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INTRODUCTION

DIGITAL TRANSFORMATION is fundamentally altering the way
all industries do business. From healthcare to manufacturing
to software and retail, customer expectations are changing,
business models are being upended, and the pace at which
technology is advancing is demanding unprecedented
agility from management teams.

Indeed, the digital world poses specific challenges

for private equity (PE), which invests in and operates
companies that span different sectors, sizes, and stages of
digital maturity—for relatively short periods of time. But
it also poses significant opportunities: As experts in value
creation, PE firms are poised to benefit from a focus on
digital. When done well, it is a highly effective way to
deliver efficiency improvements, revenue and earnings
growth, and ensure a high pricing multiple at exit.

Yet, many PE firms are not fully equipped to seize
the digital opportunities available to their portfolio
companies, as our survey of 100 U.S. mid-market
fund managers, conducted in partnership with
Mergermarket, demonstrates.

In the sky-high valuation environment that has
defined the PE market in recent years, the need to
identify innovative and effective investment angles
to create value has never been more pressing. The
ability of firms to develop digitally led investment
theses, carry out effective digital diligence, and
deliver on their strategies will separate the industry’s
best and weakest performers.

From our perspective, it will define PE's next chapter.

How PE firms view digital investments—as both threats and
READ THIS opportunities to realizing their investment thesis
RESEARCH
TO LEARN: Where the mid-market should focus digital efforts to maximize

returns (including starting with a common definition)

How digital is being evaluated during the diligence process

Ways to cope with tight timelines and resistance from
management teams when implementing digital plans

How digital investments can improve an exit price,
even if results do not fully materialize over the hold period




EXECUTIVE SUMMARY

PE FIRMS SEE VAEUE IN DIGITAL BUT FACE OBSTACLES TO
MAKING PROFITABLE INVESTMENTS

THE 5-MINUTE READ

In our survey of 100 mid-market PE firms, we found that digital is becoming a
crucial part of the PE playbook—but not all firms are preparing to invest in digital
effectively. Here are some of the key findings from our survey.

+ PE firms appreciate the value of digital: Half of our respondents say they
always include digital value creation as part of their investment thesis, and
another 34% say they often include it.

+ Not all GPs lay the groundwork necessary for digital success: Only
42% of General Partner (GP) respondents say their firm has a standard
definition of digital that everyone aligns to. In addition, 40% of
respondents say that half or fewer of the companies they own have a
documented digital strategy.

+ Driving change and value over the hold period represents a top
challenge: Fifty percent of PE executives say that making improvements
quickly enough to have an impact before the end of the hold period is the
greatest barrier to digital investment. As a result, 84% of respondents say
they aim to implement a digital program at a portfolio investment within
the first year after acquisition, and 26% try to do so within six months.

+ Digital investment improves a portfolio company’s exit price: More than
eight in ten (82%) respondents say they view mature digital investments
at a portfolic company as a value driver at exit. Three-quarters (75%) say
they also make digital investments in order to improve the exit price for a
portfolio company without the expectation of performance gains before
the sale.

(44

With digital diligence, it's important to evaluate the capabilities and make
proper assumptions to understand how to maximize returns in the long run.

Managing Director of a PE firm based in the U.S.




DEFINE DIGITAL AND FORMALIZE A STRATEGY
TO CREATE A FOUNDATION FOR SUCCESS

Deciding there is value in digital

Value creation is PE's forte, and in the current era, digital
technologies can hold the greatest potential for creating
value. But PE can be skeptical when it comes to digital
projects, often viewing them as a cost center or taking
too long to deliver ROl before sale. However, the evidence
shows otherwise,

A previous study found that businesses can increase their
revenue by an average of 23% through digital, with new
product and service offerings contributing the highest
revenue growth across all companies.'In the middle market
specifically, companies achieve an average 27.5% ROl on
their digital projects, and that percentage rises to 39% for
those that spend at least 10% of their revenue on digital,
according to a separate study by the Middle Market Center.?

A critical factor, of course, is timing. The latter study shows
that on average, it takes three years for such investments
to deliver results, and in some cases closer to five years.
While the timeframe may be viewed as lengthy by some,
a strategic digital plan can drive competitive advantages
for firms and can substantially increase value at the point
of exit.

In our survey of PE firms, value creation from digital is top-of-
mind: Half of respondents say they always include digital value
creation as part of their investment thesis, Another 34% say
they often include it. But in reality, how are they planning and
executing these strategies? Are they including digital more
aspirationally, or are investments going as planned?

WHEN FORMING AN INVESTMENT
THESIS FOR A POTENTIAL ACQUISITION,
DO YOU INCLUDE DIGITAL VALUE
CREATION AS PART OF YOUR THESIS?

1%

34%

B Yes but infrequently
H MNo

B Yes, always
Yes, often

But first, define digital

The first challenge with digital, we found, is defining it.

Only 42% of GP respondents to our survey say their firm

has a standard definition of digital that everyone aligns to.
While not surprising—as consultants, we deliver digital work
across dozens of organizations that all define it differently—

1 httpsyfwww.idg.com/tools-for-marketers/ 201 8-state-of-digital-business-transformation-white-paper/
2 hitpsifwwwomiddlemarketcenter.org/Media/Documents/digitization-trends-in-the-middle-market_NCMM_Digital_Utilization_Report_FINAL web.pdf




this poses a significant challenge to deriving value. If you're
not aligned on a definition, how can you decide where
to create and measure value?

Seeking out a universal definition across industries, or even
within the private equity industry, is challenging. But PE
firms can create certainty by defining digital at least for
their own portfolio—and they should. Organizations that
have a clear, widely understood digital vision that guides
strategic decisions are more likely to post strong growth

DOES YOUR FIRM HAVE A STANDARD

EVERYONE ALIGNS TO?

E:.'I
(54
=

— DEFINITION FOR “DIGITAL" THAT —

of respondents
say that half or fewer of the

companies they own have a
documented digital strategy

rates and higher profits; this was a primary finding in West
Monroe's 2018 study,

Defining digital is one step, but here's where the process
may break down: The GPs we surveyed indicate that they
often do not formalize a digital investment strategy at

their portfolio companies—a key step in maximizing the
potential of a given business, says Nick Hahn, a director of
digital at West Monroe. Specifically, 40% of our respondents
say that half or fewer of the companies they own have

a documented digital strategy.

“A documented digital strategy does one crucial and often
overlooked thing: It identifies and prioritizes the highest
potential digital value creation areas for the business,”Hahn
says."If you don't go through the exercise of identifying
and especially prioritizing well defined, strategically
aligned value creation opportunities, and instead become
enamored with a particular hot technology or pet idea,

you can spend a lot of time, effort, and money and see
poor results.”

DO YOUR PORTFOLIO COMPANIES HAVE
— A DOCUMENTED DIGITAL STRATEGY? —

25%

B Yes 75% or more of therm do
Yes, around B0-75% of them do
B Yes, around 25-50% of them do

B ‘Yes, up to 25% of them do




Only when there is a documented understanding of ‘ ‘
how and where digital can best drive value—for either
a portfolio of companies, or within one company—can
GPs lay out clear, comprehensive and repeatable digital

A documented digital strategy does

strategies that are understood throughout their deal one crucial and often overlooked
making and management teams. By formulating and thing: It identifies and prioritizes
documenting a baseline definition of digital, PE firms can . . -

then create a vision for each of the sectors or industry the hlghESt pote"tlal dlgltﬂ' value
segments in which they operate. Having a set of investment creation areas for the business.

templates readily available and rooted in a singular
f:leﬁnition car_1 facilitate_ r_apid adoption and effective _ Nick Hahn. director of
implementation of a digital program at a new portfolio o

company, especially in add-on and roll-up situations. dig ital at West Monroe

ORGANIZATIONS WITH A CLEAR, WIDELY UNDERSTOOD DIGITAL VISION
ARE MORE LIKELY TO POST STRONG GROWTH RATES AND HIGHER PROFITS

% from the below grouns that agres with the fallowing statement: My organization's digital vision is clear and
comprehensive, widely understood, and used to guide strategic decisicns

Modearate Growth High Growth Extrame Growth
5-9% a 3l growtt 0-39% ar al grawt K} ! 3l growth

Sourca; Digita! Leadtars: Learn rorm Digitally Mature Cormpanias o Grow Revanus and Profits, Wast Monroa, Dctober 2008,
hittps: Aesereowestmonroepartners.com/Insights\White-Papers/Digital-Leaders




THE FOUR CHARACTERISTICS OF DIGITAL
MATURITY THAT CORRELATE MOST WITH
FINANCIAL PERFORMANCE

In a previous West Monroe study?®, we found that while digitally mature
organizations are better at just about everything, there are four particular
activities/characteristics that drive stellar financial performance. They are:

A CLEAR VISION AND DEDICATED
LEADERSHIP

67% of very digitally mature
organizations strongly agree that
they have a clear digital vision

Only 2% of digitally immature organizations
say the same

ENGAGED EMPLOYEES WHO ARE
INTRINSICALLY MOTIVATED
AAAAAAALE,
At very digitally mature organizations,
73% strongly agree their employees are
engaged and intrinsically motivated

Only 10% of digitally immature crganizations
say the same

AN ABILITY TO LEVERAGE DATA FOR INSIGHTS

82% of very digitally mature organizations strongly agree
that their organization is highly adept at leveraging data for

insights, predictive outcomes, and business growth

Only 2% of digitally immature organizations say the same

DIGITAL INTERACTIONS THAT ARE CONVENIENT

AND EFFORTLESS

70% of very digitally mature organizations strongly agree that *
their customer service division ensures that customers’ digital
interactions are convenient, effortless, and enjoyable

COnly 2% of digitally immature organizations say the same

3 This survey data comes from our study, Digital Leaders: Learn fram Digitally Mature Companies to Graw Revenue and
Profits, published in October 2018; hittps:/f'wwwowestmonroepartners.com/Insights/White-Papers/Digital-Leaders




FOCUS YOUR DIGITAL EFFORTS
AND BE PRAGMATIC TO MAXIMIZE RETURNS

PE FACES A CHALLENGE when it comes to digital, given
the nature of their investment lifecycle. Hold periods

are finite and often shorter than what is required to
complete digital transformation, meaning sponsors need
to think carefully about which projects to prioritize. Many
companies come up with a list of dozens of initiatives
and try to implement all at once, but this is almost never
effective—it requires too much change too quickly, and
spreads resources too thin.

"A reason that companies move slowly, and many are not
seeing success, is that they try to do far too many things
too soon,” says West Monroe's Nick Hahn. “Even doing two
or three things is very difficult given the typical level of
change required and the potential lack of experience with
digital strategy and implementation at a given portfolio
company. Instead, it is best to think big but execute small”

When considering the best approach to making digital
investments at a new portfolio company, there is no one
right place to start. It is wholly dependent on the business
and what it is trying to achieve, as well as its level of digital
maturity, the level of competition in the company’s sector,
their advantages in the marketplace, and other factors.

This is especially true given the potential scope for digital
investment, which can help to optimize everything from
revenue growth—such as developing reporting framewaorks
that highlight growth areas and reveal underperforming
areas of the business, or creating new adjacent services to
bolster customer engagement—through to streamlining
operations by automating previously manual processes.

WHICH CURRENT MACRO TREND 15
DRIVING YOUR DIGITAL INVESTMENTS —
IN PORTFOLIO COMPANIES THE MOST?

Level of competitive disruption (degree of change
and rate of change)

0%

High level of operating inefficiency and cost

26%

Rising expectations regarding customer experience
(i.e, the Amazon effect)

22%

Meed to attract new demaographic targets

158%

Low barriers to entry for market disruptors

2%

Rising cost of labor

2%




The need for digital, though, is widely felt and driven
equally by both external market forces and internal
constraints. Our survey respondents reported on the macro
trends driving their digital investments: 30% pointed to
the level of competitive disruption, including the degree
and rate of change, 26% report a high level of operating
inefficiency and cost, and 22% cite the rising expectations
regarding customer experience.

Narrowing down the list of digital
opportunities

Digital due diligence is a critical first step for PE firms
to begin identifying the opportunities with the highest
potential for value creation.,

At this stage, buyers can conduct a digital maturity
assessment and identify how difficult or easy it would
be for a business to benefit from digital investment (see
"Digital Diligence: What PE Firms Look For" on page 12).

Post-diligence, PE firms must decide where to invest

their digital dollars—and the roadmap will be different for
every portfolio company. A software business, for example,
may have more agility and ability than a traditional
brick-and-mortar company to quickly deliver change or
introduce new products to the market.

“While PE investors are innately pragmatic about deciding
which projects to execute, they sometimes need assistance
from technologists to best understand the business value
from digital investments,” says Brad Haller, a director

in West Monroe's mergers and acquisitions practice

who primarily works with PE sponsors. "GPs should be
prepared to examine all sides of a company, decide where
investments make the most sense, and then be rigorous in
prioritizing these opportunities based on value potential
and feasibility.”

Customer-facing and productivity
improvements go hand-in-hand

According to our survey of GPs, customer experience
looms large when making digital investments—40% of
those surveyed say they prioritize investments that help
the portfolio company to keep pace with the expectations
of their customers. This may be expected given the rise of
highly sophisticated digital companies in recent years.

"Companies such as Amazon and Uber have raised the bar
when it comes to satisfying customer needs,” says one PE
executive. "Digital methods are well advanced and there are
countless examples of highly customer-centric operations.
This has made the customer experience completely
seamless and has changed expectations.”

Productivity gains are also top-of-mind for PE firms—in our
survey, 25% say improving workforce/labor productivity
was their top priority, and 18% say they are focused most
on reducing operational expenses.

Part of PE's traditional focus has been on efficiency gains,
so it may be tempting for some firms to view digital as a
purely cost-saving play. A productivity program is often
faster to implement and quicker to produce EBITDA value
than a customer-facing program. This is in part because

of the inherent lag between launching a product, the
adoption of that product by customers, and finally the sales
of that new product translating into growth. Conversely,
the impact of rationalizing operations within a business are
typically felt in near real-time.

Of course, the front and back ends of a company do not

exist in isolation and should not be viewed as wholly separate.
Ken Goebel, a senior manager in West Monroe's M&A practice
focused on digital capabilities, says that West Monroe's clients
often start from a cost-saving investment premise that then
translates into improved customer experience.




Most PE firms do not invest without first carrying out due
diligence on their deal targets, and this should include
analyses made through a digital lens. Our survey shows
that all mid-market firms focus on a company’s efficiency,
followed by maturity/competitive analysis (89%), and
productivity (89%) in their digital diligence.

Mearly half (45%) say the maturity/competitive component

is the most important aspect of a target's digital profile.
Maturity assessments provide a valuable snapshot of the

WHEN CONDUCTING DIGITAL DILIGENCE,
[ WHICH SIDE OF A TARGET'S CAPARBILITIES ]
DO YOU FOCUS ON?

Efficiency

Maturity/Competitive Analysis

Froductivity

o

Growth

H-

Profits

»

100%

89%

85%

B80%

54%

Select all that apply
B Select most important

company as well as benchmarking its digital capabilities
relative to its peers. This can be used to design a roadmap
for the business over the life of the investment.

In terms of digital capabilities, PE firms are focusing on the
targets' ability to strategize and plan ahead: 28% prioritize
a company's digital vision/strategy and 24% analyze its
capacity for innovation. A quarter (25%) focus on customer
experience and 17% assess business operations - i.e,,
existing capabilities—in the diligence process.

WHEN CONDUCTING DIGITAL
DILIGENCE, WHICH OF THE FOLLOWING
AREAS DO YOU EXAMINE?
(SELECT ONE MOST IMPORTANT)

Digital vision/strategy
28%
Customer experienca {marketing, sales, services,
channels, customer service, pricing)
25%
Innowation {new products/services, new business
models, speed to market)
24%
Business operations (sourcing, manufacturing,
inventory management, shipping,/distribution)

17%

Ways of working {capabilities, processes, product
management, governance, culture, change managernent}

3%
IT capabilities (system architecture, data

manageameant and analytics, cybersecurity, cloud)

2%

Warlkforce (employves engagement, workforce
optimizaticn, productivity, automaticn)

1%

Take the Digital Maturity Quiz at

WMP.com/DigitalMaturity




"We are often asked how to strip costs out of back-office
processes,’ he says. "Take a mortgage approval process. By
helping a mortgage company re-engineer the process by
which customers are approved, they are able to reduce the
loan application cycle time. Therefore customers actually end
up being much more satisfied on the front end.”

Mo two companies are the same and each investment
will require a tailored approach. No matter where the
emphasis is placed at a given portfolio company, a
digital program can be value-accretive, producing
increased sales, improved margins and higher growth,
often in combination. Both front- and back-of-the-house
opportunities, and the interplay between the two, should
be carefully considered.

The rise of mobile

Regarding the specific technologies that respondents say have
brought the most value to their portfolio companies over the
last 12-24 months, 23% highlight mobile platforms, followed
by cloud-based data and software solutions (20%), advanced
analytics (13%), and process automation (139%). This correlates
with the aforementioned bias that firms report towards
customer-facing investments, since mobile apps are typically
aimed at improving customer experience, The rationale for
investments into robotic process automation, meanwhile,
tends to be optimizing back-end systems to make cost savings
—which, as mentioned, may deliver customer benefits.

This emphasis on mobile platform investments should

not come as a surprise, In the B2C space, companies are
expected to deliver their products and services via apps.
Smartphone usage has exploded in the past decade, with 8 in
10 mobile phone connections in the United States now being
smartphones. As one PE executive in our survey says: "Cross-
platform mobile applications have delivered value in our
portfolio companies. Customers are increasingly focused on
mobile-based tools and apps and we are using this inclination
to develop ones that are user-friendly.

DIGITAL TECHNOLOGIES DELIVERING
— THE MOST VALUE AT RESPONDENTS' —
PORTFOLIO COMPANIES

Mabile platforms and tools

25%

Cloud-based data and software solutions

20%

Advanced analytics (including dashboards
and data visualization)

Process automation

132
3

Cross-platform mobile applications
have delivered value in our
portfolio companies. Customers
are increasingly focused on mobile-
based tools and apps and we are
using this inclination to develop
ones that are user-friendly.

Partner of a PE firm based in the U5,




One significant finding from our research is that there is a digital
divide between B2C- and B2B-focused companies. In nearly all
areas of the investment process, B2C-focused PE firms say they
prioritize and find more success with digital than those that
concentrate more on B2B businesses.

While digital progress may be more visible in the B2C world,
digital technologies are often more prevalent in B2B industries
than consumer sectors.

“While not limited to this area, many effective B2B digital
investments have been in the supply chain portion of the
business, such as using robotics to automate manual or low-skill

WHEN FORMING AN INVESTMENT THESIS
__ FOR A POTENTIAL ACQUISITION, DO YOU __
INCLUDE DIGITAL VALUE CREATION AS
PART OF YOUR THESIS?

Yes, always

78%

22%

Yas, often
22%
46%

Yas, but infrequently

0%

0%

IE%

B2C mB2ZB

14

employee tasks, and machine learning algorithms to improve
forecasting accuracy and inventory management,” Hahn says. “If
you look at manufacturing specifically, it's one of the largest users
of loT technology. So it's more an issue of awareness. PE firms
need the perspective to see that digital is as applicable in the B2B
context as it is in a B2C context.”

These findings should drive home the need for B2B investors

to change tack, first by recognizing the digital value creation
opportunity that is available to themn—building it into investment
theses and documenting clear strategies at the portfolio level—
and then putting these plans into action.

DO YOUR PORTFOLIO
COMPANIES HAVE A DOCUMENTED
DIGITAL STRATEGY?

Yes, 75% or more of them do

46%
I A%
Yes, around 50-75% of them do
48%
Yes, around 25-50% of them do
6%

Yes, up to 25% of them do

0%

B2C m B2B




HOW TO WIN AT DIGITAL: KEY STUMBLING BLOCKS
AND STEPS TO OVERCOME THEM

IT 15 cLEAR that digital can unlock future returns at portfolio
companies and that digital investment theses, diligence,
and strategies are a means of achieving such value
creation. Actually putting such strategies into effect can

be particularly challenging. There are numerous hurdles to
success that must be overcome, but two stand above the
rest for PE: speed and culture.

Coping with tight timelines

Perhaps the biggest challenge facing GPs when considering
digital investrments is how to execute an effective program
before the desired time of exit. Fifty percent of PE executives
in our survey say that making improvements quickly enough
to have an impact before the end of the hold period is the
greatest barrier to digital investment.

To address this, 84% of respondents say they typically try to
implement new digital solutions at a company within the
first year after acquisition, and 26% attempt this within as
little as six months.

These results underline how time-conscious PE firms are in
their pursuit of value creation. Just as 100-day plans are the
norm in PE as a means of driving rapid operational change,
such plans are essential in implementing and achieving
digital performance gains. With respect to the timing of
results, nearly two-thirds (65%) of GPs say that they wish to
see gains filter through within the first year of investment,
and 11% expect to see results within just six maonths,

This is a tall order, but there are some useful tactics to

fulfill it. One approach is for PE firms to develop a digital
playbook for each sector or industry segment in which they
invest that lays out a game-plan for a digital program in
that segment.

"Any given industry typically faces a set of common digital
issues, and you can create mental models to address those
issues if they are spotted at your investment,"West Monroe's
Haller says. “The solution may not be perfect for every
company, but you have at least a running start at solutioning
which allows you to be action-oriented.”

WHAT IS THE MOST COMMON
CHALLENGE WHEN IMPLEMENTING NEW
[ DIGITAL INVESTMENTS AT A PORTFOLIO ™ ]
COMPANY?

Making improvements fast enough to have
an impact before end of hold period

50%

Laying the technical groundwork for making
improvements

9%

Hiring and training persannel to maks
effective changes

Fostering a culture that embraces digital

1%

Balancing cost of investment with potential
for performance gains

&%




WHEN DO YOU TYPICALLY TRY TO
— IMPLEMENT NEW DIGITAL SOLUTIONS AT —
A PORTFOLIO COMPANY?

6%

5B8%

B Within six months after acquisition
B Within a year after acquisition
B Within bwo years after acquisition

WHEN DO YOU TYPICALLY WANT TO SEE
— PERFORMANCE BENEFITS FROM DIGITAL —
INVESTMENTS?

6% 11%

259%

B ‘Within six months after irvestment

B ‘Within a year after investrent

| Within bwo years after investment

B ‘Within three or more years after investment

Buyers can use the playbook in the targeting and due
diligence phase to identify companies for which they
have a ready-made digital game plan and put the plan
into action immediately after deal close.

In this way, digital strateqy is distinct from other aspects
of portfolio company management and improvement.
Whereas it may make sense to remain hands-off at the
start of the hold period in certain areas of a business,
when it comes to digital, you need to move quickly

and decisively since it may take longer for those ideas
to see results than in other parts of the business. Having
a deliberate and efficient methodology, and in some
cases even a piece of software or a product-based
solution, can allow PE owners to launch digital
investments in a rapid fashion.

Preparing for exit

PE firms clearly strive to implement digital solutions and
achieve results during the hold period—especially given
the potential gains to be realized come exit time. More
than 8 in 10 respondents to our survey (82%) say they view
mature digital investments at a portfolio company as a
differentiator or value driver at exit.

Three-quarters (75%), the majority, say they also make
digital investments in order to improve the exit price for a
portfolio company without the expectation of performance
gains before the sale.

This demonstrates the added value that buyers see in
digitally mature businesses and the future upside this



view mature
digital investments as a
differentiator or value
driver at exit

make digital
investments to improve the

exit price without expecting

performance gains before
the sale

presents. It is commaon for PE investors to divest assets
with clear value creation potential to make them attractive
to new buyers, in particular to fellow financial sponsors,
Therefore it stands to reason that digital investments will
be pursued even if they fail to fully mature prior to exit—
and successfully digitizing a business, or simply making
digital investments that will deliver results in the future,
can ensure an asset commands a higher sale price.

“When you take a brick-and-mortar business and make

it a truly digitally enabled company, that changes the
multiple the asset can get at sale,” Haller says. “A traditional
retailer is probably going to sell for between 10x and 12x
EBITDA, but a software business will transact for around
17% to 18x. A lot of businesses are trying to figure out what
they can do to be considered more of a digital business

in order to position themselves to achieve that type

of multiple

Culture—Overcoming resistance
from management

In attempting to drive value through significant digital
change at portfolio companies, it is likely that sponsors will,
at least some of the time, face resistance from management
teams. There are many reasons for this pushback, as
discussed earlier, including experience with past digital
efforts having failed to produce desired results (24%),

being unconvinced of business value from digital (20%)
and the time horizon for ROl being too long (19%).

Indeed, in a 2019 Gartner CEQ survey, 78% of respondents
said that certain digital initiatives they initiated in the last
12 to 18 months had failed to meet business expectations.
Digital may be top of mind for leadership and investors, but
in reality, it remains hard to define and doesn’t have the
best reputation for success.

“There are certain limitations within companies when it
comes to the investment culture,” says one PE managing
director."They aren't always able to identify the right
investment options, Even after providing detailed
predictions using advanced analytical tools, there is

still resistance from management teams who rely on
traditional business models.

(4

There are certain limitations within
companies when it comes to the
investment culture... Even after
providing detailed predictions using
advanced analytical tools, there is
still resistance from management
teams who rely on traditional
business models.

Managing Director of a PE firm based in the U.S




Convincing portfolio company management to undertake
new efforts at digital investment requires a deliberate
process. To start, it can be helpful to provide successful
case examples with proven success to the management
teams. Another useful step is to examine the company's
digital maturity with its leadership team, to examine
possible reasons for previous failures. They may not have
appreciated the steps necessary to prepare the company
for achieving their digital goals.

Culture—Cultivating a growth
mindset

Ultimately, culture is one of the core reasons why digital
transformation efforts fail. Most companies have a fixed
mindset ("l have seen this before and here is what we
should do”) rather than a growth mindset (“l likely don't
know the right way to solve this issue, and | need to be
willing to try new approaches and be comfortable

with failing"”).

“This represents a key opportunity for PE owners—
driving home the importance of adopting a growth
mindset to achieve digital goals” Hahn says. “It requires
behavioral change to give the organization actual on-
the-ground experience with new ways of working and
building muscle memaory. It will likely be necessary to train
executives on how to think and act differently; it may even
require replacing members of the management team to
successfully achieve this cultural shift, depending on the
skill set and openness of the executives involved.”

This new way of working may entail steps such as introducing
agile methods of product development, delegating decision
making, creating multi-disciplinary teams, and upgrading
the skills and capabilities of company staff.

Adopting a new, growth-focused way of thinking is a key
tool for coping with the aggressive pace of technological
change in today's world. In our survey of GPs, the

two trends respondents say are driving their digital
investments are the level of competitive disruption in

the marketplace (30%) and the high level of operating
inefficiency and excessive costs at their portfolio
companies (26%).

WHAT IS THE MOST COMMON AREA
OF PUSHBACK YOUR FIRM RECEIVES
— FROM YOUR PORTFOLIO COMPANY  —
MANAGEMENT TEAMS WITH REGARD TO
MAKING DIGITAL INVESTMENTS?

Past digital efforts failed to produce desired results

ka
9
w0

Unconvinced of business value of digita

_ o

lme horizon for business impact is too long

19%

Avarsion Lo risk

Insufficient ability to invest

12%

Fized traditional mindset




Culture—Making effective use of WHAT PERCENTAGE OF YOUR FIRM’S

digital resources PORTFOLIO COMPANIES HAVE INTERNAL
_ CAPABILITIES THAT ARE SUFFICIENT ]
Of course, formulating a plan for executing digital TO DRIVE A DIGITAL PROGRAM?

investments will be of little value without the capabilities
to see that plan through to fruition.

And 33% of the GPs in our survey report that less than

half of their portfolioc companies possess the internal
capabilities sufficient to drive a digital program.

DOES YOUR PE FIRM'S OPERATING

DIVISION HAVE DIGITAL LEADERSHIP 2%
AND CAPABILITIES THAT PORTFOQLIO
COMPANIES CAMN ACCESS?
29% A1%
m 75-100% 50-74% W 25-49% W 0-24%
of GPs report
that less than half of
their portfolio companies
B Yes 0
NG, but we're planning to add this functionallty possess the internal
e e mente . capabilities sufficient to
SO, O 'L'! we Nave No current plans 1o ada ths
functionality in-house drive a digital program




This is where PE owners can add genuine value. As
partners to their companies, buyout firms can act both
as drivers of change and sounding boards for the validity
of strategies developed by management. Encouragingly,
our PE respondents are increasingly well-equipped

to offer help in this area, with 67% saying their firm’s
operating division has digital leadership and capabhilities
that portfolio companies can access. Another 29% say
they are planning to add such functionality within the
next 12-24 months.

At the same time, this support does not need to come directly
from the PE sponsor. One of the primary assets of a PE firm is
its network and its ability to guide investments, with the help
of consultants and by hiring in management talent required
for achieving results, More than half (53%) of respondents
place a high priority on working with outside experts or
consultants to plan and implement digital strategy, while 29%
prioritize making new digital hires to a company.

One PE executive in our survey highlights the importance
of cross-collaboration between portfolio companies,
whereby businesses can share best practices and insights
into what has delivered results for them:”| feel experience
counts in matters of implementation of any kind of strategy,
particularly where digital strategies are concerned. We need
to make sure that all key parameters are measured. Suitable
advice from other portfolio companies helps for purposes
of comparison.”

WHAT RESOURCES DO YOU DRAW
S UPON TO PLAN AND IMPLEMENT
DIGITAL STRATEGY AT A NEW
PORTFOLIO COMPANY?

Dutside experts/consultants

Mew digital hires to the company

29%

The company's existing internal resources/
digital capabilities

13%

Experience and resources from other
partfolio companies




CONCLUSION

THE ABILITY TO TRANSFORM businesses through digital is
one of the greatest value creation tools at PE's disposal.
The evidence shows that more can be done to formalize,
standardize, and prioritize this process, but the broader
trend is that PE has recognized the potential of digital.
Mow it is focusing on how to realize it.

Before making their next digital investment, we recommend
that PE firms consider the following best practices:

1. Define "digital" and formalize strategies

Given that a significant portion of PE firms do not have

a singular definition of “digital” or documented digital
strategies at the portfolio company level, this should be the
first priority. Whether you adopt our definition - "Applied
technology that changes business conditions, creates an
adaptive culture, and uses data to scale and grow, in order
to create mutual value™ - or opt for your own, it is important
that everyone in the firm understands what is meant by the
term. Once there is a common definition, it is then crucial
that every portfolio company has a documented digital
strategy that is tailored to that specific company.

2. Choose wisely

Companies tend to struggle with prioritization: After
identifying multiple digital projects, they either default
to taking on too many or end up forgoing the right ones.
In such instances it is rare that any of this delivers desired
results. A better approach is to concentrate on no more
than two or three core digital initiatives, whether that

be productivity gains in the back end of the business or
delivering improved customer experience or enhanced
products or services in the customer-facing side of the
company. Prioritization is key, and they can lean on proven
use cases or business-minded consultants to determine
those priorities.

3. Capitalizing on the B2B opportunity

Our survey shows that mid-market PE firms may be
underestimating the potential of digital investments in the
B2B space. This represents a substantial opportunity. Not
only can B2B-focused sponsors incorporate digital more
extensively into their investment theses, they can consider
how to transform the customer-facing sides of their
businesses and not anly focus on back-end operations.

4, Speed is everything

Just as it is important to prioritize digital programs to avoid
management overload and fatigue, PE firms should also
think carefully about how long it will take to implement
projects. Digital often requires a substantial change in

a business's operations, organizational structure, skills,
capabilities and processes, all of which takes time. Agile,
test-and-learn methods are typically the best approach.
Bringing in the right resources may be necessary, internally
or externally, as digital is a relatively new skill set.

5. Upside at exit

Our survey indicates that PE sponsors are willing to pursue
digital investments for their portfolio companies even if
such projects do not deliver results prior to exit. Whether or
not digital investments have time to fully materialize before
the company is put up for sale, growth in digital maturity
should be viewed as an asset during the sell-side process. It
is important that the company's digital strategy and progress
is clearly articulated to potential buyers, since digital
companies typically command higher price multiples.




METHODOLOGY

In Q1 2019, Mergermarket surveyed 100 senior PE executives via phone to better understand their approach to digital
investments in portfolio companies. Respondents were all based in the United States, and were split between deal-side
(75%) and operating-side (25%) personnel. They were also divided between firms that invest more in B2B businesses (50%)
and those that invest more in B2C companies (50%).

ARE YOU FROM THE DEAL SIDE OVERALL, DOES YOUR FIRM
—— OR OPERATING SIDE AT YOUR FIRM? INVEST MORE IN E2ZE OR
B2C BUSINESSES?

m BZE
B Doal side B2C

Ciperating side

WHAT IS THE APPROXIMATE AVERAGE
REVEMUE OF ASSETS YOUR FIRM
INVESTS IN?

m USHO0-250
rrillicn
LISE250-400
roillicn

m US3400-200
roillicn

m USHe00
rmillion-Us$Tbn
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26%




IN WHICH SECTORS DOES YOUR FIRM PRIMARILY INVEST?
(SELECT TOP THREE AND RANK THEM 1-2-3 IN ORDER OF APPROXIMATE
PRIORITY FOR YOUR FIRM, WHERE 1=TOP PRIORITY)

Healthcare, Life Sciences & Medical Device

Consumer Products

Manufacturing, Industrial Products & Distribution

Software / Technoloagy

Financial Services

Business Services

Energy & Utilities

Media & Entertainment

Ea N~

Transportation

B3

Education

Bl -

Construction

Government
I 1%
| 2 =
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ABOUT MERGERMARKET

M Mergermarket

An Acurls company
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Acuris Studios, the events and publications arm of Acuris, offers a range of publishing, research and events services
that enable clients to enhance their brand profile, and to develop new business opportunities with their target audience.
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For more information, please contact:
Alissa Rozen
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Tel: (212) 500-1394




ABOUT WEST MONROE PARTNERS

West Monroe is a national business and technology consulting firm that partners with dynamic organizations to reimagine,
build, and operate their businesses at peak performance. Our team of more than 1,100 professionals is comprised of an
uncommon blend of business consultants and deep technologists. This unique combination of expertise enables us to
design, develop, implement, and run strategic business and technology solutions that yield a dramatic commercial impact
on our clients’ profitability and performance. For more information, please visit
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Christina Galoozis

Media Relations Manager
312.447.6623

Mick Hahn
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