Widely Forecast UK Recession Is Likely To Reshape M&As
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In the U.K., looming economic uncertainties are expected to play a
significant role in M&A activity at almost all stages of the acquisition life
cycle, from sourcing deals to financing, due diligence, negotiation and
execution.

There are a number of key points to bear in mind:

e Economic strain in the U.K. is expected to lead to the sale of
more stressed and distressed businesses. Some are likely to be :
more attractive to U.S. buyers because of the decline of the Ani Kusheva
pound against the dollar.

e Challenges in obtaining acquisition financing on acceptable
terms seem likely to persist and continue to put a strain on the
M&A market.

e Market uncertainties will focus buyers on thorough due
diligence, although distressed sales sometimes take place on
accelerated timetables.

o Deferred and contingent payment terms are likely to be used _
more frequently to bridge gaps in the parties' estimates of value '
and to address economic unknowns, even though they can be ﬁ\‘
contentious to negotiate. These terms will allow deals to
continue to flow.
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e Governments in the U.K. and elsewhere have demonstrated a clear willingness to
exercise new and enhanced powers to review investments on national security
grounds. As the link between industrial policy and national security deepens, so

will the impact of these regimes.

Sourcing Deals

With the Bank of England predicting that the contraction of the U.K. economy that began
in 2022 will continue into 2024, the M&A market is likely to see a decline in the pipeline

of large strategic acquisitions, most likely because companies are focusing on their
internal challenges rather than exploring acquisitive growth opportunities.

Companies face increased finance costs due to rising interest rates, supply chain
challenges, inflationary pressures, employment-related issues, such as filling job
vacancies and an upward push in remuneration, and currency fluctuations.
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Many companies are also preparing for the downturn and looking to cut costs where
possible to protect profit margins.

While this is a trying period in the U.K., it may create opportunities for U.S. investors to
acquire U.K. businesses, particularly those that have dollar revenue streams but whose
values in dollar terms have been depressed by sterling's fall against the dollar.

Financing Challenges

As a result of higher interest rates, existing financing will become more burdensome and
expensive, decreasing available cash reserves and therefore possibly deterring
companies from exploring acquisitions. In addition, if a company has identified a target,
it may find that the financing available is not viable due to the cost or a tightening of the
covenants required by lenders.

Also, for public companies, shareholders may question the rationale, or at least the
timing, of a deal in the current environment, which could make equity financing difficult.

A further challenge on the buy-side is the increasing scrutiny by financial sponsor
investment committees, where the merits and financing of deals are questioned. That
scrutiny is leading to more involved due diligence processes, as we discuss here.

Some financial sponsors do believe, however, that financing acquisitions will become
easier in the next year or so as public and private credit markets begin to adjust to the
economic environment. As in the U.S., nontraditional financing sources may help
alleviate the problem and provide solutions for some deals.

Although the financing hurdle has been raised, high quality, established targets will
continue to be attractive to strategic acquirers. The acquisition in August of Selfridges
Group by Central Group and Signa Holding illustrated this, even against post-COVID-19
headwinds for high street retail, and the tightened credit market triggered by the war in
Ukraine and the consequential energy shock.

Due Diligence
Stress-Testing a Target's Financials

During the legal and financial diligence phase of acquisitions, there is an increased focus
on stress-testing the target's financials as well as its revenue and contracting model to
ensure the economics of the business are sustainable, and that the target's customer
and supplier bases are robust and diversified.

In addition, buyers will want to understand a target's supply chain exposure. For all of
these reasons, we expect to see a greater focus on undertaking a vigorous diligence
exercise on customer relationships and contracts.

Timing Considerations

In a stressed or distressed M&A process, timing is of the essence, especially as the value
of the business may continue to decrease over time. Notwithstanding that distressed
M&A is typically a buyer's market, the buyer will come under pressure to make decisions
quickly, and there may not be time to conduct in-depth due diligence.

There may also be more limited sell-side marketing information. If, however, the
company is at the less distressed end of the spectrum and not subject to imminent
insolvency, the sale can be conducted like a traditional auction or private bilateral
process where more time is afforded for due diligence.



In any event, the time that is available should be used to examine fundamental areas of
the business, key regulatory risks and tax exposure.

Foreign Investment Screening

Recent years have seen the rapid proliferation of new and enhanced foreign investment
screening regimes across Europe, including the commencement of the U.K. National
Security and Investment Act 2021 a year ago.

In a time-sensitive deal environment, these regimes, in particular when coupled with
more interventionist antitrust authorities, have the potential to affect deal viability
significantly. Not only have we seen a widening scope of mandatory approvals required
before transactions can proceed, but regulators are increasingly willing to intervene in
transactions.

The U.K.'s new regime has generally appeared to act quickly and pragmatically on
transactions that do not raise national security concerns. Its most significant impact has
been in defense and technology investments.

The U.K. government's call-in and order to reverse Nexperia's acquisition of Newport
Wafer Fab in November last year highlighted an ongoing challenge for investors from
certain jurisdictions, such as China, when investing in sensitive sectors like
semiconductors.

On the other hand, the U.K. government's clearance of Cobham Ultra Acquisitions Ltd.'s
acquisition of Ultra Electronics Holdings, a U.K. defense company, in July last year, which
was subject to detailed and extensive conditions, shows that there is a pathway even on
sensitive transactions for certain investors with careful planning and stakeholder
management.

Negotiation Dynamics
A Buyer's Market

During negotiations, we are starting to see a shift in the balance of the bargaining
position from the seller to the buyer, in particular where:

e The sellerisin a stressed or distressed position, or is keen to divest assets in
order to refocus its business; or

e The buyer finds it necessary to require deferred or contingent consideration to
allow post-closing adjustments to the purchase price based on valuation or
market uncertainty.

Pricing Adjustments

Deferred and contingent consideration mechanics are most typically used to incentivize
sellers post-sale. However, now they are increasingly employed to deal with
uncertainties and valuation gaps in the current environment, i.e., caused by country,
sector, inflationary or operating cost risks.

Such mechanics can often be sources of contention during negotiations, as buyer and
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seller will have very different views on the adjustments, typically resulting in prolonged
discussions. Where the target has entered a formal insolvency procedure, these
mechanics are not relevant.

We also expect to see negotiations over transaction documentation stretch out where
parties are sensitive to tailoring the deal to cover a wide range of uncertainties. Parties
will be alert to business risks between signing and completion, and we expect
negotiations around conduct-of-business provisions, which can, for instance, restrict
certain activity or levels of indebtedness, to become critical.

Understanding Where the Value Breaks

In the context of a distressed M&A situation, the list of potential buyers may be more
limited, and the seller's need for liquidity is likely to be the paramount driver in forcing
the sale. Where a business is stressed or distressed, it becomes imperative to
understand where the value breaks — that is, which creditors, and possibly
shareholders, will receive a payout.

The value of the business will typically break in the debt, leaving the shareholders out of
the money. The creditor where the value breaks, also known as the fulcrum creditor, will
usually be the one driving the sale process.

This can create competing interests on the sell side as to how the sale process should be
run, who is running it and who is perceived as the preferred bidder.

Getting the Deal Done

Allocation of risk is the essence of the legal process for any M&A deal. In the current
economic climate, parties are likely to be more risk-averse. Buyers are likely to place
more emphasis on deal protections such as:

e Break fees and cost coverage arrangements;

e Escrow mechanics to ring-fence a portion of the purchase price to cover any
breaches of the warranty and indemnity insurance package; and

¢ Holdbacks for post-close price adjustments.

We expect to continue to see the trend toward the use of buy-side warranty and
indemnity insurance where it can be obtained, giving the buyer a direct claim against the
insurer rather than taking the risk of exposure to the seller.

In a distressed M&A situation, warranty packages may be limited, and indemnity and

other forms of claw back are rarely available. We expect warranty and

indemnity insurance solutions to be available on these types of transactions, including
synthetic arrangements, but with more limited coverage than in a typical buyout deal
and with higher premiums.

This will place more emphasis on the alternative solutions available, including due
diligence, holdbacks and escrows. All these options will need to be considered and
balanced against the overall competitiveness of the deal.



We expect parties to run health checks on deal terms already negotiated for ongoing
deals. Revised modeling for valuation purposes could trigger renegotiation of the price or
require revisions to add more aggressive price adjustment mechanics. Other deal
protection tactics may be introduced in light of increased market uncertainty, while some
deals may be put on hold and others taken off the table entirely.

In Sum

Notwithstanding these obstacles, transactions will continue to get done. In particular,
due to the economic downturn, many companies will be conducting strategic reviews,
potentially leading to divestments and carve-outs that could be snapped up by financial
sponsors.

Meanwhile, startups that are feeling the cash crunch could be forced to sell in a bid to
protect the future of the business. Overall, the private M&A market may suffer less in a
downturn than public M&A, given that private companies are less exposed than public
companies to retail investor market skepticism and have greater access to quick and
nontraditional financing.

While transaction terms are likely to become more complex, deals will continue to flow.
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