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Abstract

This paper studies the role of Private Equity funds in LBO value creation. Our approach
begins with a literature review, addressing how the Private Equity sponsors can intervene in
the management and the financial optimization of their target. Then we propose a quantitative
framework to measure the value creation in a LBO development, for the different
stakeholders. We observe the importance of approaching the value creation through a multi-
criteria analysis, taking into account the temporal aspect and a peers control sample for the
company. We finally apply this framework to the Legrand case study, a French manufacturer
of electrical products, acquired in 2002 by Wendel and KKR. For this case study, we
conclude that value has been created for both the firm, the shareholders and the debtholders,

notably thanks to an active and long-term involvement of the sponsor and the managers.
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Introduction

In the aftermath of the 2007 world financial crigisimerous financial models have
been questionednd criticized about theiopaqueness and resultimxcessive riskaking
specifications Over the last decade, French LBOs have notably been subjeehément
criticism abouthe truepurpose®f theirfinancial engineeringndavalue creatiorthat would
be only dedicated tahe sponsor, at the expense of the company itself aremidoyeesAs
such, theflourishing literature review is in our view divided in two categories: paper
qualitatively studying the drivers of LBO value creatiofsuch as, as a reference, Kaplan
(19892008)) and paperguestioning,often by statistical analysjswhether Private Equity
sponsorsfrom a general point of vievwgontribute or not tvalue creatior{Thesmar (2011))
Our approach will be slightly differenedmittedly, the first purpose of this papes to
invedigate about the drers, explaining how the Private Equity sponscas intervene in
their target andreatevalue.This will bethe point of the first sectioof this paperBut above
all, this paper aims atddressing théhreefollowing issues, in the second sectioi) how to
measureand tohave a comprehensive analysisrafue creatiorior each different stakeholder
of the firm?; (ii)for whom doesa LBO development create value and in which extent?; (iii)
what are the sources of conflict between the different statetsflAfter having proposed a
framework analysis, to approach the value creatiam,will apply thisframework to the
Legrand case study, a French manufacturer of electrical productsyegicin 2002 by
Wendel and KKR, and relisted from 2008his case study approach is in our view crucial to
validate, from a practical point of view, the analysis developed in the first two Aarssich,
we will face interesting practical difficultiesupportingthe fact that measuring the value

creation ina LBO development is not straightforward.

Hence,despite the two first comprehensitheeoreticalsectionsit is important for us
to have also bottorap approachour case study analysis having significantly helped to build

the theoretical frameworinalysis.

Eventually,we choose not taliscussin this paperabout the basic definiti@nand
general presentation of &rBO acquisition and its players. We believe many theoretical

books (and much more didactic) are devoted to this purpose.



Part I. The sources of value creation in LBOs: howan Private Equity funds
intervene in their target to create value?

The first partof this paperaims atidentifying andanalysing from a qualitative point
of view, the main driver®f value creation that can be employed by Private Equity funds in
LBO acquisitions.While the common thinkingwhen speaking aboutBO value creation
comes upwith the classical three lelgeof value creation for the Internal Rate of Retbrn
IRR ([i] pricing multiple, [ii] operational improvement and [iii] use of financial leverage), we
prefer in this part to adoptaplan & StrSmberg value drivers classificatiove will therefore
studythe changes in governange one sideandthe contribution in terms afperationabnd
financial engineering on the other handt enables us to look at the value creation for the
entire firm, and not onljrom the shareholdgpoint of view(whenlooking only at the IRR)
After the analyse ofthose value creation drivers, abeing either financial changes,
governance improvement or operational engineeringyillethen focus on thesources of

potential conflict between the PE fund and its target objectives in terms of value creation.

[.1. The LBO governanceand the" discipline effect of the debt

First of all, an LBOacquisition is always accompanied by a decashange in its
governancestructure.The new installed governance mode is characterized by three drivers: a
significant portion ofdebtput in the capital structure; a management that usually has personal
investment in the company under LBO; andpacific involvement of the P§ponsorin the
day-to-day management of the LBO company.

The significant indebtedness of thBO targetis a first and crucial kegomponenin
the value creatiorKaplan(2008) explains that "leverage creates pressure on managers not to
waste money, because they must makerest and principal payment&/ernimmen authors
speak about a "carrot and sticklipy”, the stick desiging a high debt level that put
bankruptcy pressure on the management, who will try to generate a maximum fddwash
Therefore, analysing the valeeeationin an LBO requiresooking in detail at the casflow
generation of the firm, and the sources of potential changes (improvement of sales, gross
margin, administrative costs, working capital improvemgents

The "carrot"designs a system in which the management has usaalignificant
interestin the sharing of theorofit of the holding companyaligning the interests of the
managers with those of the Rivestors As mentioned by Kaplan (2008)pt only does the

management has "a significant upside, but also a downside", dueetd idividual



investmentin the firm and on top oftraditional stock optiongranted by the companys

such referring to a survey conducted by Accuracy in 2@d8ards French CE€)listed and

nonlisted companies)Peter Harbula (2008) underlines tB88o of the CEOs believe tha?E

sponsorknow better than idustrials how to motivate amdmunerate the manageasmd most
importantly, how to set up an efficient governance system.

The third governance tooused by PE funds isa closeg accompanimenbf the
company in terms of dayto-day managemenfs such, we can distinguish between two §/pe
of behaviouremployed by the fundeither a fund can bdeeply involed in the target
management, or it can choose to Ibes participative and only present digyithe key
transaction phasdentry, exit andkey decisions ibetween for the companygo-investors
will typically that kind ofmanagement posturBe it a light accompanimemhodelor, on the
contrary,a verycloseand dayto-day backing of theompany there is no denying thhe
LBO structure supposea closer involvement by the funoh the target management,
compared with traditional shareholdinghis allowsboth an advisory activity and sirong
surveillance tool fodeeply involved shareholdergducing the usual information asymmetry
The advisorywork of the fund will be further discussed in the operational engineering sub
part of this section(l.3.). Meanwhile, we will keep in mind, for our case study arigly®
look at theway the fund decides to manage its participation, and in particultakeocare
about the weighof the participation in the overall funds portfolio.

Such changes in the governance mode can be viewadasedy to the traditional
agency costissuethat arise from aclassic capital structur&hus,increasing the debt level
and involvingdeeply the shareholders in the management thelpcompanyto reduce the
agency costsfirst, and already discusselietweenthe shareholders and the management
(alignment of interestthanks to bothncentivesand a moreefficient governance togland
second, between the debblders and the managemembdeed, not only are the bank
debtholders novthe owners of the company (as being structurally plesteateholderst the
holding level), buthe high proportion of the debt aride resulting neveovenanstructure of
a LBO lead toa closer monitoring by banké.g. more frequent and accuraggporting,
helping to reduce thagency costs between the thelders and the managemehRbour types
of agency costs are explained Hgrst & Hommelberd2003) the contracting costs (arising
from drawing up the contracts to align interests between shareholders and management), the
monitoring costs (arising from supervising the management of the company by the
shareholders), théonding costs (arising from the efforts made by the management to
convince their shareholders they act in their interd$t® residual losses arethe fourth cost



category.explained byall the otherdecisions taken by the management, not in line with the
interest of the shareholdersBO structure help to reduce the principagent problem
between the shareholdeand the agent. The example taken by the authors mdahag@ment

of thecash flows which has tdewell supervised in LBQssince the fund remuneration only
comes from the casitiow generation of the companilence the managers havehewell
incentivized tanvest in only positive NPV projesand to return the cash in all other cases.

The consequence @luch a new type of governancetli® importah choiceof the
management team, thaot onlyhas to know how to deal with "carrot and stick policy'but
who mustalsobe ableto managehe company, from an operational point of view, must be
cashoriented and finally, that can afford to be individually involved the company
investments and return$here is no denying that a highly motivatechnagement team is
thereforenecessary, but does not seerthat the managemerst necessarily a new onas we
will see in the case stydStill, Acharya and Kehoe (20 reported that one third of the
CEOs in a LBO was rdgced within the first 100 days, and two thirds within-geér period.
As a consequence, in our case study analysis, as padlud creatioranaly®, it will be
primordialto look at the management structure as@volution over the LBO period.

As a conclusion about the governan@due drivers in LBOspne canmention the
importance of the covenastructure, whiclwe consider athe final agreement for the entire
firm governance scheme, aimingradnaging theules between the firrand its stakeholders.
Interestingly, Chen LIU (2013eported that tighter covenants ingedhe firm'svalue The
paper als@xplairs thattherecent por performance observed in LB(since 2007)s partly
the resulof less restrictive covenants, as opposed to rem@nantite structure.

[.2. Operational & financial engineering

We group in this section two other drivarsed by PEponsorsto increase their target
value. While operating engineering refers most specifically to the management of capital
employed (Fixed Assets + WCR), the financial engineergfgrs to theadded vale that a
fund can bring in providing, optimizing and managing the invested capital (improving the
capital structure, providing liquidity, financing or enabling the company to accBsbtand
Equity Capital Markets)

[.2.1. Operational engineering

It is first worth mentioninghatthere has been over the lasb decades huge debate



on the question whether LBO contribute to operating improvement at the firm level. Kaplan
(2008)concludes positively to this questi@howingfor examplethat for LBOsin the 1980s,
ratiosof operating income to sales improved between 10 8f6l Ble also shows thatsh

flow ratios increase by c.40% averagdor LBOs, and overalthereis a significant increase

in the firm value for LBO.For more recent anérenchLBOs, Thesmar (201) concludes
about a significant operating improvemeptoving for French SME LBOs that thégave
experiencedrery strong growth in sales, assets and employment, after the deal, in particular
when they were previously more likely to bedit constrainetd.On the contraryGuo and al
(2007) foundno significant increase in operating improvement, but only an increase in
investor returns, for USPublicto-Private LBO transactions over the 192006 period.
Having a pragmatic and case stapproach in this paper, wdll try to investigate about all

the drivers that help PE funds tocrease the operational performance of their target.
Basically, the operating improvemerns done through: (i) the top line growth; (ii) the
improvement of thecost structure and the margins, that has to translate into cash in the
specific case of a LBO; and (iii) the provement in the managementGdptal Expenditures
(Capex)andWorking Capital Requirements (WCR)

First, thetop lineimprovement can beondictedeither internally or externallylThe
PE fund expertise will beelpful for the company on two key siddgst, the company will
benefit from advicesf the investment teanth@at often includegx-consultants from advisory
firms) to improve its togine, be it internally or externallysecond, growing externally will
be facilitated byboth the extensive network of the PE firmdustrial coverage provided by
the PEsponso), but also easier acces$o financingand liquidity for potential acquisitions
(thanks to the banking connections of the PE firm), @oténtialcombinations with exigtg
companies oftte PE fundportfolio. Indeed the buildip strategyhas beerma recent trend since
2008 in response to reluctarinancial markes, post crisis, andiewed as a new way to
create long-term value, compete with industrishcquirers and combine financial and

industrial expertiseas underlined by Emmanuel Harle (2011).

The interventiorof the fund can also be done via an improvement in the cost structure
be it at the gross margin level, the EBITDA improvement (SG&A, personnel etsisaand
the optimization in taxes and financial interdstpay.Hereas well, it is interesting to nat
that the buildup strategy appears as a good tool ier ¢ost improvement strategy led by the
fund: not only does it enable to gain oaost synergies by combining two participation of the
samePE fund, but you can also increase the negotiation capiabilivith the suppliers, as



mentionedoy Arthur Millard (2014).1t will therefore be important for us to deeply investigate
at which level the fund tries to improve the cost structure of the company underabhBO,
what are the consequences in termwaltie creationfor both the company and the fund.
But, we have to keep in mind that, because the fund is interested in th#osaskransfer
from the target to the holding company, it will only fo@ml prioritize the costuttingsthat
can directly le translated into cadtow generation improvement.

Eventually, the operating improvement malgo be achievedia the improvemenin
the use of capital employed: the Capex expenses and the optimization of the WCR needs.
When evaluating the impact of LB@Gn operating performancd& LBOs for the 198@6
period, Kaplan(198%) founda decreasef 26% in the Capexto-salesratio, during the LBO
period. Indeed,it seems straightforward that the fund wdlcus on reducing useless Capex
expenses, bifirst excluding theCapex of norpositive NPV projects, and second delaying the
Capexneeds after the fund exitate This last point can be the source of potential value
destruction and will be further discussed in the next section. (THe WCR improvemerns
also a standard amgell-known leveragethat funds can use to improve their target operating
performance, and is particularly interesting in a LBO situation, sineniterns directly the
management of casflows. Many levers can beactivated for the WCR improvement:
optimization of reporting systems, improvement iolventory turnover days, account
payables/receivable turnover ratio®t withstanding the fact that banks and PE also provide
tailored financing solutions for the WCR aus (RCF facilities)Again, a buildup strategy
turns also to be a relevaway to improve the WCR needs of the companies under LBO, with
for example theise of castpooling systerg asdescribed by Arthur Millard (2014)

On top of all thepreviousoperational improvemempportunitiesfor the PE fund, we
want to mentionat last an additional leveras muchimportant as than the others, but
undoubtedly far more difficult to capture and analgsea stand alone basithe fund can
significantly hep the companyto enhance its visibility and reputation, towards both its
suppliers, customers and fund providérg€an comes from both the access to the network of
the PEsponsor(be it at a financial or operational netwolkvel), a developedmarketing
strategyor the simplebenefit for the company to be accompanied by a-kedw PE fund
(more credit vis -vis the suppliers othe customers)Although it can be materialized by the
goodwill part when selling the company at the LBO exit, we still thing #ulded value may
be difficult toextractfrom the pricing or negotiation capabilities of the fund at the time of the
exit and the market conditionthat undeniably play a crucial role in the entry/exit prices.



[.2.2. Financial engineering

In this section, welesign by financial engineering, all thessibleleversthe fund can
employat a financial levebnly: the leverage effe¢and resulting tax shield), the access to
financing and liquidiesfor the company, and the optimization of ttepital structurer cost
of capital. On the leverage efte (i.e. benefit from the tax shield} seems largely agreed in
theliteraturethatthetax incentives in LBOs must not be underestimatedtHautthey are not
the strongest driver of LBOs, as argued by Lowenstein (198&plan & Stromberg (2008)
found that the tax shield has decreasé@n comparing the LBOs of the 1980s period with
the more recent osgdue to a decline in leveragsed. Still, they argue it shiouaccount for
a 1020% to the totalfirm value Indeed, Vernimmen authogzecise thaleverage effect
benefits are reduced biye bankruptcy cos{gncreasing with the leveragegnd thereforeéhat
savings from tax gains are not enough to explain the success of TB@&@sfore, both from
the fund and the firm perspective, the use of leverage is at some point threatened by the risk
of bankruptcy Nikoskelainen et Wright (2005) concluttetthe leveage level is not linearly
correlated with the value creatidat the fund lev@| explaining thathe IRR is lowered for
LBOs too much leveredt is therefore of prime importance for tsanalysethe leverage of
the company for our case syydascompared to the industry averagedto measure the
contribution of leverageo the totallRR at the fund level.

More interestinglyand less obvioysthe financial helgbrought by the fund is o
limited to the computation and definitiomf an optimal debt levelthe fund is, first and
foremost, a capital provider aralfinancial advisor.lt helps designing and contribes to
provide oftentailored financing solutions, specifically adapted to LBO needs: RCF facilities
and Capex lines, multranches delst, access to liquiditghroughthe fund bank network,
additional funds to inject during the LBO life (if necessaith an anbitious external growth
strategy for example...As such, Thesmar (2011%tudying a sample of 830 French LBO
deals,concluded that.BOs serve assubstitute for weak capital markétdy alleviaing
capital constraintsn France.We can thereforenotice that the LBO structureenablethe
company to access new and otHgrancing and capitaimarkets, especially where the
traditional financial markets are nefficient, like in Franceover the last couple of years,
noticed by Thesmain our case study analysiswill thus be interesting to look detail at
the financing structure (equity, hybrid andebtrelated products) of the LBQsand to
understand such financial solutions brought by the fundggew of the strategic/operational

needs of the company.
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I.3. Market mispricing, cyclicality and negotiation capabilitie®

The following part deals withanotherprime driver helping the fund to generate
returnsthrough LBO acquisition the gain generatéfrom the acquisitiorat a low price and
the saleat a higher price, independently frahre operational improvement contribution (that
typically also contributeo sell ata higher multiple) and from the contribution of the leverage
effect.In our view,it comes fron distinct drivers: (i) the fund abilities identify mispricing
opportunities and to take advantager on the contraryto suffer from the market
environment and; (i) the negotiation capabilities of the fund to buy low and sell high
(especially if the exit is an IPO @ sale to an industriallOn the specificSBO fgment,
Bonini (2010) and Wang (201®pth come to the conclusion trate of the main driveror
SBOs turns out to be tavourablefinancingand marketonditions i.e.thelow cost of debt,
strong appetitérom the equity capital markeandthe needor the seller to get cadfack As
such, the Legrand case will be a good illustration of that, since the funds managed to buy the
company at a significant discount, following the merger refusal bytraisti authoritiesFrom
a more general point of vieKaplan & StrSmberg (2008) conclude thRE investors are
"taking advantage of market timing (and market mispricing) between debt and equity markets
particularly in the publito-private transactions of the last 15 yearss"part of ttosemarket
mispricing opportunities, wean alsoadd one other LBO driving reasorand explained by
Breaky & Myers (2003) the fact that LBOs can be dinancial reponseto theconglomerate

discouns.

I.4. Potential conflict of interests between the Privat&quity fund and the company
objectives

While the literature iflourishing inexploringthe drivers for value creatipdescribed
previously, it turns out to be more difficult to find the sources for potential conflict of
interests between the fuadidthe LBO targés objective. As part of the analysis of the value
creation (and also destruction), it is important in our view to spend a section identifying and
analysing all thedivergence between the goals of company and the fund. It will help us in
particular to answer the question: for who does a LBO deal create value? The company? The
fund? BothAWe haveidentified 3 categories ofheoreticalpotential conflicts between funds
and LBO targets (i) The leverage effect, boosting the RGEm the ROE, butat the
expense of an increased rigk the company; (ii) The time horizon of the investments that

can besignificantly shorter than the necessary horizon for the firm's strategic degisions
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combined with lhe casklow generation objectivef the PE fund, sometimes in contradiction
with long term objectives of the firn{iii) The agency costs remaining issues

1.4.1. The leverage effa: the fund incentivized forisk shifting?

As already mentioned ia previous section (I.2.), the leverage effiscused byPE
funds toboost their Return On Equity (ROE),the expense of the increadatancial risk of
the companyAs such, the leverage effect formdhows howyou can artificially boost the
ROE throughincreasedfinancial debt,despitea constantReurn on Capital Employed
(ROCE), providing thathe ROCE remains abouw@e cost of debt after taxes:

D
ROE = ROCE +!X((ROCE — I"#$ of I'#$ laft!" I"#$%)

Neverthelesspther key factorshave to be taken into account when considering the
leverage. First, even at the fund level, theneo interesin increasing the leverage too much:
undeniably, the fund also beatise increased risk ofinancial distress induced by more
leverage.The reputatiorof the PE fund is also anothargument, preventing the fund from
adopting a position of to risky shareholderAll the more so thathe fundworks in close
relationship with itsnetworkof baniks for the financing of the deahatwill not accept a too
high leverageThestructure of theshareholder loangrovided by the funds (despite their first
and main objective to allow cash access for the shareholders without having to wait for
dividends)enables to align the interest the shareholders and deblders, and prevent the
funds to take too much rislA key question is thereforeloes the chosen leverageally
maximize the value of the firnby choosing deverage in line witta minimumWACC, oron
the contraryjs the chosetteverage significantly higher thahe optimal one, so that the PE
fund can maximize its ROE, and eventuallylRR? Indeed,it is very difficult to precisely
answer this questionas knowing the optimal WACC level (or equivalently the optimal
indebtedness level) @most impossibleAll the more so that, as we have seen in the previous
section, thevirtue of the debin a LBOdeal is far more than boosting ROE, but has a major
role inbeing a mavation tool andGtickOfor the management of the targstill, in our case
study, it will be interesting to evaluate the leverage of the LBOmpareit to sectorial

benchmark levels, and analytbe IRR part explained by this leverage booster.
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1.4.2. The timing horizon issyeéhe liguidity needs and tlstrongcash flowsocus

Because most of the PE funds have limited investment time hoamnohwith the
LBO investment periods that have become shorter and shottes recent year&lue to more
secondary buputs asexplained byKaplan (2008))usually the funglkeeptheir participation
during athree to five yeargeriod There no denying thathe "strategic horizdnfor a
companydepends on many factorsegtor, maturity of theompany in its sectpstrategy of
the company gelf...), and therefore it is difficult to come up with accurate an@ptimal
timing horizon for the accongmiment of the firm by the fund, which should be done case by
case Meanwhile,recent critics abduPrivate Equityhavearguel thatthe funds aréeingtoo
much focused on short term returns ahduld on the contraryextend their detention period
to a sustained time, adapted to the strategic and long term needsaof#he@s underlined by
Sousa(2010) There are two main reasons explaining whg fundstend to have shoterm
investment periagl their liquidity needstbiey have to return cash to their investors) and their
return that turn out to be bettiEm shortterm deals. As suchloyd (1997 emphasizes that
"on averaged, bugut firms performed bettesver the medium term (up to thrgears), but
over the longer termf@ur to severyears) financial performande worse than the industry
averageO.

In addition to the puréquidity needsat the exit of the investmenhe fundsare also
strongly focused on cash flogeneration byfirm. In many cases, improvinthe casklow
generation of the company can be line with the compary profitability improvement
objectiveand therefore create value footh the fund and the compars.g.improving the
WCR, negotiatingoetterraw-materialconditionswith suppliers, improving the supply chain
with a buildup strategyreducing the fied and administrative costs, etc. Badking only at
the casklow generation level can hamptre longterm company's profitabilityespecially
when you consider theecentshort investment periods of the PE fundlee big threais to
temporary reduce the asset basg.(Capex, R&D WCR), non necessarilycrucial for the
shortterm sustainabilityof the company bustill key for the long-term profitability and
competitivenss of the firm Kaplan (1989 found that the ratio of caslows to sales increase
by c.40%, while the ratio of Capex to saldscline for US public to private deals in the
1980s.0n the contrary, ThesmgR011) statistically proved, on his French LBO sample
(19942004),thatthe underlying asset growth wassitive, equals t@1%.

Eventually althoughit is more related to sodiaalue (rather than purelyinancial
value, we can ask ourselvashether the LBO contribute temployment growth gron the

13



contrary resuls in workforce destructionn the UK,from 1999 to 2004Wright (2007)finds

that LBO experienceemployment growthsimilar vs. industry aveige) but slower wage
growth.In France, over the 1992004 period, ThesmgR011)finds an excess job growth of
roughly 13% for LBO companies vs. peers (both employmentveagk excess growth)
Overall, as concluded by Kapl&StrSmberg (2008)those findings dre not consistent with
concerns over job destruction, but neither are they consistent with the opposite position that
firms owned by private mustry expeenceespecially strong employment growth (except,
perhaps, in Francé).

Be it to address the timing horizon, the cdislw focusor the employment issugeis
will beimportantin our case stud to evaluate the postuyout performancén particular for
the ROCE evolution)so as to assessthe intervention of the PE fund temporary or more

long term oriented.

1.4.3. The emainingagency costs

We havediscussed in the previous sectapout thepositive implication of the delo
reduce the agency cosi. align interests between the shareholders, the managetiseand
debtolders.However, azzmphasized byerst & Hommelberg (2003the MBO (and more
generally the LBO) may result in other agency costs, between employeenaaagders
Surely the managetsave more aligned interests with the shareholders, but the employees
have to be all the more convincéyg the management to worccordingly to the LBO
objective,not an easyhing especially if theylo nothaveany potentialupside (participation

scheme fothe employees) and are not used to work under pressure

As a summary ofhis first sectionwe haveseen the importance of a new governance
mode induced by the high financial leverageerent toLBO structuresthe new debton the
one handand the partipation given to the managemehelping to reduce¢he agency costs
thanks toCa carrot and stick poli€ The operationadnd financial engineeringrought by the
PE sponsorare two other important leveis the value creation of LB§ resulting in the
optimization of the financial management (capitadtructure access to tailored financial
productslandtheimprovement othe profitability of the firmIn thelast subsection we have
also identifiedreasons whybjectives for the PE firm and the company may differst, the
leverageeffectthat can excessively and only serat$oosting the ROEat the expense of a
higherrisk. Second, thelivergencen both the timing horizonandthe cash flow focusthat
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arises betweethe PEfirm andthe company itself. Finallythe risk oftranslaing theagency
coststo employeegnanagersrather than managesfiareholders.

To conclude this partye chooseto reproducéthe results of a studgxtracted from an
article published by Peter Harbula (2008), summarizinglifierentsources of value creation
and theirrank ofimportance folEuropean LBO transactions frod0002008 with aspecific
focus on 2002007 transactionsWe conclude that, verall, the mostimportant drivers
appear to be the free cash fleffect induced by a discipline effect of the debt, the alignment
of interestswith the managers, the uneealuation of the target at the acquisitidateand,to
a slightly lesser extent closer monitoring and the operational improveme@niring the
20052007 period, the drivers seem to move to a better WCR and Capex management, and
favourable market environment, allowing to sell at a higher price atesentually, forlPO
exitsin particular, the vale creation ighen mainlyexplained byan operating improvement

anda successfubuild-up strategy.

Figure 1: Value creation drivers for LBO transactions between 2000 and 2008

Value creation decomposition for > Weak significance . Strong significance
100 transactions (France, UK, B
Germany), initiated by LBO funds Transactions
o y Global sample between 2005 and IPO Control sample
D P b

between 2000 and 2008 2007
Fiscal leverage advantage ‘ ' ‘ ‘
Free-cash flow theory (indebtdness) . ‘ >
Governance structure ‘ ‘ , '
Management participation . , ‘ ’
Relative under-valuation . , ‘ ’
WCR improvement ‘

nc
Investment decrease , . [ ne
Profitability improvement (above
sector) ‘ ) . nc
Competitor acquisitions ' ‘ ‘ nc
M&A market price changes , ‘ , nc
Number of transactions 100 31 29 100
Adjusted R? medium significative medium weak
T (45%) (55%) (45%) (33%)

Source: Peter Harbula (2008)

! Extracted and translated from "Fonds d’investissement : bulle financiére ? Leviers de création de valeur, endettement et
gouvernement d’entreprise”, by Peter Harbula (2008)
|
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As a second conclusion of this first section, and since we can not spend another whole
section reviewing in details those criteria, the following diagram summarizes the key criteria
to assess the quality of a future LBO company. \@eehdecided to structure it into four
different categories: the company itself, the industrial market in which the company evolves,
the governance quality and the influence of other external financial factors. Not exhaustive,
this chart is a summary of &éfent paper of our bibliography, and can be completed on a
caseby-case basis. It will help us in our case study analysis, when assessing about the quality

of our LBO case study

Figure 2: Assessing the candidacy of a LBO company

Strong positioning: High barriers to entry: Industrial risks:

- Niche market? - Threat of substitutes - Regulatory

- Degree of market fragmentation? - Asset-consuming industry / - Reputation /
Room for consolidation (build-up Technology / R&D Consumer risks
strategy) or oligopolistic market - Mature market - Resilient market

. Tax integration
Proven industry- possibility? (Legal aspect

experienced managers of the country)
MARKET

Managers knowing how

to manage cash and

ready to be pressurized by Ex’i s ’".l:;g‘.: 7
JSfund governance and - lq_"l ity of the asset
debt - Exit demand from a

strategic, a secondary
Alignment of interest GOVERNANCE < Is the company agood | > FINANCIAL buyout?
with managers: candidate for a LBO? CONDITIONS

- Participation to benefits

- - Cost of debt / Bank
Alignment of interest appetite / Market appetite
with employees: and volarnility

Undervalued target (e.g.
drop in the market value

- Participation to wv low sell
benefits - .
COMPANY T orthe
Alignment of interest SpOnsor?

with PE sponsor:

- Time horizon Room for improvement? for a Public-to-Private
- Exit of the investment r L \ fransaction)
Business model: Operating profitability: Strong cash-flow generation:
- Proven resilient - Sales growth: build-up strategy? - High cash-conversion ...
business model - Margin improvement: Variable/ - ...To support the debt-
- Revenue Fixed costs reimbursement
diversification - Low Capex needs

Source: own contribution
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Part Il. Measuring the value creation in LBOs for the different stakeholders

In the previous sectigrwe focusedon reviewing the driver sourcesfor LBO value
creation Thefollowing partwill be devoted to set up a measuring toolpioxorderto answer
one of the main issue raised in this paper: how can we measure, and quantify as much as
possible, the value creation in LBO deals for the different stakeholders involved?
Consequently we will divied our analysis into three distinct parts, evaluating the value
creation for the firm on its whole firsthen for the shareholderse. the PE sponsacand will
try at the end to address the measure of value creation at the debg telél. For each
level, we will remind howone cardefinethe financialvalue creation, and which metrics can
be used t@pproachat best the value created for the different parfibe goal is to define a
practicalanalysis frameworkpresent in detail the metritisat will be furtherused in the case

study, their advantages atidhits.

There is no denying that there is no perfect metricaptureaccurately the value
creation.That is why our approachill be, as much as possible, to explore differaetisures
and come up with a mufgriteria analysis, rather thatecting only one way of measuritige

value createdbor aLBO deal

[1.1. The firm
11.1.1. The ptal value creatioat the firm®s levedROCE- WACC

At the entire firm level, the total valugeatedis definedby the spread between the
Return onCapital Employed (ROCEgand the cost of capit@WACC) for the companyBasic
finance rules tell thahefirm only creates value whets return on invested capital is greater
thanits cost of capitaland destroy value otherwisdence such a definition for the value
creation at the company lev&le choose to measure this spreadcbynputing the ROCEnd

the WACCwith:
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NOPAT

ROCE = CapitallEmployed!(Fixed ""#$" | I"# )
!
WACC = looq— ! a1 —8); —
- I . is the cost of equityestimatedwvith the CAPMmodel !, ! 1.1+ !8ln — ), with the

Equity Risk Premium( ! ) calculatedfor our case study as the difference between the
CAC40 return and the riskee raté!¢), since our company is part of this ind@hen is
estimated by the interest raié the French government bondgith a maturity closer to the
duration of thd.BO (5-y bonds will be preferred to 1Y) bond3. A detailed discussion about
the way we try to estimate thein our case studwill be provided in the section I1.4.

-1 4 is the cost of debt and will be takas theeffective netcost of dehtcalculatedfor each
year, expost over the entire LBO perioddnother way of determining the cost of debt; ex
ante,would beto calculate it as the average of cost of debt, resulting from the debt package of
the initial LBO, and accounting for thevolution of the cost of debt over the duration of the
LBO (due to thedebtamortizationand debt restructuringUnfortunately the lack of public
information about this cost of debt prevents us from having su@ppmach, whichwould

be a good way to confront results.

- t is theeffectivetax rateowed by the company each year

- E and D are respectively teeonomic value of equity and of debisually, kecausea LBO

is a privatelyowned company, wareonly able tohave accesw the nominal value of déb
and equity Neverthelesswe will detail in the precise situation ofilocase studyhow to
address this issue, and take into accpuoxy for market values.

In line with our multicriteria analysis,and after having comped the WACC as
explained beforeit will be important neverthelesa our case study analysis tompare the
WACC found with that of the listed peerand if possible, with the WACC computed by

equity brokers for the companyyer a period as long asssible
In our approach, & choose to measure the value creation at the firm level by the

spread ROCBNACC. Actually, when measuring the value created in a company, the

literature often comes up with the EVA (Economic Value Added), with:
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!n#$%
Capital'Employed

I"# 1= (ROI' ' WACC)!Capital Employed and !"#$ =

Evaluating the spread ROGEACC is obviously the same as computing the firmOs
economic profit, by computing the EV#&ye only difference lying in thehoice to multiply or

not by the Capital Employed.

We must remain careful aboutusing the ROCE as tully trustable value creation
indicator: actually, as an accounting indicator, the ROCE can be artifib@tigted First, a
decrease in the Capital Employed wouatéchanicallyresult in an increastr the ROCE,
that is not necessarily synonymlohg-termvalue creationAs such,computing the evolution
of the EVA for the company is a way aoldress this issuSecond, a deease in the tax pdid
or a decrease in D&A would also result in the mechanical increase of the:R@G&n not
deny those twdevers contribute to value creation at the firm level, dutaccurate analysis
requires to look at the pebtuyout performance and see if those two levers are sustainable, i.e.
if the value created is not onliynited at the LBO period.

[1.1.2. The underlying operating improvement for the firm

Computing the RGE B WACC to assess the value creation at the firmOs level is
necessary but not sufficienActually, the improvement of the ROCHEay come from
differentdrivers which needto be analysa (pre-LBO level, during the detention period and
postbuyout performance):

- First, as seen previously, we will particularly pay attention to the evolution of the
Capital EmployedOn the one hand, tHéxed Assets need to be analyseidh the
Capex evolutin (as % of salesinderstanding the Capex policy of the compamst
also be done by looking at tleternal growthf acquisitions made by the company.
Looking at the number of patentas explained bystrSmberg (2008)filed by a
companywould be an additional interesting way of investigating the Capex policy but
IS not necessarily adapted to all of the comgmmnder LBO (especially when
considering that LBO targets are typically casiws in mature marked&ience, not
prone to filemany patens like typical R&D companies)On the other hand, as the

second component of the Fixed Assets, we will monitor the WCR evalution

2 In our case study analysis, we will also take a normative tax rate, so that we can separate the tax effect in the
ROCE.!
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particular, we will lookat the ratios ofdays of turnoverdays of payables and
receivablego see how th&/CR needs of the company amanagednd to evaluate
the sustainability of sictWCR-cuttings.

- Second, on the profitability sidee. looking more ito details at the numerator of the
ROCE,analysing the value creation requiresutwlerstand the evolutiarf the EBIT.
Then, it will be interesting for us teeparate the teline effectfrom the costutting
improvements. On the tdme side, we propose to analyse the revenue growth
(relatively tothe sectqgrover the same peripdand split itbetween interndagrowth
and external growthit allows us to have information abotite degree of buildip
strategy of the LBOIn our view, the cosimprovemenimustalso be split between the
fixed costs and the variable codtiere as well, it will be interesting tompare the
EBITDA margin evolution of the company under LBO withs peers benchmark.
Eventually, within the cosstructure analysisywe will also pay attention to the
employment (number of FTEss % of sales)to evaluate in what extent the cost
cutting does affect the employmertihe total payroll or, on the contrary,tife LBO
fosters employment and wage growthcascludel by Thesmar (201).

Overall, as it will be illustrated in the case studywe candecomposethe ROCE
improvement, between a EBIT effect and a Capital Employed effect, seg¢haty evaluate
the contributions of those two driveBecause the ROCE is a ratio, and we want to measure
the contribution of the numerator on the one hand, and the deaimmion the othenve
propose to use the logarithm function, and decomppas éxplained followedince the LN
function is not linearthere is no denying that such a transformatiolh distort the initial
contributions we want to measure, this simple transformation castill give usa roughidea
of how much the EBIT and the Capital Employed changes contribute relabvesch other
We notice that the Capital Employed contribution is mechanically negative as it represents the
denominator of ta ROCE(in theFigure2, -25% contribution for a total change the ROCE
normalized at 100%)
Figure 3: LN(ROCE) decompositionmethodology

LN(ROCE-initial) -3,00 (76)%

LN(ROCE-final) -1,00

(0) ALN(ROCE) 2,00 100%

(1) EBIT contr. = ALN(EBIT-final / EBIT-initial) 2,50 125,0%

(2) CE contr. = ALN(CE-initial / CE-final) 0,50 25,0% 100%
1*2) 2,00

Check (0) = (1)+(2) Ok

EBIT increase contribution  CE increase contribution Total Change in ROCE

Source: own contribution
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I1.2. The shareholders
11.2.1. The total value creation at thendOs level: ROECOE

From a shareholder @rspective the fund creates value when it®turn oninvested
equityis greater than its cost efjuity, and destroyvalue otherwisel ike we did for the firm,
we chooséhereto measure tspreadn returnby computing the RORle Return onEquity
at the firm level that will be a proxir the return on equity investdry the fund and theke
(Cost of Equity computed with the CAPMdefinedin the previous sectignwith:

"% I"#$%&

III
T I"#$%&

As already mentioned in a previous sectio8.)lit is importantat this pointo remind the
leverage effectormula, showingthe relation between the ROE and the RO&gain,this
formula shows how you candwost the ROE, byncreasng financial debt, despite a constant
Reurn on Capital Employed (ROCE), andnsidering that ROCE > cost of debt:

D
ROE ! ROCE! +E X (ROCE — ""#$ " debt after taxes)

11.2.2. Two additional indicators: the IRR ahshon-Cash multiples

An usual way to assess thattractiveness foan investment opportunity, or the
performance of investmergx-post,for a PE funds by computinghe Internal Rate of Return
(IRR) and theCashon-Cash multiple(C/C). At the opposite of the ROE, which is an
accounting ratio, those two metrics a&ash flowfocused: the IRR is the rate of return that
equals the NP\of the total caslilows (inflows + outflows) to zeroThe C/C multiple, that
does not take into account thme-value of the investment simply evaluates the ratio of total
inflows / outflows, from the fund perspectivieor that reason, the C/C multipteannotbe
retained as an indicator of value creatidime main reasons that exclude the IRR to be
retained asn indicator of value creation, are: ffile IRR may have different values and can
result in conflicting results with the NPV critar (ii) the IRR does not take into account the
cost of capital, and can not compare two projects with different durationdasiiijout not
least, the IRR implicitly assumes a unique discount rate for the project evaluated, which is not

the case for a traditional LBO project: on the contrary, evalyiabch year the spreg®OE
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b COE) allows a time varying discount ratecfnsequentlytime varying WACC, already
discussed in the previous sec)ioNeverthelessasa supplementarycriteriain our analysis,
computing the IRR and the/Cmultiple will be interesting for two reasons:
- Because they are widespread indicatorsumlly advertise by the fund or the bank,
in anyLBO deal. Thereforefinding an IRR significantly higher than tHROCE will
suggestconflicting signalsbetween thecompanyOs value creation and the value
creation at the fund level.
- Secondlyalthough we do not retain the IRR @agrue value creation indicatort is a
good and easy way to analyse detail the casflow generation by the PE fund.
Therefore, the IRR decomposition can be helpfiénunderstanding where the cash

generation comes from.

I1.2.3.Methodologies to decompose the IRR

Digging further into the analysis of the IRR, wieoose two ways of decomposing the IRR
the "traditionalmethod and the "LN method". Both methods will be illustrated in our case

study section.

The "traditional method

This methodology isinspired by the method proposed bingel (2012). We
decomposéhe IRR into3 factors the leverage effecthe Free CashFlow (FCF) effect the
EBITDA enhancemergffect,and theEBITDA multiple effect:

- Leverage effect: it consists in separating the levered IRR and the unlevereasIRR

for any leveraged investment, acding to the following formulaXcharya& Kehoe (200)):

IRR' = IRR" +(IRR" ! r,))" %

- FCFeffect:it is measured by thedding allthe FCFavailable for dividend pagents
and debt reimbursemenh our understanding, theum of theFCF effect and the leverage
effect must be equal to the-salled deleveraging of tH&N method.

- EBITDA effect: it measures the contribution to the IRR, due to the earning
enhancement. It is measured by the change in EBITDA multiplied by the entry EBITDA
multiple. The EBITDA effect can be split into a sales growth effect and a pure margin

enhancement effect (se&l method.
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- Multiple effect: eventually, the multiple effe@xtracts the contribution of the
EBITDA multiple increase (or decrease) in the total IRR. It is measured by the change in

multiple multiplied by the entry EBITDA.

This multiple effect is partly referring to the section 1.3., dealing with the ability of the
fund (or, on the contrary difficultyE) to buy low and sell high its participation: it can be
attributed to the market mispricing capabilities of the fund, favouratgddit and market
conditions (e.g. favourable demand at the exit time) or simply good negotiation capabilities
for the fund. Nevertheless, the multiple effect is not only related to the previous factors,
external to the firm. On the contrary, the fund dalts of selling at a higher multiple than
the entry multiple may be explained by numerous factors, inherent to the firmOs potential,
such as an improved governance at the firm, better growth perspectives for the future, or a
better recognition and reptitan towards suppliers or customers (goodwill that could have
been added by the fund, discussed in our section I). Therefore, in our view, the multiple effect
is kind of a grey matter, encompassing many factors, that can be related to the firmOs growth
perspectives, its reputation and quality of management or other external factors, not
necessarilyelatedto future or past value creation at the firm level. Nevertheless, one factor,
contributing to the change in the multiptean be monitored quite easithe market multiple
evolution In fact, by looking at the competitors of the company, we can analyse the
EV/EBITDA multiple of the sector, and its evolution over our LBO case study. It will then
help us to extract from this multiple grey matter gpecifc factor that can be attributed to

themarket improvement or deterioration.

The "LN method":

Another way to decompose the IRR is proposed by LoosO& his OValue
attributionOmethodologyis not so far fromthe approactwe proposedto decomposehe
ROCE changeand basically consists in splitting the logarithmtloé capital gain between 4
factors: theddeveragng effect (or debtrepayment effect, butalled by Loos @005 the
"leverage effe€j the revenue effect, the margiffect and the mujle effect

- Deleveraging effecimeasured by thillowing ratio:

? Detailed methodology: Loos (2005)
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Capital gain  Cash — exit/Cash — entry
EV —multiple = EV — exit/EV — entry

- Revenueeffect: measured by the following ratio:

Sales ! exit

Sales — entry

- Margin effect: measured by the following ratio:

EBITDA margin — exit
EBITDA margin — entry

- Multiple effect: measured by the following ratio:

EBITDA multiple — exit
EBITDA multiple — entry

The final IRR decomposition consistsdamputing the logarithm of the total (levered) capital
gain and splitting it into the suof the logarithm of théeverage effect, theevenue effect, the
margin effect and the multiple effect.

11.2.3. Digging into the value creation at the fuetkvel: thedriversof the ROEimprovement

Net Profit _ Net Profit _ Revenues Total Assets

"¢ = - = X X -
Equity Revenues  Total Assets Equity

The previous formula (DuPont formula) divides the ROE between 3 different parts,
helping us to understand exactly where the value creation comes from:
- Net profit / Revenues = net profit margin, measuring the operating efficiency.
- Revenues/ Total Assets = total asset turnover, measuring the asset use efficiency.

- Total Assets!/ Equity = equity multiplier, measurinthefinancial leverage.
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Then, we canllustrate the ROE decomposition with the same mets®t inthe ROCE
decomposition, i.e. by relying on the logarithm function for siglyhe changes oéach
component We notice that the leverage effect is expected to hamegativecontribution,
since it measures the deleveraging of the company over the LBO geidifferent from
the leverage contribution we mentezhwhen previously analysing the IRR, thapresents
the part of the IRR, explained by the leverafye.illustraton of this decomposition is given

in the case study of this paper.

I1.3. The debtholders ROD - COD

Evaluating the valuation created at the debt level wiflabenore straightforward than
for the two previous sectionslere as wellthe value creation can loefined at the debt level
by the difference between the retuon the debt and the cost of debprovided by the
financiers of the deal

First, the return on the de(®OD) for the bank is actually equal to the cost of debt for
the companywhich is taken as theffective cost ofgrossdebt,i.e. the financial xpenses of
the company over its gross debt.

Secondthe cost of debt (CODYill be computed as the sum of the Friske rateand
the Credit Default Spread (CDS) of the sectiothe company under LBO.

[1.4. Measuring the risk of the firm

We will end up this section bydiscussing howa evaluate the riskof the target
company Undoubtedly computing the spread (RO@EWVACC) of the companyjo assess its
value creatiorappeardor us to be onlya partial viewof the analysis, since we do not take
into account the additional riskduced by the LBO structur&e proposea threefactor
approachin evaluding the risk of a LBO: (i)the financial leverage (ii) the operating
leverage (iii) the evaluation of the Beta of the company.

The first and direct consequence of a LB@his increasén the financial leverage and
the financial chargesadditional burden.Usual coverageratios to monitor and analys¢he
leverageeffect and sustainability of a LBOn particular scrutinized by Leveraged Finance
departmertt in investmentbanks arethe following ones(i) the Debt / Equity ratio; (iithe
Net Debt / EBITDA multiples (and Senior Debt / EBITDAnultiples; (iii) the (EBITDAD
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Capex) / Cash Interest ratjtv) the DSCR ratio, i.e. the ratio of cash available fordabt

servicebprincipal, interests and lease paymelits measured hy

I 1HS%& () "HSYE !
Debt!Principal!! W'#$%P&H& !"#$" 1"#I%&'(

DSCR =

In our case study analysis, we will trydim outthose ratios as far as possible, when having

sufficient financial data foit.

Nevertheless, analysing the risk of a LB@esnot onlyencompasshe financial risk,
and it appears crucial for us not to forget the operating erg&luation We propose two
simple and traditional ways tmeasure it(i) first, by measuringhe fixed charges over the
total chargeswhich will be an indicator ohow much the breakven point has been
increased; (iiljanotherway of measuring the operational risk is by computing the Degree of
Operating Leverage (DORBrigham (1995))as given below:

I ThI"#$ I" I'#$

DOL =
0 %lc! 1"#$ 1" 1"#$%

It measures theffect of a given change EBIT relatively tothe SaleschangeThe higher the
fixed costs are, the higher the DOL will be and then the riskier the cympk be.

Eventually, to complete owBO targetrisk assessmenive propose to compute both
theunleveredBeta(i.e. asset Beta, or Beta thie companyand the levered Beta (i.e. Beta of
the Equity) The first one can be obtained from tBecondthanks to the following formula
(with the usual notations)

11 Beta!Levered!

Beta Unlevered * * D!
U+ Ykl

The equity Beta will be usetb compute the cost of equity. ks described in the
section Il.1.and thecompanyBeta as itreflects the asset volatilityill be used as one afur
criteria when evaluating the risif the company under LBQJsually, it isinferred from a
pees comparison analysi@verage of quoted peers from which we will extract the unlevered
Beta).
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To conclude this second section, we summarizée following table the framework

developedo measure the value creation for the diffestakeholders of the firm

Figure 4: Measuring the value creatierFramework

Yosa “Aumby /195 12N ‘ALITH
/1G8(T 18)] :230.4902] |DIOUDUL] -
peso-Gmbagy

:28D4242] [pOUDULT o

uoynjoaz J0q -

uoynjoas PCITESTg

SJS02 B]QDLID/ /SISOD POXLY -
:28p4203] ppuoyvazdp .«

SaUoUD.L JuBBffip 2y} JO SIUSLIDIOD.DYD
pup Grimypw ‘Buiord :spopap aamInds 1q2q

SO 40188

oy} Aq poisnipp ‘o1p4 sa4fysY = AOD -
Aunduod

oy Jo asusdxa [prouvuyf aadeflo= qOY -

Aundutod 3y} 40f sysii 42110 ay] Suissassy

uoynjoad Sy o

JuswdAoLdWl YOH -

UOIS.LBAUOD YSDD) ‘D -

sasuadxe (Y + xedv) -
“Aypqoifosd [T S8 4D«

0g7 #sod pup porad

0417 2y1 210 ‘QgT 2.0f6q uoynjonyy -
:Appqouysns auiy o

uoynyoas sSuyv.d 192 aod —aod
108fJo 23D4202T -
UOISIBAUOD YSD?Y) 300D IO -
say1jIqD uoyDYOSoU SPUNY =
1opout NdvD

JUDUUOLIAUD JOYDY w
:poaffe adympy -
uoynqLyuod WS -
108ffa sapg -
:sisdjpun
pjnuuof a3v.iea2 8y -
ppnuiof juogn(g ayy -

:uomisoduo’zp FO¥

JusWBIUDYUD
sSuosy

oy Aq parouwsa ymba fo 150D 40D -
Aunbyg / awodu] 19N = 0¥ -

J0D —d0¥

70 21} P puny 2y} usMIAq SP1Yu0d 243221G0 _

51500 8]GDLIDA "SA ]SOD PoXl,] -
Spuawaaosdun S Y IIgT

(ABayp.ys dn
-pling :UOYNGLUUOD YIMOLS [DUIDIXT -
YADWOUBG L0}IBS/SLD] -

1pout WAV 2y Aq papoutisa D0VM =
padojduig [oudn) / IFAON= 4004 =

Aunduiod 2y 10f sysit pyuajod p (Baiv.us [T

:sisdpup yimous sapg
uoynjoas pafojduy jppdvy - JIOVM — 00"
JuswAoLdust JTgT -
:uoyisodutodap FHOY
uoNa.Lo anpa 2y) ojul U3 _ 7 P2ID2.10 INJDA [DJO] Y] SULINSVIIN _

s.uapjoya.wys Jua.affip ayl 1of uoyva.Ld anjpa ayj SULINSVIT

|| (@nn:d) SYIAATOHTIVHS H SY4dTOH 1L99d ‘

WHIA

Source: own contribution

27



Part Ill. The Legrand case study

The third part of this paper will be devotedworking onthe Legranccase stug and
analysing the value creatiorfor this specificLBO developmentstudying what the maialue
creationdriversare asdiscussedn our firstsectionand applying the quantitative framework
of the secondection to measure the value creation the differentstakeholdersWe decided
to choosedhatspecific case stydfor several reasongirst we wanted t@nalysea majorand
well-known French LBO case stydFurthermoresince the companiyas beenlelisted at the
acquisition and relisted at the exit, the Legraade studyllows usto haveaccess tgublic
information, at the opposite of mampyivate LBO situations that do not displagufficient
financial data foranalysis We neverthelesgegretnot to have enough time to study another
case, in particulaan exampleof a welkknown LBO OfailureO (at the opposite of Legrand),
that couldhave been complementarydar analysisOur approach will beas far as possible,
a comprehensivanalysis of the deatovering the prd&BO assessment, trenalysis of the
mainfinancialevents during the LBO, and thssessmermf the value creationex-postLBO.

We choose t@dopt a question and answer approacly @scticalway to addresghis case

study.

[11.1. Preliminary and pre-LBO analysis
Preliminary question company presentation

Founded inl926and based in Limoge&egrandmanufacturs a wide range of low
voltageelectricalfinal productsand systemsdesigned for homegommercial and industrial
buildings They areusedfor electrical installations and communication netwofksll today,
it is the global market leadeffor switches and socketé&s of 2002, the company mainly
operatedn France and Italy (combined 50% of salbsj is alsopresent in otheEuropean
countries and in the US@tably, with thewWiremold acquisitionn 2000. It employsc.25k
FTEsandMr Franeois Grappotte, CEO since 1983, managdssted since 1970, Legransl
acquiredoy Schneider in 20D Following the refusal of the EC abautch a merget,egrand
is finally taken private by a consortium led by Wendel and KKR, through a LBO devetbpm
between De@002 and May2006, then rdistedin May-2006.
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Figure 5: Legrand sales (!m) and EBIT margin: evolution and breakdown

Sales (!m) and EBIT margin evolution Salesand EBIT geographicalbreakdown
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Source: company information, own research

Legrand's products are distributed through a network of specialized wholesalérg
themselves ta large and fragmented electriciamstomer base, as displayiedhe Figureb:

Figure 6: Distribution network
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Source: Societé Générale and Credit Suisse broker reports (initiation of coverage - Jun-2006)

The market of the company, explicittpmprised by'products and systems for low voltage
electrical installations and data networksis a global estimated size of 50bn!606 market
sharefor Legrand. Legrand is the only global pure play&cusedin low-voltage electrical
equipment. As such, Legrand's competitors are either international large players (that only
have a specific digion devoted to lowoltage electrical equipment), or small local players,
more specializedWhile the first one have financial strength and often strong R&
capabilities, the second ones benefit from a good knowledge of the market and a flexible

organisational structure.
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1. After having conducteda strategic and ashort financial analysis, over the 2002002
period, does Legrand appear to be a good candidate fotBO acquisition?

Strategic analysis

The market of lowvoltage electrical installations bensfirom many advantages, when

considering an LBO acquisition:
- First, it is a mature market with limited endmarket cyclicality resulting inrobust
and predictableecash flowsfor Legrand It is firstly due to thespecific endmarket
demand:a fragmentectustomer base of electricians that often are very loyal to the
brand due to habits and reliabilineasonsFurthermore, the demand is characterized
by "a regular flow of low ticket items"indeedthe lowvoltage electricity installation
costs often represent a very small proportdrihe total building costanda major
part of Legrandevenuesomes from the renovation segment (60% as of 2005), that is
undoubtedlyless sensitive taleflationary economic cycles.This "flow nature of
business'tontributes to make the WCR less fluctuant, which kgy criteria in a LBO
acquisition On top of that, over the 199D00period Legrandhasalways managed
to sustairan historical growth rate of c.5%ncludingannual price increases of2%.
This comes frontow priceedemand elasticityor the electricias, who can easily pass
on price increases to the final customang do not pay as much attention to the price
as to the product reliability, its eagkinstallation or its availability.
- Second,Legrand’'s markehas high barriers to entryall the more so that the
competitive position of Legrand &specific one only global pure player, specialized
in low-voltage electrical equipmenthe most importanbarriers to entryf Legrand's
market and position are: (i) thstrong relationship the companyhas with its
distributorsand electriciansand the resulting brand loyaltyowards products that
have to be reliablesafe(security is a key selection criteria) and easiltallable (ii)
the national regulations, specific to eauntryin which Legrand ismplantedand
that require, for a potential entrant, a demjarket knowledge; (iii) the R&D
capabilities: Legrand historically used to spem significant R&D expensesas
compared to its competitofsee questiot3).
- Third, it is a"globally fragmented and locally concentratedarke; meaning that

on the one handhe local ompetition is often less fiercegn theother, it gives a

* The information provided in this question, as well as for the previous company presentation, largely refers to
two broker reports: Credit Suisse & Société Générale initiation of coverage broker reports (June 2006) |

30



significant scopedr acquisitive growth. Asuch, external growth has beestorically
a clear strategyo sustainLegrand's growthAs such, m 2000, Legrand acquired

Wiremold (US cable manufacturer) fo7@0m$, strongly supporting ite)S growth.

Financial analysis

The main financials of the company are displayed in the Figurke topline growth
over the 19972002 period proves to be sustained and resilient, notably thanks to an
acquisitive growth strategy followed by the comparmggularprice increases (¢:2% p.a.)
Hence, the resulting CAGR over theyar period is above 8%, significantly outperforming
the sectorial nderlying growth rate of ¢.4%. Albugh Legrandusedto beone ofthe most
profitable company in its sector before 2Q0the operating margirhas been strongly
deteriorated notably due tahe Wiremold acquisitionn 2000, whichworsened thegroup
EBITDA and EBIT marginsAs such, at the LBO acquisitipRraneois Grappottéold in an
interview’ that the retirn to a 15% margin level was expectadter having "absorbed" the
acquisition of WiremoldHence, leaving out the negative impact of this acquisition, we can
conclude about thieigh profitability of the company andhost importantly, about its stability.
Likewise, thenormalizedcashflow generation of the company is qudtable, at a histortal
level of c.50%gexcluding the Wiremold impact.

On the investment sidén our view,the needs in terms WCR andFixed Asses
seem to be both significagnas compared to the EBIT generation and to the sectorial
comparison (see questidB). As suchthere is definitely a significant scope for improvement
in theasset turrfor the LBO and, not surprisingly, we wiihd in our cominganalysis that
the WCR and asset turn improvements largely contributed tmpkeating performance
enhancementlthough significant (c.20% of sales),ewalso notice that the WCR need® a
relatively stable and therefore predictaliethe context of an LBO acquisition

As a result of both a deterioratiogerating margin and a poor asset turn manageém
it is not surprising to find a low ROCE, even slightly below the cost of capitalse, over
the 20002002 period, the comparkeeps destroyingalue. Nevertheless, itoes notseem
alarming in our view, sincgi) as explained in the questi@ our ROCE computation, for
accounting reasons, may slightly underestimate the real profitability of the company; (ii) the
ROCE deterioration is the direct consequence of the Wikracquisition, and should be

improved after 2002Again, it gives scope foimprovement during the LBO.

7 Source: Reuters — 12/11/2002 — Legrand organise son avenir avec le consortium Wendel
|
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On the debt sidethe leverage ahgearing levels are reasonable, as of 2002, giving

here as well, a possibility for an LBO acquisition.

Figure 7: PreLBO financialnetwork

Legrand financial analysis 1997-2002A: pre-LBO period

(€ millions) ACTUAL
Normative tax rate =t = 30%| 1997A 1998A 1999A 2000A 2001A 2002A
Revenues 1985 2177 2 300 2800 3096 2970
% growth 9,7% 5,6% 21,7% 10,6% -4,1%
Gross margin 862 972 1035 1260 1346 1320
% margin 43,4% 44,6% 45,0% 45,0% 43,5% 44,4%

> EBITDA 455 500 525 592 583 574

S |% margin 22,9% 23,0% 22,8% 21,1% 18,8% 19,3%

=

<

g D&A (2) 142 149 158 194 235 249

z % margin 7,.2% 6,8% 6,9% 6,9% 7,6% 8,4%

|

<

£ |EBIT(1) 313 351 367 398 348 325
% margin 15,8% 16,1% 16,0% 14,2% 11,2% 10,9%
Capex (3) 151 191 213 234 189 154
% sales 7,6% 8,8% 9,3% 8,4% 6,1% 5,2%
Normative FCF = (1)*(1-t) + (2) - (3) 210 204 202 239 290 323
% Cash conversion 46,2% 40,7% 38,5% 40,3% 49,7% 56,2%

) Fixed Assets (4) -N/A- -N/A- -N/A- 2531 279% 2283

[

E WCR (5) -N/A- -N/A- -N/A- 586 594 558

| % sales 20,9% 19,2% 18,8%

w

>

E= Capital Employed = (4) + (5) -N/A- -N/A- -N/A- 3117 3388 2 841

o |NetFinancial Debt -N/A- -N/A- -N/A- 1531 1392 855

=

:z: Gearing [= Net Debt / Equity] -N/A- -N/A- -N/A- 1,1x 0,8x 0,5x

=

= Leverage [= Net Debt / EBITDA] -N/A- -N/A- -N/A- 2,6x 2,4x 1,5x

= ROCE [= EBIT*(1-t) / Capital Empl.] -N/A- -N/A- -N/A- 8,9% 7.2% 8,0%

& |ROCE - WACC -N/A- -N/A- -N/A- -0,4% -2,1% -1,1%

Source: company information, own research

Risks & Mitigants

The risks of legrand,specifically from aLBO perspective, & more strategic than
financial (considered the high profitability of the company and potential -ttash
generation) The only significant financial rigkwe can noticarethatof currency translation
(hedgedpndprice inflation for raw materials (representing a significant portion of the COGS,
l.e. nearly 30% of sales)Meanwhile, historically, it has not posel a real threat for the

company, whicthasalwaysmanage to pass throgh price increasasnto final customers.
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Strategically the riskare twofold: competitive ancelated tothe high dependence of
Legrand's top lineOn a competitive sideéhere isa risk of growing competition, notably from
large players (Schneider ai@lemens), keeping on gaining market shares on the particular
low-voltage segmentAs opposed temaller players, those players benefitnfr much more
financial capacity, giving them room for external growth amdntualpricing war, therefore
hampering the tofine key advantage of Legranth our view, he risk of substitugemainly
comes from the technologicalthreat for Legrand's productswithout any particular
technological contet Still, it is a longterm market isk, and mitigatedy the high R&D
capabilitiesof the companyFrom a topline perspectivel.egrand turns out to be highly
dependent to France and Itghgspectively31% and 19%as of 200p, and less exposed to
emerging countries than competitqislow 20% compared vs. ¢.30% for Schneidég
opposed to more mature market, emerging countries present higher growth opportunities
(since building constructiorand renovationare mainly driven by GDP growth and
consumption) Relying on mature marketprevens Legrand fromfuelling its growth with
such apotential Last but not least_egrand also largelselies in terms of salego two large
distributors(Sonepar and RexX¢| representing a significant operational riskthe company

in case ofifficulties with those clients.

[11.2. The delisting and the acquisition by Wendel and KKRDec2002)

2. Comment about the SchneiderOs merger failure. Look in detail at the different steps that
led to Oa divorce of a jusharried coupleO. What lessonrcgou draw?

- At the end ofthe year2000, Schneider announces a friendly takeover of Legrand,
followed by a public tender offer in January 2001, gariges.98% of the total capital
of Legrand.At this time, Franeois Grappotte is the CEO of Legrand &fhri
Lachman the CEO of Schneider.

- In November 2001, surprisingly for the two CEOs, the European Commid&sign
Mario Monti) does not approve the merger of Schneider and Legrand, concluding that
the market shares of the combined entity would vary betwi@® and 90% for
certain segments in some countriege surprise of the CEOs comes from tlaeitual
willingness to divest their participations in countries where they would have a clear

dominant position, which they believe would not be the case ofntire &urope, but

% No information for 2002, but accounting for 26% of sales, as of 2005
7 Inspired from the article: “Schneider-Legrand, l'impossible fusion entre ego” (La Tribune, December 2002)
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only for France and Italy. Undoubtedly, they reproach the EC not to have assessed the
competitive position at a whole European level.

In December 2001, they decide to file an appeal to the European Court of Justice
(ECJ) decision which g strongly advocated by Henri Lachman but reslly by
Franeois Grappotte, lao knows that the merger will now never happeniatehds to
pursue the strategy of Legrand on a stalwhe basis, fronthis point. This date
definitely sets ughe beginning ofwo different strategies and points of view between
Legrand and Schneider: the first one wanting to get back its independence; the second,
having acquired Legrand shares (including the control premamagtruggling for the
acceptance of the merger by tBC.

At the same time, responding to the B@o has aske@bout which participation
Schneider would intendo divest(in order to comply with antirust authories),
Schneider comes up with the names of Wiremold, Ortronics and Arnould. Legrand
categoriclly disagrees with such lareakup of the group. It continues to advocate for

a comeback to independence and public listing.

Eventually, as alast major point of contention, Legran@arnsthat Schneideis,
alternatively,exploiing the option of a cession feotential PE funds including one
consortiumled by Carlyle and Permira, with the help of Patrick Puy, the former CEO
of Legrand (1994000). Many PE funds would be interested and are rumoured to
look at the deal forseveral yews. KKR would have been interested ftinree
yearsENevertheless,ugh an exit would mean an eviction for the current management
of Legrand.

On the 2% of October 2002, the ECJ decides that the merger carpmeucted,
despite the EC decision one yeardref Nevertheless, the EC still asks for many
restrictions and disposals in theew entity Schneideidegrand. Legrand asks
Schneider for a return tine 2001 situation, while Schneider refuses to give up the
control of Legrand.

At the end of November 2002, Legrand decides to sue Schragitlee commercial
court finally proving Legrand right about its willingness to Odivos#d®Schneider.

On the 18 of Decenber 2002 the "KKR-Wendel consortiuthacquire ¢.98% of its
capital, finally sold by SchneiderThe remaining shares will be acquired through a
guaranteed share price offer, followed by a squeeteffer. The shares are delisted
onthe 2" of October, 2003.
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On top of theinteresting episodes of thimerger failure case studgonfirming the
importance of the Ohuman equatiomM&A and that longer M&A proces®s are always
riskier, it is worth noticing one crucial point foour case studythe OdivorceO situation
appears to ban ideal situation fothe funds interested by Legrand for many yedmscome
up and buy the assets at a discount piicdeed, the Legrand case study is a good example of
a uy-lowOstrategy thanks notably to an acquisition pritet was significantly lower than
the requred price, for Schneides acquisition, ongear before.As such, pressreleases
reported that Schneider, nearly forced to &l Legrand, had to repartwritedown of
12.7bn and Merger Market reported a 20% discoaoquisitionvs. the trading of Lgrand
shares over the past 10 yearsoking at the EV/EBITDAmultiplesof LegrandOs peers at that

time also confirms thabsence of premiuin the acquisition price:

Figure 8: Acquisition multiples - peers comparison

BITDA ple Dec-2002
Legrand 7,4x
Schneider 4,9x
Siemens 7,3x
ABB 10,4x
General Electric 18,5x
Peers average (excl. GE) 7,5x

Source: company information, own research

3. From the !3.63bn price proposed, compute the EV and detail the acquisition package
(Equity + Debt). In particular, whatare the leverage and the debt structure? On the equity
side, what is the amount invested by the Wendel consortium (i.end&le- KKR + minority
investors)?

The acquisition price for 98.1% of the equity was set3630m, which is tantamount to
a!3,700mvaluefor 100% of the equityWe present below the detailed financial structure for

the acquisitia, in aSources and Uses table:
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Figure 9: LBO acquisition: Sources & Uses table

Sources & Uses table

EBITDA2002 = 574
Sources of Fund Uses of Fund

(€m) Value % x EBITDA (€m) Value

Term Loan A 700 16% 1,2x

Term Loan B 566 13% 1,0x Equity Value (100%) 3700

Term Loan C 566 13% 1,0x Debt to refinance 530

Total Senior Debt 1832 42% 3,2x Fees 113
Implied fees % (as % of Total EV) 2,7%

Vendor loan 150 0,3x Enterprise Value 4230

Mezzanine Facility 600 14% 1,0x

Total Acquisition Debt 2 582 59% 4,5x

Total Equity 1761 41% 3,1x

-o/w Wendel 659 37%

-o/w KKR 659 37%

-o/w West LB 200 1% % of Total Equity

-o/w HSBC 115 7%

-o/w GS Cap 100 6%

-o/w Legrand founders 29 2%

TotalSources [ ] 100%  76x  Totaluses [

RCF facility 250 0,4x

Capex facility 100 0,2x

Total Debt (Holding + Op.) 3 082 5,4x

Source: press releases, own research

- The total implied EV is equal to !4,230m representing.4x EBITDAe From a
consolidated point of view, this EV is financed through a totél g%61m Equity and
12,469m of debt (Senior + Subordinated), such as presémttbe@ FigurelO. The ttal
leverage is therefor&5x, with a senior leverage equal3@x.

Figure 10: Consolidated Balance Sheet and Leverage at acquisition

Equity Value = 1761
Enterprise Value = 4230 Debt = 2469
= 7.4x EBITDA = 4.5x EBITDA

(Senior leverage = 3.2x EBITDA)

Source: press releases, own research

- The shareholding structure is led by the two major funds: Wendel and KKR, that have
invested each a total of !1659m in this LB@&ach fund holds thereforea 37%
participation in the holding company. In addition to that, thesothain minority
shareholders are WestLB, HSBC andld@nan Sachs Captal Partners We can
eventually notice that the participation proposed/required for the founders and the
management of Legrand is nearly !30m, giving them a 2% control in the company.
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4. Quastequity financinginstruments: detail and commergboutthe Mezzanine debt and
the Vendor loan.

- Mezzaninefacility (1600m): actually, this subordinated loan was a bridge facility that

wasrefinanced 3 months after the acquisition, by the issuahétgh Yield Bonds
(HYB). Issuedat the beginning of February, those nbands havea maturity of 10
years, a pricing guidance of 10% ($ denominated tranche) and 10.5% (! denominated
tranche) and a highly speculative rating: B+ forPS&nd B1 for MoodyOFhose
HYB are subordinated to the existent senior debt.

- Vendor loan (!150m)as explainedby Pindur (2007), vendor loarsn be considered

as quasequity productssuch as HYB discussed previously. They are provided by the
vendor (n our caseby Schneider) and usually work likeditional earrout schems:

the repayment of the loan is conditional to the achievement of a predetermined
performance level (e.g. EBITDA threshold). Thaiow to align interests between the
seller and th buyerand to reduce the information asymmetry between those two
parties. Hence, it magnable the seller to negotiate a higher price, by taking part to the

financing of the deal.

[11.3. The overall value creation during the LBO period (20032006)

5. Detail the WACC estimation for each year of the LBO period.

1/ Risk-free rateand Equity Risk Premium

- As explained in the second part, the +igde rate is estimated with they5French
government bondn our view, exante, a 1§/ government bond would be too long
for an usual LBAnvestmentand we can not be sure that the fuodsld have, as of
their entry in De€2002, anticipated an actual 10 year duration period for the Legrand
investment. Nevertheless, because of the adtedbhg-term engagement of the two
funds, we chose to add to the-$ government bond interest rate an arbitrary spread of
15bps (as of comparison, the average spread betweeryaath@ 5y government bond
over the 2002014 period was ¢.30bps). Anyway]essing 10y or 5y government
bond interest rates denot change our result significantly.
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- Because oflifficulties to find accurate data on forward Equity Risk Prem{ERP) it
has been taken at 6% for each year of the LBO pefisguch, weprefer toresortto

asensitivity tablgcf. Figure1l), instead of guessing any tirvarying ERP.

2/ Beta computatioflevered and unlevered)

- For the years 2003006, i.e. during th@onlisted LBO period, we imp} the equity
beta from (i) a sectorial unlevered beta of 0:80considered fixed for this-gear
period (ii) a 3,700m! estimatednarketcaptalization (price paid at acquisition); and
(iii) the effective tax rate of the corresponding y&ae formula linkingthe unlevered
and leveredbeta is given in the second section of this paper.

- For the years after (20a814), we estimate a statistical equity bbteapplying the
CAPM formula, i.e. calculating the betam the following ratio:

ﬁ _ COVARIANCE'Ty43%s g )
equity —* HE%8 (rey )

where recranpand Erp are respectively the daily return on the stock of our company,
and the effectiv&RP, i.e. the actual excessturns of the CAC40 indeover the risk

free rate (chosen as theySgovernment bond interest rateJrhen, we imply the
unlevered beta from this equity beta for the years 2W8!. It allows us to compare
the resulting asset betas (or unlevered betas) for the year2@0D06withthe 0.80
assumption taken for the period before, and to adjust it necéssary

3/ Effective tax rate and market capitalization :

- We remind that the tax rate used in the WACC formula is the effective tax rate, and
not anormalizedor theoreticalbne.
- Eventually, to account for accurate ratios D/(D+E) and E/(D+E) in the weights of the

WACC formula, we chose to take a market value for the equity over the Z013

8 We actually started with a 0.85 value for the sectorial beta (Source: brokers’ reports). Our resulting average
for the sectorial betas calculated over the 2006-2014 period turned out to be 0.73, with no special pattern over
the period. We therefore lowered the initial 0.85 beta to 0.80 for the first years, accounting for an additional
operational risk, due to the LBO period

? Initially given on an annual basis, the interest rates of the government bonds are pre-transformed on a daily
basis, with the usual compounding formula, so that they can be compared to the CAC40 daily returns.
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period: there is no issue for the 200614 period, since the compaisylisted over this
period. Before, we choose to take the pemeity investment of the consortium (equal

to 3,700m!), as a proxy of the market capitalization. On the debt side, having no more
accurate data, wakethe accounting value of the financial dédnd of the year)

In the Figurell, we can have a brief look at the WACC evolution overybarsand,
most importantly, be cautious about its sensitivity (onlytloe average over the period)
hence, it can be now easily determined that the average WACC is, with a high confidence
interval, located betweehl1% and 87% (corresponding to the extreme boundaries of the two
uncertain inputsin our view: thechosen sectorial arnleveragedeta anl the Market Risk
Premium). Doing the same analysis for the COE leads emnfidence interval ofd.8%-
8.5%]. Such a sensitivity analysis crucial for the next questions, to assess in which extent

our value creation meassrean besensitive to ouchosemssumptions.

Figure 11: WACC estimation and sensitivigf WACC & COE

WACC evolution Sensitivity analysis: WACC and COE
14.0° LBO acquisition ro WACC sensitivity (average over the period 2003-2013)
T X Unlevered Beta (sectorial or asset Beta)
. 7,9% 0,70 0,75 0,80 0,85 0,90
12,0 5,0% 71% 7% 72% 7,2% 7,3%
) Market 5,5% 74% 7 5% T 75% 7,6%: 7,6%
00T X % > Risk 6,0% 77%  78% 7.9% 79%:  80%
X Premium 6,5% 80%:  81% 82% 83%  83%
8,0% < X X X 7,0% 8.4% 8.4% 8.5% 8,6% 8,7%
X
6,0° X X XK Cost of equity sensitivity (average over the period 2003-2013)
Unlevered Beta (sectorial or asset Beta)
4.0% 7,6% 0,70 0,75 0,80 0,85 0,90
50%]  68%  68%  68%  68%  68%
2.0% Market 5,5% 7,2%: 7.2% 7.2% 7,2%: 7.2%
Risk 6,0% 7,6%: 7.6% 7.6% 7,6%: 7,6%
0.0% Premium 6,5% 81%:  81% 81% 8,1%: 8,1%
T2000A  2002A  2004A 2006 20084 2010A  2012A  2014A 7.0% 8,5% 8,5% 8,5% 8,5% 8,5%

Source: company information, own research

6. Value creation for the firm: ompute the ROCE and the WACC over the LB@riod. In
the ROCE improvementwhat are the Capital Employed contribution andhe EBIT
improvement contribution?

Having estimated the WACC in the way described beforeyawewantto monitor the
spread ROCBNVACC, measuring the value creation at the flawvel. Since the ROCE is an
accounting indicator, it cabe misleading andesuls in estimations subject to accounting
classification For this reason, we choose to do three distinct ROCE estimations:

1/ The effective ROCEderived from the ratioof the EBIT (nonretreated multiplied

by the effective tax rajeover theCapital Employed.The Capital Employedis esimated by
the invested capital, equal to them of theNet Debt and the shareholder's equity.
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2/ The normative ROCHonly, the normative tasate changes.
3/ The normative ROCE:it includes tle normative tax rate, and is also derived from a

'normative Capital Employed' aggregat&cludng the intangble assetre-evaluation due to
the LBO acquisition &ndstrongly increasing thEixed Assetdrom 2002 to 2003)

As displayed in the Figur&2, the difference in estimation betweehet effective
ROCE and the normati?&®OCE is significant (+6% on averag®)eanwhile, in our view, it
is more important to look at the evolution of the ROCE, duttregLBO, more tharrying to
comeup with an exactccuratevalue. We notice thathis evolution is similar: for both
spreads the company keeps destroying value over the 200@ (or 2006) period,;
afterwards, the sprea@OCEWACC keeps on increasingVe can thereforanterestingly
concludethat,not onlydid the LBO contributeto create valuat the firmlevel, butit wasalso

doneover the long term, even after the IPO of the company.

Figure 12: ROCE- WACC evolution

Effective ROCE- WACC Normativé ROCE - WACC

LBO acquisition | IPO

Source: company information, own research

In the ROCE improvement, we can distinguistweentwo contributiors: the EBIT
improvement and the Capital Employed increase (mechanically deteriotagn®OCE
ratio). Not surprisingly,the EBIT increasemore thancompensatthe Capital Employed
increase (otherwise, we would not have any ROCE enhanceriset). more, sing the
LN(ROCE) method to decompose the ROCE (as presented in the sectiont ltu8ns out
that the ROCE enhancementover the 2004013 period,is largely due to the EBIT
enhancement, more than a real assetdptimization In the followingof this case study, we
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will further investigate this EBIT improvement, breaking the contribution between the sales

andthecost evolution.

Figure 13: NormativeROCE decomposition

LN(ROCE) change (2004.3A) CE (Im) and EBIT*(1-t) margin (normalized tax rate)
LBO acquisition, IPO
4500 16,0°
4000 14,0°
| 3500 12.0°
(76)" 3 000 10.0°
2500 8.0
uu 2000 '
6,0%
1 500 :
1 000 400
EBIT increase CE increase Total Change in 500 2,00
contribution contribution ROCE
).0°
PO P NP S P N P
L T E S S S e e Y
Source: company information, own research Capital Employed =% after tax normalized EBIT margin

7. Value creation for the shareholders: compute the ROE and the COE over the LBO
period. By using the DuPont formula and the leverage formula, decompose the.ROE

In the same way wenonitored the value creation for thenfi we canmonitor the
guantity ROE-COE over the years of the LBO. For more clarity, we have excluded the first
year of the LBQ(2003, for which the acounting ROE is equal t@3%,due toa -125.8m!
oneoff item strondy deteriorating the Net Income (inventory-eealuation, after the
acquisition with no cash impagtThe average spread over the 2M.3 period i$.6%. We
notice that, thanks to the leverage effect, the ROE is on average 4.5% ab®@Gke
(c.30% of leverage contribution, as percentage of the total ROE, over the @D®seriod).

Figure 14: ROE- COE evolution

1PO
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Source: company information, own research
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Decomposg the ROE with the DuPont formuldlows us tdfurther analyse the ROE
changeand extractthe three componentsthe operating efficiency, the asseteuand the
leverage contributionWe conclude that the operating efficiency has been the main dfiver
the ROEimprovement, whichargely outcompensatethe deleveragig of the company over
the years.

Figure 15: ROE decomposition

LN(ROE) change (200413A)

Operating efficiency Asset use contribution Leverage contribution Total Change in ROE
contribution

ROE DuPont formula decompositiarROE = Financial leverage x Operating efficiency x Asset use efficiency

12.0 LBO acquisition 1PO
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Financial leverage [= Assets/Equity| Operating efficiency [= Nlrevenues] == Assct use efficiency [= Revenues/Assets|

Source: company information, own research

8. Estimate the spread between the ROD and@@D

We recall that the RODs calculatedby the effective annual cost of grosdebt for
Legrand(i.e. financial expenses / gross debt, for each yamad)the COD igstimated in our
model by theés-y Credit Default Spread (CDSpf Schneideradded to the French government
bond interest rateséme tengr This maturity matches the two credijreement (2004 and

2006) averagematurity of 5 yeas. There may be a slight darestimation of the real cost of
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debt, since other tranches of debt have higher maturities for the Legrand case study.
Furthermore, we clase to focus otthe SchneidelCDS spread, rather than on the whole peers
samplesinceSchneider ishe closest competitor and thely French companiyn our sample.
Neverthelesswe alsohave monitored Siemens CD&nd found that CDS values between
Siemens and Schneideerevery close over the 2062014 period.Therefore, the choice of
Schneider in th€DS is not restrictive at all and remains, in our view the most appropriate for
the study of LegrandOs COD.

Figure 16: ROD - COD evolution

2003A 2004A 2005A 2006A 2007A 2008A 2009A 2010A 2011TA 2012A 20134 2014A

Source: company information, own research

Despite our graph presenting avolution year per year, we think it is difficult to
come up with anyreciseconclusionon the evolution year after year, since viet rabt study
the LBO debt amortization: for example, one year can be strongly affected by a large chunk
of debt reimbursement, resulting in a strong decrease in the financial net debt, or equivalently
a strongincrease in the RODbut without being related witAny dange in the risk of the
company.

It is neverthelesgteresting to notice thahé spreadkeepsalwayspositive over the
2003-2014 periodandrelatively constant between-8%. The progressive spread reduction
between 2006 and 2008 is both due tarameasing CODcertainly explained by the credit
crisis of 2007, and on the Legrand side, the decrease in R@Dablyfollowing the IPO
(and therefore a lower cost of delbta lesgisky company).

43



[11.4. Digging into the value creation drivers

In the following questions, we try to analyse the evolution of the operating metrics as
far as possible, especially as compared to the peers benchmark and over the pre and post
LBO periods, so that we can be able to have a control sample (peers) and get rid of the
intrinsic characteristics of the company, not due to the LBO development. The peers included
in our control sample are Schneider, Siemens, ABB and General Electric'’ (Schneider being

by far the closest competitor of Legrand).

A boosted togine during the LBO, thanks to a continuing buildip strateqy

9. Comment on the sales evolution over the LBO period and compare it with pegtsact
the external growth contribution, by listing the number of acquisitions of Legrand.
Comment.

Prior to digying into the Legrandspecific case study, undeastling the importance of
salesgrowth at the company requires to discuss about the key determinant in terms of
profitability for Legrand's business, that turns out édte size of the market shakes sud,
in France and ltaly, where Legrarths dominant market shareshe company enjoys
operating margins above 20%, whereas it only has single digit margins in the US and in the
rest of Europe.

Over the 20022013 period, Legrand hdsiown a sustained sadegrowth, with an
overall growth of c.5%The pees comparison turns out to be difficult, sinteere is darge
heterogeneity amongst the different competitditse peers averagéelped by SchneiderOs
revenue growth over this peridad,around 4.4%, sug@gting that.egrand has not significantly
outperformed its competitorsNevertheless, e of the main LBOinitiatives is the
acceleration of the growtle it organic, or via external acquisitioisrst, organically, the
new organisatiorbrought by the.BO clearly aims at focusing on(i) a renewed marketing
strategy (with much more employees devoted to front office positidins new product
launches (athe result oimaintained high levels of R&D expenssge questiot3); and (iii)
the expansion o emerging markets (through both an increasing ptgenof sales and
moreheadcounts located developing countries)

" Large international competitors, selected as per broker reports. Some smaller companies are closer
competitors in terms of business model, size, geography and margins but we choose to work with a sample of
large companies not to lack financial data. Schneider is the closest competitor of Legrand.
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Figure 17: 20032013Growth rate benchmaffor Legrand

Legrand 4,9%
Schneider 10,3%
Siemens 0,5%
ABB 4,0%
GE 2,6%
Peers average 4,4%

Source: company information, own research

The striking thing with thesales growth of Legrandluring its LBO developmernis
the keycontribution ofexternal growthOver the cumulative 2083013 period we find a
60% externalcontribution, even ifear after year, the contribution is indeed much lowat
still significant At the IPO, brokers report that the historical external growth contribution for
the grouphas beeraround 50%, confirming that acquisitions are a key component in the
groupOs top line strategys such,counting all the major acquisitions over the 2013
period?, we find a total of 30 acquisitions, over 20@813 (no acquisition during the 2001
2003 period), for a total amount ofibn!. It is nevertheless difficult to conclude that the
LBO developmentriggered this buileup strategy, since it hagén historicallya traditional
way of expansion for tncompany. Neverthelesse believethat such a buildip strategyhas
stronglybeenhelped by the LBQlevelopmentfirst, thanks to the liquidity provided by the
bank(and the IPO, from 2006¥kecond, because the PE sponsor actually helped Legrand to
boost its gross margin and maintain its EBITDA margin, while continuing to inteoftzde
companies. Historically, for Legrand, the build strategy used to be detrimtal to the
margin improverant (as proved by the Wiremold acquisition).

From a strategic point of viewhe externalgrowth in the lowvoltage equipment
sectoris justified by several factordinked to the high barriers to entry tife market As
already mentioned, those factors are the nature of the customer base (electricians often
committed, even stuck, to specific brands / products) and the brand loyalipptintance of
product security and the required national regulatiGisthermorethe fragmentedylobal
market structurébrokers estimate that, as of 2005, half of the market was made up of small
and mid size companies) fosténe model of acquisitive growtimaking it much easier than

in amoreconsolidated market.

" Source : Merger Market
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Figure 18: Legrand's external growth contribution
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Cost structure analysis

10. Analyse the improvemenn the gross margin andn the EBITDA margin. Compare it
with the sectorial benchmark. Comment about the cost structure evolution, explaining the
EBITDA margin improvement.

The EBITDA margin improvement during LegrandOs LB@irst and foremostdue
to astrongimprovementn its gross marginAs such, the gross marggoes from 43.2% in
2003 to 51.6% in 2013, and consequently, the EBITDA margin increases from 14.8% to
22.8% during the same perio8ls for comparisonpver the same period, the sectorial gross
margin decreasis -0.8% (vs. +8.5% increase for Legrand) and the EBITDA margin increase
is +2.3% (vs. +8.0% for Legrandyor both margins, thacreasehas beemrmore important
over the private LBO period, but waksolargelypursued after the listing of the company

Figure 19: Gross margin and EBITDA margievolution and benchmark

Gross margin EBITDA margin

LBO acquisition | IPO LBO acquisition | IPO

0%

50% \A/V-A 25%

W — 20%
—cgrand

30% w=Schneider

Siemens
20% ABB 10%
—L
10% 5
o [}
T AT AT AT e AT 2T o™ A T AT A
\s}- @\ \\(‘; & \\& & & \\( & \\9 ‘\Q- N 0 \\N \\\’:‘ \\-\ o \._’,\ > \'..5 \\\--‘ ;',.\ Q.-,'v‘ o \\\7.‘ \\,\ \,\\ \-‘\ \5,\
B A AR A AR A A AR P S A AT A A A A Y A et A A
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Analysing the cosstructure in theFigure 20, we can conclude that the LBO
development helped to stronglycrease the gross margin, more than the EBITDA margin
(actually turned back at its level before 2088explained and expected by M@rappotté.

The gross margin improvement, significant from 2003, adl has been pursuedtil
the year 2010can beexplained bytwo drivers.From 2003, Legrand decided to implement a
centralised purchasing structure, consisting in purchasing for all theodsisf the group and
trying to maximize the purchases of rawterals in lowcost countries. We believe that i
was also conducted in line with théuild-up strategyof the company, thatontributed to
reduce and amortize the unitary variable costs (better negotiation capabilities for tfa firm
examplg. Furthermorea bulk of the manufacturing capabilities bietfirm was movedo
low-cost regionsgart of theheadcounts located in emerging countimeseased fron33% to
47% over the 20032005period, explainingalso gains in the gross margin.

On theSG&A expense side, a change in the accounting formats between thB@re
period and afterwardmakescomparisons difficult.Still, from 2003, the SG&A expenses
seem to havdeen improvedafter the LBO acquisition leaving out the 2009 year (in our
view, direct consequence of the crisis on Legrand cost structbnest, Legrand launched in
2001 organisatioal and operational initiatives, includingstructuring plangnd, amongst
other things, plant rationalisation and specialisation (16 plants closteeen 2001 and
2009. It was partly mitigated, at least at the early LBO stadpysthe restructuring charges,
capitalised in the SG&A costs and linkiedearly retirement schemasdplant rationalisation
or specalisation.As such, the Figur20 analyses the ewvalion in the restructuring charges, as
percentage of sales, revealing, unsurprisingly, higher restructuring charge develg the
private LBO period (2002005}

Figure 20: Cost structure restructuring charges evolution

Cost structure Restructuring charges

w—SGAA (incl. D&A) as % of sales *Variable costs as % of sales

Source: company information, own research
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11. Looking at the FTEs evolution, can we conclude about an increase in the employment
or, on the contrary, job destruction?

Overall the number of employees incresagmm 2004to 2013 from c¢.25,300 to
¢.33,300.From this pint of view, the LBO acquisitiomasnot directly resutd in absolute
job destruction for LegrandBut it is unsurprisingafter theconclusions previously drawn
aboutthe build-up strategylooking at the relative FTE number (as % of sales) is in our view
much more relevantwe noticethen a significant and progressive reduction (fr@%% to
7.5%) over the LBO periodVe can therefore conclude titae LBO developmenhas been
accompaniedy job cost cutting In fact, as mentionedhe organisational and operational
initiatives, launched in 200by Legrand and the LBO initiativesexplicitly included
restructuring plansas well as plant rationalisation and specialisatiboreover the company
alsoopted for headcounts delocalisation, towards emerging countries (from 33% to 47% over
the 20032005 period).

Figure 21: FTE analysis
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Cashflow prioritization?

12. Overall, what can you say about the evolution of the operatoagh flows the cash
flows from investing activities andhe Free Cash Flovg (FCF)?

Overall, it is difficult to extract a pattern orng particular evolution for the FCF
analysisOver the years, as presented inFigure22, the FCF areathervolatile: admittedly,
on the one hand, the operating céisiv conversion (i.e. measured psrcentagef EBIT) is
relatively constantyarying around 90% and 120% between the y&ag as displayed in the

graph, thecash flowsfrom investing activities do not seem to have bggecificallyreduced

12 No accurate figure before 2004
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over the LBO developmenActually, the investingash flowsturn outto be the source of
volatility for the whole casHlow generationHence, we can conclude thatver the LBO

period the PE sponsor, while maintaining a strong operating-tashgenerationdid not
specifically aim at reducing the cabw needs for the investing activities (which is indeed
consistent with thacquisitive growttstrategy led by the companys for a comparison with
LegrandOs competitors, because usual very volatile FCF conversion, it is, here as well very

difficult to compare the situation between Legrand and its sectemahionark.

Figure 22: Cashflow analysis
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13. Evaluate the CapitaExpenditure policy of the company during the LBO period and
compareit with peers.What about the R&D policy of the company?

As compared to its peers, ti@apital Expendituré® policy of Legrand is clearly
distinguishable, as displayed in tRégure 23. The preLBO level (above 5%), above the
sectorial averagehas beerloweredwith the LBO development to 2% level (then below
Legrand peers averagdjence, it appears quite clear that thapital Expenses have been
closely monitoredvith the LBO.But, as seen in the previous question, we insist on the fact
that it does not mean that cash flows from investing actii@ils® including investments in
acquiredentities- consolidated and neconsolidateylhave been reduced in the same way (
the corrary turned out to be very volatile, in line with the dilp strategy of the firjn As a
direct consequencendheFixed Assetside, the assetrn improvemenhas beerconducted

5 Measured by (Capital Expenditures — Net Asset Disposals)
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througha significant tangible asset reduction (from a 33% level to al&é@ét, as percentage
of sales, over the 2063013 period).

Figure 23: Capital expendituiereductionvs. sustained R&D investments

Capital expenditures (% of sales) R&D expenses (% of sales)

LBO acquisition |, IPO N LBO acquisition , IPO

Source: company information, own research

Interestingly, the analysis of the R&ExpensegFigure 23) shows that Legrad has
not relied on R&D expemssaving to generatdigher cash flows during its LBO period.
Actually, in this sectorthe R&D capabilitiesuse toplay a key rolewhen defendng the
companyOs market shéead consequently the company's jtadfility). Historically, Legrand
has always kept maintaining a high R&D ratimmpared to its competitors. During its LBO
period,it haseven slightly increased its R&D expenses (from 4.4%.836) in line with a

strategyfocusedon maintaining a strong market share.

14. Same question fothe Working Capital Requirements

Our WCR analysis will besplit in two analysis, driven bytwo different WCR
definitions The first one is th@peratingWCR, simply defined by theperatingaggregate

(inventories + accounts receivabf2accounts payabled}. enablego do a peers comparison
analysis. Secondly, wemonitor thetotal cashWCR, also includingother current non

operatingneeds to approachat best the managemeantd the optimizatiorof the total cash
WCR during the LBO period.

Operating WCR

As for the Capex management, the WCR expenses, over the LBO period of L.egrand
has been closely monitored and the reduction in WCR, compared to LegrandOs sectorial
benchmark is clearlgifferentiable.Hence, from 2003 to 2013, the WCR has been reduced
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from ¢.23% to c¢.14%n total opposition with the sectorial trend (increase of%I®er the
same period). It is additionally interesting to notice that the WCR reduction is not limited to
the LBO period but has continued after the IPO, quite significantly (from 19.5% to 14.0%
over the 2006013 period)Digging into the compnents of lhe operating WCR reveals that
the Working Capital optimization mainly comes fran improvement in the receivables
managementalthough we can also notice improvements in the managieof payables and

inventories through streamline inventory managememtexample

Figure 24: Operating Working Capital improvement
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Total CashWCR
During the LBO period, the total WClkas beemeducedrom ¢.19% to ¢.12%, minly
due to the improvemern the operating WCR. At the IPO time, the managenmatitates

that a sustainable ratio would be around 14%. Unexpectedly but interestinglgan notice
that the total WCRkeepson being reduced, even after the |R@d not turned back to the
14% indicated levellt supports that, as opposed to wtret marketcould believe athe IPO
time, after theprivate LBO development, Legrand actualhad further scope fomorking
capitalimprovementHaving no reahindsight since the definitive exit of Wend20D13) it is
difficult to conclude aboueither the fact that the-8% WCR level is a sustainabtme for
the companyin the future or the longterm accompaniment of the two funbasactively
contributed tamaintain this level.
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Figure 25: Total Working Capital evolution
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[11.5. Analysis of the risk of the company

15. Following the ramework proposed in theecond sectioncomment on theevoluion of
the risk of the company.

In line with therisk analysiframework proposed in the sectidrdl of this paper, we
can have a few comments on the risk evolution of the company. In our view, to have an
accurate approach about the risk, it is important to separate the operational risk from the
financial risk.Then, boking at the leveraged and unleveraged beta can be vieartasf a
synthesis, since the spread between thebstass essentially due to the financial leverage of
the company (ctbeta formula in the section 11.4).

Before going into the details of the analysis, neeall thatthe beta comput@an has
been done as described in detail in the queStiéior the financial leverage analysis, we were
not able to compute the DSCR, sirtbe lack of nformation available on thdetaileddebt
package over the LBO yealOn the operational leverage sjave calculated the DOL, which
unfortunately turned out to be erratic, thus without providing any interesting inforntation
the operational leveragd-ortunately, the other indicatorend the sectorial comparison
displayedin the Figure26 are informatve enough to give us@nclusiveidea about the risk
evolutionof the company
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Figure 26: Risk of the company
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We can first notice that both the operational risk and the financial risk have been
increased during the LBO period. First, concerning the financial riskhtbeindicators all
show thevery high risk put on the compg at the entry of the fund$of 2003: Net Debt /
EBITDA ratio of nearly 10x and (EBITDAD Capex) / Debt interests ratio of 1.0x), and the
decreasing risk over th@rivateLBO period, i.e. until 2006, followed by second significant
decrease afterwardse. once the companyas listed. The sectorial comparisgNet Debt /
EBITDA) emphasizeagain a very high risk at the LBO entry, and a progressive convergence
towards the same ratio in 2014s a conclusion, from a financial point of view, if we can not
deny the high risk undertaken by the company at the entry of the iLBQyorth underlying
the progressive deleveraging and tfinancial risk decreasing afterwarda,successful debt

re-imbursement and capital structure change (notably thanks to the IPO).

More interestingly, théfixed costs / variable co$tadicator significantly remains
above the sectorial average over the 20034 periodput with a slight and parallel decline

" The graph displayed in this paper include the D&A in the fixed costs. Results would be the same without
including them.
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for both the sectorial average and the Legrand specific indicator. We can therefore conclude
that the LBOdevelopmentontributed, on top of increasing the financial riskjnduce a
considerableadditional operationalrisk, which has not faded out after tHisting of the
company.More precisely as previouslyanalysedin the cost structure analysis, such an
evolution is due to a gross margin increase (grost¥y between the preBO period and the
201114 period) much Ilgher than the EBITDA margin (€2%for the samenterval).

The last graphlisplays the statistical levered (computeain equity returnsbeta and
the corresponding unlevered beta. Therefore the delta betwetmotihetas, fading out over
the years, is mainly due to the decrease in fthencial leverag®. For crosschecking
purposes (cf. details about our computation of the bepasstion % it is reassuring to
conclude about the overalbnstancyof the asset beta (comprised between 0.7 and 0.8 over
the years)The equity beta is muahore volatile over the years due to a varying leverage.

Overall, we can conclude that both the financial and the operationahaisk been
significantly increased under the LBO developmeint.egrand Interestingly,the change in
the cost structure explaining tloperational risk tureiout to be permanerfimaintained after
the IPO)and mainly explained bg stronger improvement in the gross margin than in the
EBITDA margin Over the20032014 period, the spread withet sector is higher than 100%
underlying a drastidifferencein the cost management of Legrand, as compared to its
sectorial peerOn the contrarythe financial riskyeachim its highest levelat the acquisition
time in 2002, has been carefully managéeérwardsandprogressivelyreduced through both
debt reduction and EBITDA improvement.

[11.6. The IPO and the progressive exit by the consortium

16. Describe the IPO in detalil.

As done for the LBO acquisition table, we propose a Sources & Uses table to
summarize the main points of the IPO, presemt¢le Figure27:

5 For homogeneity with other questions, we took the effective tax rate. Results are not changed with a normative
tax rate.
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Figure 27: IPO: Sources & Uses table

IPO main characteristics Value Comments

Price range = -[17€;19.75€]-

Price - public (€) 19,75

Price - employees (€) 15,80

Nominal value: existing shares 4,00

Existing shares 189 837 725

New shares issued 43 689 298 30x initial offer

Reserved shares issued 33 862 914

Employees res. shares issued 2 303 439 subscription of 42% (€m) Value

Overallotment option 6 553 395

Total number of shares " 86 409 046 Shareholder loans re-imb. - New and employees shares 504
Shareholder loans re-imb. - Reserved shares - GP Fin NS 669

Capital increase (€m) 1532 Bridge loan re-imbursement - 2006 refinancing 340

- New shares 863 Financial + administrative fees 36

- New reserved shares 669 New funds available for the company (18)

- Employees 36

- Greenshoe 129

Source: company information, press releases, own research

The capital issuess composéd of threemain pillars:

1/ 43 689 298 new shares issued (OActions BltesO), finally amounting 863m!

of capital raised(@19.75!"). Those sharesvere available through both a public
offering (minimum of 10%) and a private placemeint. a placement reserved to
institutional shareholder@naximum of 90%). This new share issue could have been

extendedy 15%, withanextension clause, whiakias finally not exercised.

2/ 33 862 914 new shares reser{@dctions Nouvelles RZservZewA}P Financisre
New Sub. This holding compary owned by the Consortium antketproceedsf this
capital issue (669m! @19.75) are specifically dedicated to partly reimirse the
shareholder loans (represented by subordinbtetls and amounting to 1,335m!,
excluding accrued interests, riglefore the IPO). The remaining part of the
shareholder loans reimbursememas done by the 2006 new refinancing, for an
amount of 178n!, and a portion renbursed by the new shares and shares reserved to

the employees (502m!)
3/ 2 303 439 new shares reserved to employees (OActions Nouvelles RZservZes aux

SalariZsP An initial total amount of 5 537 975 sharbas beerproposed to the
employees Therefore the subscriptiofinally amouned to 42% of the total shares
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available to emipyees.For this specific tranche, the issuareasdone with a 20%
discount compared to the public 19.75! share price issuance, i.e. 8t.15.8

On top ofthatinitially expected issuance, an overallotment ophias been exercisgd
to stabilize the price rise (and good demand by the mam@tesponding td 553 395
shares, i.e. an additional amount of 129/dtually, 7 536 404 shardsave beemvailable for
the so-called Greenshoe option, i.e. exactly 15% of the total shares to be issued to the public
(excluding the shares reservieémployees and GP Financiere NS). Hence, nearly 87% of the

stabilization Greenshoe meashas beemxercised.

Overall, it is interesting to notice in the OUsesO column of the table, that the issuance
totally dlocated to debteimbursement. It is not really surprising, if we remind that the IPO
exit for an LBO(on the contrary of a Publio-Private operation) can be viewed aswatch
from debt to equity for a constant capital structé® such, a press release from Les Ethos
mentioned at the time, that c.400m! of the capital issuancetwdse allocated fodebt
reimbursementlin our casewe estimated thatearly 1,200m! of the total capital raisegre
actuallyallocated to the rambursement of the shareholder loanhjle 340m! were allocated
to the bridge loarreimbursement (as part of the 2006 refiring package).The total
financing and administrative fees of 36tindicated in the table is an estimate, confiogn
different press releaseddence, the totality of the funds raisedserve at the debt

reimbursemet giving as a result a much more flexible capital structure for the company.

Each share issued, independently of its beneficiany tie same nominal value (4!)
andwas attributed 1 voting righfThe prospectualso mentionedhat all the sharegsould be
attributed a double voting right, conditional to a period of detention of at least 2 A&ars.
its relisting,it actuallyallowed Wendel and KKR tdenefit from a double voting rights, and
hence being majority shareholdeuntii March 2011, dgste a progressive capital
disengagement (see questi®) concerning the progressive exit of the two funds).

Last but not least, another crucial poiatcompanying the capital issue: the
shareholding agreement between KKR and Wendel. On toprafliional lockup period of

16 Les Echos, Legrand fait un retour en fanfare sur le marché boursier (07/04/06)
17 As for comparison, before the operation, the IPO prospectus estimated a total amount of ¢.40m€ for the total
advisory and financing fees.
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180 days that wasgeeed by both the company and #ey majority shareholderghe two
funds (KKR + Wendel)acting in concert, alsagree not to sell any shamithin a period of
18 months.

The followingtwo chars summaize the repartitionof the shares (existing shares and
new issued ones) artke capital structure (same as the voting rigiegsartitior) of Legrand,
right after the IPO

Figure 28: Shares breakdown and capital structure, after the IPO

Capital structure Shares breakdown

W Existing shares
B \Vendel
. ®Ncew shares
BKKR
®Rest of the
consortium
B Public tloat

@ New reserved shares

O Employees reserved shares

O Managers

8 Overallotment option
(Greenshoe)

OEmployees

Source: company information, own research

17. Wasthe IPO a success? Why?

Despite the nomxerciseof the extension clause, we cemncludethat thelPO wasa
success overall, fawo mainreasons: (i) first, the offerhas beeroversubscribed 30xand
finally launchedat the uppetimit of the price range, i.e. 19.75!; (ii) secqrttie share price
increase of the first few dayss resulteth the activation othe Grenshoe option, so that the
bankshavebeenable to stabilize the share price.

Such a success for an IPO can be attribtdetifferent factors, both linked to Legrand
specific case and favourable market conditions: (i) the antouiné¢ raisedor the IPOwas
quite limited as compared to the total EV of the company;a(ithis time,the financial
market conditionswvere very favourable andhe company certainly decided to seize this
issuarce window; (iii) the experimented and wkhown management contribaté reassure
the marketdor the IPO; (iv)the debt rambursement purpose of thieO alsocontributel to

reassure the market, knowitigat it would give enough financial flexibility for the firm to
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expand in the futurgv) by signing a 18 months shareholdegyeement, Wendel and KKR
proved to act in concert and with a long term viéw the companygertainlygiving a clear

view to the markets on the governance strategy for the company in the years to come (on top
of the proven quality of the management already mentioned).

Thanks to the deleveraging, the IPO also resulted inpheade of the delvating by
both MoodyOs and S&P: BB+ from BB®r S&P and Bal from Baa3 for MoodyOs, thus
helping the company toome bak to an investment igde level, after its LBO development

period.

18 Assumingthe Consortium (Wendel + KKR + all the minority shareholders present at
the LBO acquisition in 2002would have sold all otheir shares at the IPCexit, at the
actual IPO price (19.75), calculate the corresponding IRR, and decompose it (multiple
effect, earnings enhancement, leverage effect).

Before answering tis question, we precise dh such a scenario is undoubtedly
unrealistic, as the complete exit of the consortiatmthe IPO time, would have been
interpreted by the markets as a strong negative signal,certainly notesultingin the
success weresentedn the previous qustion (especially not the saneguity valuation).
Neverthelesscomputing a fictive IRR irthis question allowus to estimatea fictive gain for
the sponsor within a.3 year period, and decompose it between the different drivers, to study
the value creation fahis period.The effectiveand actuallyrealizedIRR will be computed in

thequeston 2 for Wendel.

At the IPO date (i.e. as of M&006), wefind that the IRR is 42% and th@&/C
multiple is 3.1x Those values are computigdm an entry investment of 1,761m! (total pure
equity value at entry for the consortium), amdhgpothetic exit value of 5,447m!, exactly
equal to the implied market capitalisation, as a direct result of the IPO (number of shares
multiplied by theprice of share for each type of shaif)the entry, the total net debt used for
the EV computation igqual to the consolidated debt at the LBO entry (holding + operating
debt). At the exit, the net debt is around 2hinformationtakenfrom the IPO prospectus
indicatingwhat would be the net debt, right after the IPO.
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The IRR (42%) and the/C multiple (3.1x) turnout to behigh values for an usual
LBO. Indeed, the short detention period is one of the main explanation fatnighdRR.

Furthermore, the IPO exit, chosen by the fund, also expdaigh valuation at the exit.

More interestingt, we can decompe the IRR, as presented in the second section of
this papertwo methodsaredisplayed, thétraditional' one and théLN method, as per Loos
(2009 method LetOs recall that, in the LN method, thecalted @eleveraging effectO
actually encompass both the leverage contribution to the IRR, and the pure deleveraging
effect, i.e. the gain from theashflow generation, helping to reduce the dediio in the EV,
between the entry and the LBO esitence, it includes both the OLeage effectO and the
OFCF effectO, used in the traditional metfias.therefore not surprising that tsam of the
leverage effect and the FCF effect (traditional method, i.e. 81% = 52%) is quasi equal
to theODeleveraging effectO of the LN mett&@o). In the same way, the smlled OMargin
effectO contribution in the traditional method can be syilita sales growth effect and a

margin improvement effect, done in the second method.

Figure 29: IRR decomposition: De2002- Mar-2006

Traditional method

16%
36%
Leverage eftect - FCF effect - contribution EBITDA effect- Multiple effect - IRR - Normalized to
contribution contribution contribution 100%
LN method
EBITDA effect 100%
Leverage effect + Al 34%
FCF effect 5%
A |
50%
LN(Deleveraging effect) LN{Sales effect) LN{Margin effect) LN(Multple effect) LN(Levered Capital

Gain)

Source: company information, own research
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Overall, it is interesting to notice théte major effect is the pure leverage effect
(37%). It is not surprising when looking at the high cost of debt (9% over the period
concerned) and average high indebtedness (quasi 50% / 50% average Debt / Equity ratio).
Then comes the high contribution thfe multiple effect (33%34%), discusged in the nex
paragraphinterestingly the FCF effect and the margin effect contribution are also significant
(both equal to c.15%)As previously seen in theashflow analysis, wedo come to the
conclusion that the PE sponduoas not triedo focus onlyon the casfilow generation of
Legrand(but on the contrary, accordadarge part of the available cafdbws to acquisitions
and sustained R&D investment leyelSevertheless, as seen in the introduction, Legnaxl
originally a higlly generative casflow company (making it a good LBO candidatahd
without particularlyimproving its castlow generation, we can conclude that the PE sponsor
benefited from thid=CF effect, to boost its IRRThe earnings enhancemeatcounting for
c.15% of the IRR, is mostlexplained by the sales growth (11%), and in a lesser exteheby
margin improvement (5%)This result certainly underestimatéhe margin improvement
conductediy the PE sponsor, that historically came progressieglg even after the IPO, as
previouslyseenin the questiorl0. Hence, it is not reflected when computing IRR atthe
IPOtime.

As the multiple effect contribution tusrout to be significant, iis interesting for us to
dig out about this multiplémprovement, and to understand which extent this multiple
increase is due tthe sponsomegotiationcapabilities or a multiple improvement in the
general markefThatis why wechoose to monitor the EV/EBITDE multiple of LegrandOs
competitors, as displayed the Figure30. As such, it is interesting to notice that: (i) first, as
explained in the question 2, Legrawdsclearly not acquired at gremiumcompared to the
peers trading at éhtime; (ii) second,the company does not seem to have been publicly
introduced at a gmium. On the contrary, as of Ma@06, the company trades at the sector
average if we exclude General Electfaven below, if included)Hence, we can conclude
that the gain in the multiple (accounting for-38% of the total IRR), is mainly due to a low
acquisition multiple, in the context of the Schneidemmger but not specifically good
selling capabilities of the fund at the time of the IR® for the period postPO, it is striking

to see how the multiples of Legrand and its compet{exsluding GE)re close and move in

18 Average EV/LTM-EBITDA over rolling-periods of 3-months / Source : Capital 10
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the same way. Hence, weannot conclude to particular good timings or significant
negotiation capabilities at the different exit times of the two funds.

Figure 30: Multiple analysis EV/EBITDA: entry and exit of th& BO

Entreprise Value / LTMEBITDA

LBO acquisition PO

Schneider

Siemens

//\ ABB
e (5eneral Electric

Summary table

EV/EBITDA Multiple Dec-2002 Jun-2006 | Delta-02-06 | Jun-2006 May-2013 | Delta-06-13
Legrand 7.,4x 10,8x 34 10,8x 10,6x -0,2
Schneider 4,9x 9,8x 4,8 9,8x 9,2x -0,5
Siemens 7,3x 10,4x 3,0 10,4x 8,5x -1,8
ABB 10,4x 10,0x -0,3 10,0x 10,1x 0,1
General Electric 18,5x 23,2x 4,7 23,2x 21,0x -2,2
Peers average (excl. GE) 7,5x 10,1x 3,1 10,1x 9,3x -1,1

Source: company information, own research

We can dothe same IRR decomposition, during the second investpterse of the
consortium, i.e. from the IP@Var-2006) to thefinal exit of Wendel(May-2013). It enables
to see the drivers of the IRR for this second period, and compare it with the IRR for the 2003
2006 periodFor thissecondperiod, to account for the payments of the dividends add
them as fi there were parof the equity value at the exit date, in the LN method. In the
traditional methodwe do not double count them, since the OFCF effectO takes into account all

the FCF available for the payment of the debt and the dividends.

For this second period, it is eresting to notice that now the multiple effect is anid
the leverage effect isnuch less significant than for the first period (5% of contribution to
IRR). Again, the FCF effect accounts for a major proportion of the WRIR6). The first
contribution b the IRRturns out to bethe earnings improvement (56%), again mostly
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explaingl by a strong sales growth (41%). The margin improvement, although less important
than the sales growth contribution, is much highanin the first phase of the LBO, due to
an improvement of c.2% in the EBITDA margin between M&p6 and May2013.

Figure 31: IRR decomposition: Ma006- May-2013

Traditional method

100%

41%
Leverage eftect - FCF effect - contribution EBITDA eftect- Multiple effect - IRR - Normalized to
contribution contribution contribution 100%
LN method
EBITDA effect
A
Leverage effect + b
FCF effect
44%
LN(Deleveraging effect) LN(Sales effect) LN{Margin eftect) LN(Multiple effect) LN(Levered Capital

(Gain)

Source: company information, own research

19. What was the exit stratedypr the two funds, Wendel and KKR? How did it materialize?
Why such an exit?

Thanks to a shareholder agreement between Wendel and KKRuflog&riod of 18
months), and the concert action, the exit strategy for the two haslbeenvell knownfrom
the beginningand has clearly beena longterm exit strategyHence, Wendel and KKR
managed to exit the company through 6 Private Placements over th@30period(cf.
question20 for the detailed timeline)Undoubtedly,evensuch aprogressive and expected
exit srategywould usually haveaised liquidity issug and negative signafor each Private
Placement (especially, when considering the important average Private Platieketmf
416m!). Nevertheless, several factaastually helped to mitigate suchegative signalsfi)

each time,accelerated book buildingsere used for the Private Placements, helping doing
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them quickly and with institutional investors; (ii) during the whole progressive disengagement
of the two funds, numerous amebll-known financal investorspwning a significant stake in
Legrand, kept their stake, despite the exit of Wendel and KKRa(kgy communicatiofred

by the funds, consisting in explaining to the market their need of cash, to justify the exit, that
would not have to bmterpretedas a negative signal for the company itself.

At the end, the LBO period lastdd.5 years for Wendel andlightly more than 9
years for KKR.In both cases, thosketention periods turn out to be very long for a LBO, and
werein line with the longterm strategy conducted by the funds for this specific portfolio
company/lt is also important to notice the Odpath exitO for the funds, who benefited from
double voting rights, right after theiry@ar investment p®d (i.e. fom Mar2008). Hence
the two funds, acting in conceltavemanaged to keep a majority voting share until March
2011, despite a progressive and significant capital disengagement: as of March 2011, they still
had a 52% voting share despite a 36% capitaiquzation.

20. As of June 2013, i.e. at the time of Wendel exit, Wendel is rumoured to have earned a
3.9x Cashon-Cash multiple and a 19% IRRpr an initial investment of 1659n°. Taking

into account the different OcasinsO and OcasbutsO for Wendedver the LBO period, can
you find those values?

Taking into accounthie different casHilows (initial investment, dividends and the 5
Private Placementcomposing the Wendel exitjom the investment dat@®ec2002)to the
exit date(Jun2013, as preentedin theFigure32, wefind a finalIRR of 16% and a multiple
of 3.3x.As of comparison, we notiddatthis valueis much lower than the IRR found in the
questionl8 (42%), supporting literature findings, about the correlation between high IRR and
short investment periodégain, one must remain cautious with such a comparison, since the
complete exit of Wendel at the IPO would have been impossible, in ourBigwthere igno
denying that the longerm investment horizon of the fund in the company has been done at
the expense of the IRR optimization.

We precise that theeceiveddividendsare estimated aghe dividends paid by the
company (as of Jurfer each year, account for the previous financial year), multiplied by
the capitalshare of Wendel at this time: having more precise informatiamn the dividends
paid to Wendelwe think such an estimation may be one of the sources for the error found

1 Source: Agefi: “Wendel a récupéré prés de 4 fois son investissement chez Legrand” (11/06/13)
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with the pressarticles® (al the proceeds from the placements have been checked with the
corresponding Wendel press releases
Figure 32: Wendel realized IRR and Casim-Cash multiple

Date Initial investment Dividends Sale of shares
10/12/02 (659)
01/06/06 34
01/06/07 40
01/06/08 56
01/06/09 56
23/11/09 278
01/06/10 46
21/09/10 346
01/06/11 36
03/11/11 627
09/11/11 313
01/06/12 11
10/06/13 517
Total (659) 278 2081
Cash-on-cash 3,6x
IRR 16%

Source: company information, own research

I11.7. Governance

21 In terms ofgovernanceaduring the LBO, what can you say about the involvement of the
fund, the change of the CEO and the "incentivization" of the management?

As explained in the first section of this pafdéd.), the LBO governancecan be
analysed through three drstt drivers the specific involvement of the funthe CEO change

(or maintenancepnd the "incentivization" of the top management.

As opposed to certain more recent LBOs, it is interesting to insist in our case about the
specific involvement of the twvfundsin Legrand. As such, not ondid they have a particular
long-term investment perigdbut they also proved to be particular active shareholders,
involved in the management of the compallany annual reports mention multiple board
meetings,outnumbering the required limiErom 2003 to 201011 members, of which, 3
KKR members, 3 executives directors and 2 independent directors, have composed the Board
Each directohashada mandate of 6 years, renewed in 2008l of 12 years)From 20100
2013, following the progressive disengagement of the two funds, Wendel and KKR
progressively reduced their representati@aving itto independent board directors: as of
2014, thereare 10 board members, of which 7 independent and the 3 same regainin
executives since 2000 i.e. Mrs Schnepp, Grappotte and Blazs of comparison, KPMG
repork in a study® about governance for CAC40 companies, tiheataverage number of

2 La lettre de la Gouvernance, Etude de la Gouvernance des sociétés du CAC 40, KPMG & Image Sept (2012)
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directors in boards 13.9 and the average statutory tée3.9 years (therefore much lower
from the 6 yeamandate renewable)Consequently, we caaffirm that the pdicipation of
the two funds haslearly beena long term and active involvemerithis argument islso
supported by the double voting rights structureesulting from the IPO legal structure
Eventually, it isinteresting to noticéheimportance othelLegrand investment for Wendels
such,during the LBO periodthis investmenthas representeidr Wendelc.20% of its total
portfolio. On the KKR side, it iglsoworth noticing that the investmemt Legrandwas the
first LBO operation of KKR in Francéience from a reverse point of viempt only was the
involvement ofthe two fundsextensivein Legrand but it also turns out that Legrames a
key investment for the two fundBer se, thisymmetricaldependence has certainly played a

key role in the close management of the funds by the firm.

In line with the argument dkcharya and Kehog€009), reportingthat one third of the
CEOs in & usualLBO was replaced within the first 100 days, and thirds within a 4year
period, Legrand's CEQand Chairman)Mr Franeois Grappottavas replacedt the end of
2003, byMr Gilles SchneppStartinghis career as an investment banker atrMdry nch
France, he joined Legrand in 1989, and was appoint@®00 as CFOAs of Mr Franeois
Grappotte,also a former investment bank@othschild) he started his career in 1983 and
became CEO in 1988t is therefore interestingo underlinethat those two Legrand
executiveshad financial career beforgining Legrand and that, they proved tde
experimented Legrand's managers betmamitting inthe LBO. They alsgpersonallyhave

accompaniethe company othe long tern{still the threemainexecutives board membegrs

Eventually, despite the lack of detailswe haveabout the specific remuneration
schemes and involvement of the managérsteis no denying that the top managéesve
been largely incentiverd, both at the LBO acquisitiatate and at the IPO. As such, the total
investment (including the foundeasidd manageref Legrand at the LBO was o29m! and
we estimatdéhe managers' participation the IPO at c.4% of the total capitaupporting a
significant involvement of the management tesinte 2002In our knowledge, thre were no
stockoptions set up during the LBO period (neverthelesssting stockoption plans had
alreadybee established in 2000 and 200Dn top of thosencentive measures, brokers

reported at the IPO that "one hundred of senior managers lower down the orgahizdtion

65



performancebased related bonus schenfésMore specifically, they were basemh top
growth line, the EBIT improvement and the reduction in the capital employed.

21 Source: Credit Suisse & Société Générale initiation of coverage broker reports (June 2006)
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Conclusion

The first conclusion we can dramith the Legrand case study is the progressive and
durable value creatigrior the different stakeholderfs suchthe RGCE-WACC spread has
been turned back and increased to positive levels throughout the years of the LBO, not only
during its private period, but also after thelisting. From an operating point of view, it is
supported by maintained high levels of R&Rperitures for the firm, a sustained acquisitive
growth throughout the years and a significant cost and WCR optimization, certainly not
turned back after the4lesting of the company, in 2008. has clearly resulted in new installed
managemenpractices(e.g. centralised purchasing structuresjtably bringing abouta new

cost structure ankligher operational risks.

Meanwhile, at the fund level, this operational value creation has also been enhanced
by two significant factors: the leverage effect and the multiple efféehce, in our ROE
estimation, theccountingeverage effect contributed c.30#6the total ROEAfter being re
listed, theleverage contributiomas much smaller and replaced by theléderaging effect",

I.e. the payment of dividends to the shareholdgesondly, the multiple effecionclusion is
dual:if we camot deny that the acquisition of Legrand has leeacutedat a discountin the
context ofthe Schneide€s demerger, evidence suggests that the exit of thestuas not been
particularly done at a premiummeither did it benefit from specific fund negotiation

capabilities, noby a right timing (several exits).

As a last outstandingispectof this case stdy, the governance analysis finally
suggest that it played a key role in the success of Legrand LBO developienbnly had
the two successive CEOs of the company previinancial experience (and therefore
certainly aware of the implicatiord a LBO management), but they also proved having been
involved in the long term management of the compaokewise, the PE sponsor
managementurned out to be particularly active, from 2002 to the final exit of Wendel in
2013, hence for a long periodtohe.

Still, it is important to remindhat thepre LBO assessment suggested Legrand was a

very relevantLBO candidate evolving in a mature and niche market, with high barriers to
entry, and benefitting from a strong cgkiw generation capability.
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In the first two sectionsafter havingidentified value creation driversye addressed
the issue ohowto measure value creation for the different stakeholders of thedivdimost
interestingly about the potential conflict of interests between the firm thedPE sponsor
The Legrand case studgveals that, on the contrary, value was created, both at the company
andatthe fund's level, on a lorgrm basisand that therevasno specificevidence forcash
flow prioritization, at the expense of tlh@ng-term sustainability of LegrandYet, our case
study analysis did not cover the problem of remaining agency costs behseesnagers and
theemployeegwhich could represeffitirtherscope foranalysi3.

From a methodological point of viewyorking on the Legrand case study confirmed
that a need for a multivariate analyss assess the value creation, is of prime importakse.
such,neither the study of accounting ratios such as ROCE arif, R@ the IRRare self
sufficient to provide an accurate value creation analy3is.the contrary, comparing the
results from differenapproachess crucial.Likewise, having a control sample (competitors)
andtaking into account the temporal aspefcthe LBO (preLBO, during LBO and postBO
analysis) help us to extract the pure LBO effect.

Finally, since theaddressed topic in this thesisdsite general,we think different
complementary studies could be doReom a practical point of view, firstye regret nbto
have time to investigate about"tilure” LBO case studyi.e. for which thereturn on
investmentfor the fundturned out to be significantly below expectatiohsyould allow to
investigate furtheabout the conflict of interests when "things go wrong" for the fiiinegn,
from a methodological point aiiew, we believe there could be further scope for development
concerning the multiple effect analysishis paper actually mentions that the multipféect
certainlyencompasssseveral drivers, ands suchis kind of a grey matteDigging into this
parameter, and examining how to split it (e.g. market contributiond fnegotiation
capabilities andinherent company operating enhancemecjld constitute aanother
interestingstudy work
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