration paid for a firm with the company’s key employees over a long
period of time. The buyers are understandably concermed that the owner will cash
out and the remainder of the employees will have little interest in building and
running the business. By broadening the participation in the success of the resulting
enterprise, a strategic acquirer can better align all parties’ interests and increase the
likelihood of long-term success.

Strategic acquirers want to buy strong
operating businesses

These last two factors are particularly important because, above all else, the
management of strategic acquirers is looking to buy strong operating businesses
when considering acquisition targets. Consider the predicament these individuals
find themselves in. They have been forced into taking personal reputational risk by
having to advocate an acquisition that is not material to their organization. They also
know that the success or failure of the acquisition will create varying, non-linear
outcomes for their careers.




Management of
strategic acquirers
effectively bet their
careers with each

acquisition

Strategic acquirers do
not want to run the day
to day operations of
their acquisitions
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Should the acquisition be a great success, the team involved will receive some
credit. However, it will take a fairly long while before the organization can be assured
that an acquisition was successful. At the same time, should an acquisition be a
disaster (particularly within a year or two of consummation of a transaction) they
know that its failure could end their careers at the organization. Conseguently,
strategic acquirers (and the individuals at those organizations responsible for
completing acquisitions) are obsessed with the viability of a potential acquisition.
More than anything else, the management team does not want to be embarrassed.

This focus on buying only strong operating businesses and the current landscape of
the advisory business in many geographic regions are also key reasons why
strategic acquirers will likely be interested in acquiring only one of the two largest
firms in a particular market. The advisory business is very fragmented in general and
even among the large industry participants there are usually only one or two firms
within a local market that are relatively profitable and mature enterprises. The
remaining competitors are typically much less (and many cases only marginally)
profitable companies and far more dependent upon one or two individuals for their
continued existence. Thus, while a strategic acquirer is often willing to consider
buying an advisory firm that would not be material to its profitability, there are often
only a couple of firms in each local market that are sound enough entities for which
the acquirer's management would be willing to risk their careers.

Myth that strategic acquirers want to run their
acquisitions’ businesses

The overwhelming desire of strategic acquirers to only buy strong operating
businesses also means that these buyers have little interest in running them. Instead
of trying to interfere with the day to day operations of their acquisitions, smart
strategic acquirers carefully craft their transaction structures so as to align their
interests with the current management of the advisory firm.

Additionally, most strategic acquirers have already tried to build their own wealth
management units and failed. And they recognize that without the enthusiastic
involvement of an acquisition's management they will fail again. Ironically, this
dependence by strategic acquirers on the management of the companies that they
purchase means that the seller's power in the relationship actually increases in many
ways after a transaction.

Most strategic acquirers will only become involved in the day-to-day operations of an
acquisition if things are going very badly. From the perspective of the acquirer it is a
disaster and they are at this point simply trying to salvage some of their investment.
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Strategic acquirers
want to buy
the largest firms

Potentially 150 to 200 strategic acquisition
targets nationally

Applying these factors (in particular geographic ones) when surveying the current
competitive landscape of the advisory industry as part of our research, it suggests
that there may be as many as many as 150 to 200 advisory firms (of the 1,100 or
so large and high profit mid-sized advisory businesses) that could consummate

a transaction with a strategic acquirer over the next five to seven years. While most
of these organizations would likely come from the ranks of those firms currently

at the top of the pyramid in Exhibit 4.12, geographic factors will also lead to several
strategic acquisitions of organizations that currently have less than $3 million

in revenues.

Exhibit 4.12 Future Structure of the Industry

via Organic
Growth and

Acquisition $5M to $8M
~ 25 16 50 / (59 Firms) \

Scale Competitors

~ 500 Niche/
) $3M to $5M — Specialist
Acqisition (161 Firms) Enterprises
High Profit Mid Sized Firms /

(758 Firms)

Marginal Low Profit Mid Sized Firms and Small Firms
Businesses (18,868 Firms)

Source: JPMorgan/2005 based on information from 2004 Form ADV filings with the Securities and
Exchange Commission, Cerulli 2005
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There is no standard strategic acquisition transaction
structure

Unlike financial buyers that hope to use a simple transaction template for all of their
acquisitions, every strategic transaction has its own unique terms and structure.
And the strategic acquirer’s internal policies and politics are as important factors as
the seller's economics in determining how the deal is crafted.

Of course, strategic acquirers will look closely at the financial condition and
profitability of every advisory firm that they buy. However (as we discussed earlier),
since the strategic acquirer expects to add significant value and expand the
economics of the acquired entity, it has a wide degree of latitude in pricing a
transaction depending upon the assumptions it uses.

For example, one way of determining an appropriate price is to calculate the
discounted cash flow value of an acquisition. The industry standard method for
doing so is shown in the formula below:

Year 1 Saleable Cash Flow / (Discount Rate — Perpetual Growth Rate)
= Discounted Cash Flow

Under this approach, an acquirer will estimate the Saleable Cash Flow that an
acquisition will generate over the first 12 months after consummation of a
transaction. It will then divide that amount by a discount rate (typically 14% to 15%),
less the perpetual growth rate of the acquisition’s cash flow, to calculate the present
value price that it should pay for the seller's business.

As is obvious, this formula provides the buyer with enormous leeway in a couple
of ways when determining an appropriate price for an acquisition. First, the buyer
has to estimate how profitable an acquisition will be during the first year after it is
bought, and only a small change in this estimate can have a significant impact on
the price paid.

More importantly, the strategic acquirer has to estimate a perpetual growth rate
of the acquisition’s profitability. And given that most advisory businesses currently
generate less than $3 million of Saleable Cash Flow, an acquirer can use a fairly
aggressive assumption and still be within the realm of reality.

$1 million Saleable Cash Flow / (15% discount rate — 10.5% perpetual growth rate)
= 2222

For example, an acquirer of an advisory firm with $1 million of Saleable Cash Flow
could assume that its profitability would grow by 10.5% per year for the next thirty
years and the company would still earn less than $20 million per year. If it took that
assumption and used a discount rate of 156%, however, the buyer would pay a
present value price equal to more than 22 times the Saleable Cash Flow of the seller.
While it is remotely likely that any acquirer would pay such a price, it is easy to see
why the pricing of strategic acquisitions can often vary widely.
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Pricing of strategic
acquisitions is
often driven by
NoN-economic
considerations

Strategic acquirers
typically want

to buy only one firm
N each market

Strategic acquirers will also typically adjust what they would be wiling to pay for a
potential acquisition by reviewing comparable transactions in the same industry.
While it is often difficult to compare one strategic acquisition with another given their
varying terms and structure, the use of comparables is designed to provide the
management of the strategic acquirer with a degree of political cover. In other words,
“if one of our competitors is wiling to pay x to acquire companies in this industry,

we will have to pay something close to x if we hope to succeed.” Strategic acquirers
also rely on comparables to help justify to the media the prices they might pay for
acquisitions. Since most strategic acquirers are public entities, an important
consideration is how the investor community will view a transaction.

Along those lines, another key issue that affects the pricing and structure of
acquisitions by strategic acquirers are the expanded disclosure requirements
mandated by the Sarbanes-Oxley Act of 2002. Under this legislation, acquirers must
make greater disclosure of potential liabilities. With acquisitions that have most of the
consideration paid tied to an eam-out such as the purchase of an advisory
business, the need to be able to accurately estimate the potential liability tail to the
acquirer is acute. Consequently, many strategic acquirers will be willing to pay a little
more upfront to buy an advisory business, in exchange for the ability to cap the
amount the buyer would have to potentially pay the seller.

Four additional points

There are four additional points about strategic acquirers that are important for
advisory firms to understand. First, while there will likely be numerous strategic
acquisitions of advisory firms, it is unlikely that the same organization will want to
consummate a strategic acquisition with more than one firm within the same market.
Strategic acquirers are typically seeking to buy advisory businesses that they hope
to build into large organizations through organic growth. While they may elect to
acquire subsequent organizations within a single market, they will likely view such
transactions as financial acquisitions (on terms similar to that of those offered by
financial buyers) that they can fold into their existing strategic acquisition.

Beware of faux strategic acquirers

Second, virtually all buyers like to refer to themselves as strategic acquirers albeit
many are, in reality, financial buyers. Even many organizations such as banks and
insurance companies that could add significant value to their acquisitions are
effectively functioning as financial buyers because of the transaction structures they
are proposing to potential sellers.




Faux strategic
acquirers want

the economic benefits
of owning advisory
firms but are unwilling
to pay for them

Competition over time
will iImprove prices
for advisory firms —
patience should be
part of every seller's
strategy
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There are two key differences between a strategic acquirer and a faux strategic
acquirer — a strategic acquirer that is in effect acting as a financial buyer. The first
difference is that, in addition to adding value to an acquisition, the strategic buyer will
allow the seller to significantly participate in the wealth that is created from the
combination of the seller's organization and the buyer's added value. Strategic
acquisition pricing is thus heavily weighted on the future economics of the seller and
not its current level of Saleable Cash Flow.

The second and more important difference is that financial buyers masquerading as
strategic acquirers will only complete transactions that are significantly accretive to
their organizations. They structure their deals so that regardless of outcomes, their
earnings per share will increase.

More problematically, the stock prices of these faux strategic acquirers are tied to
their other businesses, often banking or insurance, that trade at much lower multiples
than recurring fee businesses. Ironically, a key reason why this kind of buyer is trying
to acquire advisory firms is to improve its stock price. So while it wants the benefit of
a recurring fee business stock multiple, it is unwilling to pay for it.

The market for advisory firms will improve over time

Third, the current scarcity of true strategic buyers of advisory businesses will
not endure indefinitely. There are numerous advisory firms that have extremely
attractive businesses. There also are many large organizations that want to be in
the wealth management business, are trying to build their own advisory units
and are having little success. At some point, these factors will entice strategic
buyers to enter the market.

Further, the returns on capital that financial buyers currently get from transactions are
not sustainable. The opportunity to generate such high levels of return will eventually
lure numerous other financial buyers into the market for advisory firms, triggering
competition that will raise prices significantly. Thus, patience should be an integral
part of every potential seller’s strategy.

Fourth, while at some point over the next few years sellers of the largest advisory
firms will have multiple suitors including strategic acquirers and financial buyers,
even strategic buyers will only pay as little as they believe they have to in order to
consummate a transaction. These types of buyers are not trying to pay the “fairest”
price but rather one that meets their needs and constraints and still completes the
acquisition. Only once these potential buyers recognize that the seller has (and is
seriously) considering other alternatives will they pay a full price for an advisory firm.
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Final thought

While the owners of larger advisory businesses will have many options ranging from
growing their companies, harvesting profits or selling their enterprises, there is no
one correct choice. Each alternative has some attractive features. Every alternative is

also fraught with risk.

At the same time, however, the industry and its economics are not going to

remain static. The forces shaping the industry are going to occur whether individual

industry participants develop a conscious strategy for their company or simply

manage by inertia.

Exhibit 4.13 Overview of Large Firm Strategic Alternatives

Strategy Merits Drawbacks
e Potential highest shareholder value e Complex/difficult to execute

High Growth e Improves long-term viability of company ® Reduces owner near-term remuneration
e Makes entity attractive to strategic acquirer | ¢ Changes culture and owner roles
e Increases near-term owner compensation e Unsustainable

Cash Cow

¢ |Involves little change to organization

e | eaves firm vulnerable to changes

Legacy Transition

¢ Minimal disruption
¢ |Involves little change to organization
e Often only sale option available

e Lowest price

e No value-added

e Precarious negotiations
¢ Does not create a legacy

Financial Buyer

¢ Higher consideration than legacy transition
¢ Minimal change in day to day operations
e Often only sale option available

e Most of economics to buyer

e Seller retains almost all of risk
¢ No value-added

e Enterprise less viable long-term

Strategic Sale

e Most consideration paid
¢ Potential for high value-added
¢ Improves long-term viability of company

e Rare and complicated
e Small number of potential candidates
¢ Does not always succeed
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The industry structure
that is starting

to emerge IS
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Conclusion

The independent advisory industry has quietly
grown into a financial powerhouse over the last
25 years. Driven by an exploding demand for
non-conflicted, competent financial advice and
further fueled in its earlier years by a roaring bull
market, iIndependent advisors today control over
$1 trillion of assets.

In 1999, we argued that despite all the obvious signs of success, the advisory
business was on the precipice of a major evolution. Over the next decade, a
combination of competition for clients and employees and an expanded use of
technology would combine to rationalize the industry, resulting in a structure that

would eventually be similar to that of any other, more mature business.

New industry structure is consistent
with earlier predictions

Although the industry is only five years into its predicted decade-long evolution, the
first signs of a structure similar to the one predicted are starting to emerge. We had
anticipated that within a decade several very large firms would emerge and that
most of the rest of the industry would be made up of either mid-size niche
competitors or small, marginal participants. Today, from the ranks of the industry’s
largest firms, some very large organizations are beginning to appear. At the other
end of the continuum, more than half of the industry’s participants are small

businesses with less than $25 million under management.

Additionally, while there are several thousand mid-sized firms, a closer examination
of their current economics suggests that only a small percentage of them will either
evolve into mid-sized niche competitors or be acquired by larger industry
participants. The rest are businesses that have already been marginalized and have

fairly bleak long-term prospects.
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Much of the industry
will soon be trapped In
a vicious cycle of
addiction to growth

Owners of “‘Have”
advisory businesses
nave many, albert
difficult, choices

This division of the advisory industry into a collection of Haves and Have Nots is the
result of four forces — new entrants to the industry, the repackaging of existing
competitors, technology and the end of a hidden subsidy provided by a decade-
long period of abnormally high returns from the equity markets. While each of these
factors has affected industry participants in varying degrees, it is the last one that
has most obliterated the current and future economics of about 94% of advisory
firms and has consigned their owners to a grim future of having to work harder for
less money, while owning enterprises that have little or no economic value.

More changes are ahead

But the last five years have seen only the first stage in the industry’s evolution; a
series of new forces will further shape and rationalize it. Participants will soon have to
reckon with expectations from key employees for both increased compensation and
equity ownership stakes, as well as significantly higher other operating costs.

Many owners of advisory firms will find that the only means of offsetting the impact
of these three forces is to rapidly grow their revenues by recruiting large numbers of
new clients. The widespread adoption of such a strategy by industry participants,
however, will only further exacerbate the issues that drove these individuals to
accelerate the growth of their businesses in the first place. Much of the industry will
find itself trapped in a vicious cycle, addicted to growth and constantly needing to
attract more and more clients so that they can retain a level of profitability that allows
their owners’ personal economics to remain compelling.

The demand for financial advice is increasing and will increase for the foreseeable
future. However, the insatiable desire for new clients by many industry participants
combined with the thousands of new or re-engineered competitors that are now
pursuing the same individuals will cause the demand for potential clients to greatly
exceed their supply. Reaching this cross-over point will force a much harsher and
vigorous rationalization of the industry and make growth of even greater importance.

At the same time, a larger and more insidious force looms over the industry — old
age. Most owners of larger advisory businesses are in their mid to late 50s and any
potential sale of their firms, involving significant amounts of consideration would likely
have as a requirement that the current ownership remain with the business for five
to seven years. Thus, the industry is at a tipping point as many firm owners must
decide how much longer they want to continue to run their businesses and whether
now is the time to sell.

Only difficult choices for the owners of all advisory firms

The choices available to advisory business owners vary widely. The owners of
advisory businesses in the Have Not category have few if any attractive options.
Their businesses lack the resources to fund their growth and development, and their
operating margins will be slowly strangled as the economics of the industry change.




Current pricing

levels for advisory
businesses are below
thelir intrinsic value
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Owners of these businesses will find that they are making far less than they could as
employees of larger firms and that their firms have little or no economic value as
businesses. Instead, they own books of business for which potential buyers will be
unwilling to pay a material price.

The owners of advisory businesses in the Have category, by contrast, are able to
select from several (albeit difficult) choices. Many will decide to continue to own

and operate their firms as part of a strategy, with the goal of building a large and
prosperous enterprise. Others will sSimply trying to maximize their near-term profitability.

Many owners who opt for the former strategy, however, own enterprises that lack
the sufficient business maturity essential to supporting long-term, high-growth. They
will soon find that they must forego a very large part of their near-term profitability

to finance the evolution of their businesses into professional enterprises in order to
make such a strategy work, On the other hand, owners of advisory firms that elect
to pursue the latter strategy will likely have very high remuneration for the next few
years, but they will have effectively mortgaged their firms’ long-term prospects and
enterprise value.

Many owners of Haves advisory firms will sell

Another group of owners of advisory businesses in the Have category will

choose to sell their companies — in most cases to their employees. Although such
transactions are minimally disruptive to the enterprise, they typically result in
comparatively low risk-adjusted amounts of consideration for the owners and do
not necessarily enhance the company’s competitiveness.

A large number of advisory businesses will also be sold to financial buyers.
Although under current pricing levels the consideration paid is less than the intrinsic
value of their firms, competition over time will make these transactions far more
favorable to sellers.

Regardless of pricing, however, these types of transactions will irevocably alter the
financial incentives in the selling organizations and will leave the selling entities
vulnerable to the changes that will sweep through the industry in the coming years.

A small number of industry participants will have the opportunity to sell to a strategic
acquirer. Such transactions appear to be compelling because they offer both the
opportunity to improve the long-term competitiveness (and thus, viability) of the
selling entity and the potentially greatest risk-adjusted price. But strategic
acquisitions are both rare and complicated and often fail to meet the parties’
expectations due to cultural and other issues.
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Changes predicted in
this study occur in
every industry in a

capitalist system

New industry structure will emerge

The confluence of the forces confronting the industry and the decisions made by
owners of advisory firms will reshape the top of the industry’s structure over the next
five 10 seven years. 25 to 50 very large dominant competitors will emerge. Their
ranks will include advisory firms that have successfully executed a long-term, high-
growth strategy as well as strategic acquirers of advisory firms. These organizations
will have assets in excess of $15 billion and will be very profitable enterprises.

Our current estimate is that 50% to 60% of advisory firm owners will elect to sell their
companies to either strategic acquirers or financial buyers. The 500 or so remaining
firms currently in the Have category will evolve into mid-sized specialty firms. While
they will be much larger than they are today, their primary competitive advantage will
be a specialized expertise in solving the most complicated problems of select
groups of clients.

Final observations

Finally, these types of structural changes occur in every industry in a capitalist
system. Competitive pressures force participants to constantly improve their
products and services and deliver them at lower costs. Scale and/or specialization
are key competitive advantages that participants strive for; those who fail to develop
these attributes are quickly marginalized.

For two decades the advisory business was largely insulated from traditional market
forces by a surging demand for advice and the hidden subsidy of a bull market.
The market correction at the beginning of this decade, along with a flood of new
entrants, has stripped this immunity from the industry. As a result, the advisory
business has embarked on an evolution that will change the economics of all
participants. The forces that have swept through the industry over the last five years
and marginalized most participants will continue and only increase in their power.

Owners of large, profitable advisory businesses have many options to address these
coming changes. However, there is no single right answer. They must determine a
strategy that makes the most sense for their firms and try to successfully execute it.
Failing to do so could prove to be disastrous because the industry and its
economics are not going to remain static. And inertia in a time of great change rarely
produces a good outcome.
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