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Value Creation In Private Equity

Operational Due Diligence Of Large Direct Marketing Company:
Positioning The Buyer For A Fact-Based Bid On And Subsequent Rapid
Savings Capture

The Challenge: A PE-owned catalog company was being considered for acquisition by a mega buyout firm.
A growth story with attractive margins, he target was being sold in a hotly contested auction involving multiple
potential PE buyers. Operational effectiveness/efficiency was a critical driver of the target’s financial success
and valuation. The target had 2MM square feet in warehouse space, sourced 85% of its items from >1,800 Asian
suppliers, had significant outbound freight and catalog printing costs, and was holding high levels of inventory.
At the time of the auction, CatalogCo was undergoing a major warehouse facilities upgrade and a growth in the
volume of web orders (vs. phone orders). The potential PE buyer asked Gotham to quickly gain an understanding
of the company’s operations and related risks and potential opportunities in order to help it prevail in the auction.
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variable costs to understand the true cost of each
business function (e.g., sourcing, warehousing/fulfill-
ment operations) and its cost trends in recent years.
Once the costs for the company were outlined and
prioritized, Gotham focused on detailing potential ar-
eas of opportunity by modeling operational scenarios
and assessing current rates against benchmark rates.
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To supplement the limited information available on the
target’s operations (observations from 1 site visit, 2
management calls, and the selective operational information contained in the investment memorandum and data
room), Gotham reverse-engineered and modeled the cost structure for multiple aspects of the target’s business.
For example, by modeling the outbound parcel freight expense and discount rates, we were able to quantify
the scope of opportunity for future savings from implementation of such practices as zone skipping and from a
more optimized network where regional distribution centers would be located closer to areas of high customer
concentration. We also modeled and quantified the impact of expected postal rate increases based on different
circulation rates and catalog sizes by analyzing the target’s catalog mailing schedule and catalog page counts.
Other modeling included estimations of cost savings associated with: the establishment of an Asian sourcing office;
and reductions in required warehouse capacity that would be achievable with lower levels of the right inventory.

To quantify opportunities associated with upcoming contract renegotiations (the target was in the process of
renegotiating contracts with several key suppliers), Gotham combined modeled costs with operational benchmark
data developed from our experience with similar operations. We identified realistic targets/freight discount rates
for use in negotiations to capture cost savings.

Findings: Gotham split the savings achievable into: Level | savings (inventory, sourcing, and warehouse) which
management subsequently acknowledged were achievable with some assistance; and Level |l savings (catalog
cost, warehouse automation, and call center productivity) which warranted further investigation to confirm feasi-
bility/clarify the magnitude of the potential impact. Gotham estimated Level | savings as ranging from $19-29MM
(sourcing, freight, and catalog opportunities), with another $26-37MM possible from inventory reduction. Level
Il opportunities could deliver another $6-11MM in savings. All cost reduction ranges covered conservative-to-
aggressive estimates for each opportunity, and Gotham prioritized each opportunity based on effort required to
capture versus size of impact.

The Outcome: In pinning down/quantifying risks and opportunities, Gotham helped the potential PE buyer’s
deal team ensure their overall valuation models were more robust, and the buying PE firm leveraged Gotham-
identified savings opportunities to win the auction. In fact, the opportunities identified were so impressive and
considered realistic by the selling PE firm, that it took the rare step of deciding to retain a significant minority
ownership stake in the company. After the acquisition, the target's management team captured $9MM in savings
through contract re-negotiations, and asked Gotham to help them realize the full scope of savings.
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