CRAFT BREWER SEMINAR / BY ANDY CHRISTON

“We are in an era of
brand realignment in
which the perceived
fairness of price for
brand rights will become
a paramount issue.”

Since co-founding Ippolito Christon
& Co. in 1986, Andy Christon has
focused on brokering transactions
and valuing distribution rights in the
beverage industry nationwide. The
firm's professionals have prepared
nearly 500 valuations of beverage
companies and distribution rights.
Andy closed the first beer distributor
transaction priced in excess of $100
million, with the southern California
sale of Gate City Beverage to Reyes.
Also, in a landmark arbitration case,
Ippolito/Christon obtained a $103
per case award concerning Fiji
Water, setting the "gold standard"
for the value of beverage distribu-
tion rights. Prior to 1986, Andy
headed a group at Coca-Cola in the
historic re-franchising of the U.S.
bottler system. He holds a B.A. in
Economics and an MBA in Finance
from the Wharton School.
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Franchise Laws and

the Craft Brewer

ilton Friedman, the
American Nobel Laureate
economist and the most

influential economist of the 2nd half
of the 20th Century, wrote a book
called Free to Choose. As the title
suggests, Friedman explained his
view of how free markets work in
solving all kinds of problems. That's
what the beer business is all
about...especially the craft segment:
Finding Better Beer. It's about risk-
taking. It's about investing scarce
capital to earn returns high enough
to keep small brewers in the busi-
ness long-term. And it's about inno-
vating and developing new products
for demanding consumers..."Off
center beer for off center people.”
That's a quote from the playbook of
Dogfish Head Brewery. | could use
any number of craft brewers as a
"poster boy” but | chose Dogfish
Head because Sam Calagione is a
fine spokesperson for the craft brew-
ing industry.

Now you ask, what does any of
this have to do with valuing bever-
age enterprises or beer distribution
rights? The answer is everything!

A student of Friedman at the Univ.
of Chicago went on to become the
leading proponent of a valuation
methodology referred to as the "FCF

Methodology" (an income
approach), widely accepted and
used by investment bankers,

investors, some breweries, and
sophisticated buyers including dis-
tributors to value a business.

Since 1986 Ippolito/Christon has
used this method to value over 400
businesses. | like to refer to the
method as "the cigar box" approach
to valuing a business. In other
words, all that really matters is how
much cash comes in, how much
goes out, and how much is left over
at the end of the day (or month, or
year, or however long it takes to pro-

duce positive FCF!) Isn't that really
how you run your local brewery?

There is tremendous value being
created right now in the craft seg-
ment, by the brewers and distribu-
tors who have the resources and the
assets to market, sell and distribute
craft beers. Craft brewers are invest-
ing real money and there is a signif-
icant expansion of capacity going
on. Consumers are increasingly
aware of craft brands and demand-
ing them. Distributors recognize this
development. | believe that there
will be continued sustained craft
growth of the craft segment com-
pared to mainstream domestic beer
for the foreseeable future.

We are in an era of brand realign-
ment in which the perceived fairness
of price will become a paramount
issue in arranging the transfer of dis-
tribution rights. For fast-growing,
high-margined brands like craft
beers, a small part of a distributor's
portfolio, as little as 5%, may
account for a substantial part of the
profits. We call these add-on cases
"bolt-on" brands or 'Golden Cases.'
The loss of just 5% of the total case
volume of a mainstream distributor,
due to brand realignment, could
wipe out one-third of the bottom line
of a previously healthy distributor.
Distributors and suppliers are keen-
ly focused on the issue of "bolt-on"
brands and marginal value. Most of
the gross profit of bolt-on brands
falls to the bottom line, so they are
therefore worth more to buyers and
sellers.

The value of a craft brand to a dis-
tributor can equal or exceed five
times gross profit. However, that
may not be the price at which the
brand changes hands.

Factors such as supplier prohibi-
tion of public trading of beer distrib-

utorships, the limited pool of buyers,
(Continued on page 12)
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a restrictive brewery approval process, and the unequal
bargaining power between a large brewer and distributor
can cause the price to be less than the value.

For most of you, the bargaining position versus a dis-
tributor is much more equal. In my view, the appropriate
objective in any brand transfer is to strike a price that is
fair and reasonable.

Discounted brand transaction prices that are not fair
and reasonable should be avoided even by the buyer
who gets a bargain, because the shoe may be on the
other foot one day.

Beer franchise laws differ from state to state. Most
contain provisions that prohibit a supplier from terminat-
ing a contract for "arbitrary" reasons. The laws mandate
that a brewery must have just cause for terminating and,
usually, that the distributor be allowed time to remedy
any problem before the brands are pulled.

Some statutes, as in Ohio, lllinois, and New Jersey,
allow for termination without cause upon the occurrence
of certain events, provided the distributor is compensat-
ed "fairly" for the distribution rights taken.

The distributor agreement binds a brewery to its dis-
tributor until and unless the distributor relinquishes its
rights to the brand; the brand is purchased from the cur-
rent distributor or the brewery withdraws from the mar-
ket. A distributor can also sell or trade the brand to
another distributor or include its rights should it be itself
sold or acquired. Legislation, such as that in Indiana,
K | | N | , : o for it
transfer of brands at a "Fair Market price."

For many craft brewers the issue with franchising has
varied from the basic problem of limited access to the
marketplace to the ultimate desperation of being stuck,
and sometimes virtually abandoned, in a distributor that
has little interest in, or knowledge of how to handle spe-
cialty brands.

However, many distributors who viewed crafts cau-
tiously a few years ago are now aggressively seeking to
take them on. Far-sighted ones are setting up craft beer
divisions, promoting craft brands and competing with
one another for them.

Craft brewers who are expanding must build partner-
ships with strong local distributors who have the
resources and the assets to market, sell and distribute
the craft beers in their local territory. In order to get a dis-
tributor to take on a brand, craft brewers will have to be
willing to provide an exclusive, perpetual franchise. This
will allow for incentives for both the brewer and distribu-
tor to progress.

However, another crucial provision of the distributor
agreement is the exit mechanism. In the future, the par-
ties may seek to terminate the relationship.

| don't think either side should rely on state law as a
solution. Rather, brewer and distributor should look to
the terms and conditions set forth in the brewer-distribu-
tor agreement, and to the economics of the situation.

You, the brewer, should draft a contract that you
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believe meets the needs of supplier
and distributor. There are many
agreements you could model. The
old industry standard was the A-B
Distributor Equity Agreement, but
you can draft your own version.

Don't make your contract read like
a "landlord lease," which invites liti-
gation in the event of a future dis-
pute. You don't have the big brewery
legal departments and budgets to
fight those kinds of battles with dis-
tributors, some of whom are larger
than the largest craft brewer! Be fair
and wise in the agreements that you
reach with distributors.

The contract between the distribu-
tor and the craft brewer should pro-
vide for the brewer's ability to termi-
nate the relationship with little or no
compensation in non-performance
situations. No contract or law should
force the brewer to continue supply-
ing a distributor with beer if the dis-
tributor is not doing the job.

If, on the other hand, the distributor
is performing under the contract and
the brewer nevertheless wants to
transfer the brand rights to another
distributor, the transferee should be
willing to offer payment for the rights
that is a fair value for the brands to
be transferred. State law should be
invoked only as a last resort.

Harry Schuhmacher of Beer
Business Daily basically agrees. "If
you are going to have a franchise
law, there needs to be a provision in
it that allows a brewery to move its
brands if it has just cause to do so.
You can add that the distributor must
receive fair market value for those
brands or whatever you want, but
you have to give the breweries some
options. | don't think it should be too
easy to do this, however, because
distributors, the good ones, do put a
lot of money behind small brands
when they take them on. When
you've invested in a brand, you
should be compensated for it if the
brand moves."

Current policy of the Brewers
Association is that where franchise
laws exist, "any brewer contributing
less than 20% of a distributor's vol-
ume should be exempted from those

(Continued on Page 14)
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Commeon Valuation Appreaches

»  Narket comparables of similar
transactions -
— e
» ‘Rules of thumb® such as gross profj
multiples, earnings multiples, ar

price/case

= Income approach

Preferred Valuation Method

Waluation methods include:

» Replacement Value

+ Liguidation Value

» Book Walue

» Market Comparison
FCF method is preferred for a
business that is a going concern

whose earnings rely heavily upon
distribution rights.
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Size Matters!

= Smaller the volume, the greater th
marginal effect ,

= Small-volume brands havehigher
value/case than core brands

= Brand’s value equals p.v. of
anticipated FCF directly related to
brand!

Ppoits Crron2.Ca.

Steps to Calculating
the Value of a Craft Brand

Marginal Analysis ¢ -
1) Estimate marginal effect iR
the current year
2) Project future years

3) Compute present value of
future cash flows

Ppell St B.Co.

Marginal Effectin Current Year

Per Case
Core Craft
Brands Brands
Gross Profit $4.50 $6.00
Op Expense 4.00 1.00
Cash Op Profit $0.50 $5.00
=

Total C/E Volume 3,800 f) 200
(000) &

ppolita Ciirton &.Co.

Marginal Effect in Current Year
Core Brands Craft Brands Total

Cases 3800 200 4,000
85% 5%

Revenue $68,400 $4,880 $73,280
83% %

Gross Profit $17,100 $1,200  $18,300
83% %

Direct $15,200 200 15,400

Expenses

Profit $1,900 $1,000  $2.900

66% 34%
Magnified Marginai Effect |

Ppellie Chrirtn &€, I

Marginal Effect of Craft Brands

Craft 5% % 34%

CEs Gross Profit Frofit

m Effect on bottom lne |5 greatly magnified.

Irpsiie hirinn & Ca.

FCF Valuation Methodology

Present Value Terminal
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Determinants of FCF Value
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Projected Growth of Craft Brand

Assumption

10% per year, S years
4% per year, Z years
0% after Tyears

Result

200,000 cases in 2007 grows
to 346,000 cases by year 7
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Charts above are reproduced

courtesy of Ippolito Christon
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Craft Brand Free Cash Flow Financial Discount Rate

laws and free to establish a mutually s
beneficial contract with that distribu-
tor. Without the leverage inherent in
being a large part of a distributor's

11% inter used count FCF

e

) o ! Reflecting:
business, a small brewer and distrib- ' STecn
utor can negotiate a fair contract at : = 18% equ
arm's Iength_" Discrete Forecast i = Ability t ble rate

I'm not here to opine on the policy Year
or speculate on a size threshold for L= ik
small craft brewers. | think that most - - -
of us acknowledge the need for a Craft Brand Resulting Valuation Multiples
FCF Valuation for Craft Brand

way to end unsatisfactory relation-
ships. Distributors have equity in ESPICHIIC Vallis $9,851,000 Economic Val
their brands. If a disagreement aris- = $49 Per Case

es, agreements should have provi- u 8.2X Trailing G.P.
sions for terminating the relation- Value of 7 yr. » 9.9X Trailing EBITDA
ship. How to do so varies all over the W + “erminai va
map with regard to how states . W
decide to attach a value to what hap-
pens as a result of that termination.

sy Ll & T, v Carvts & Us.

Some say fair market value, some

. o Craft Brand Problem With Comparable
say X times annual gross profits. In Projected Valuation Multiple “Market” Transacl:l'ions
any case, there are solutions. &P Nultipla Volume 000°s - 45

2
fransactions &
ation does not

= Large pool of si
publicly availa
exist

The search for the "perfect distrib-
utor agreement" and the "perfect

beer franchise law" is never ending. = Substantial operati

franchise utes |

Interestingly, some craft brewers

may believe they have unexpected o o = Man ;?aigﬁaﬂl'é'%iﬁ“ dolates
allies in their fight for control over boiod od koA willing sefler

their own destinies. S—— —

The big brewers seek to realign all

of their brands by transferring ~ Influences on the Price
. . h i it Yo [} istributi i -~
acquired and alliance brands to their Misuse of “Rules of Thumb of Distribution Rights .

H . H H = Valuation multiples are used to express
own distributors. Getting brands into el o e o toreufs Th

1 Projected cash flow determines @
by anticipated growth, &:

their own houses has been problem- o s . sod irume ik
atic, because distributors protected u Multip_les not re_liable to ca.fr:L_J.fafe val?é.:_‘j . P y . .
b strong franchise laws are reluc especially for high grewth, high margin 2 A marketability discount that may
Yy | W uc- brands occur to varying degrees
tant to give up profitable relation-
. . » Multiples too narrow in scope to reflect all
ShIpS unless falrly Compensated' variables that can impact value of brand

This may lead the big brewers to rights over time
seek modifications to existing state [ e
laws in order to make it easier to ter- : -
minate a distributor without cause. Discount for Marketability Valuing A Damage Claim

The question then becomes, would
Intangible brand rights derive val Z
future earnings v

» Can be in a wide range

changes to the beer franchise laws,
. - Limited pool of buyers
if and when they happen7 be a boon - Restrictive brewery approvgl price

or a curse to craft brewers? - Unequal bargaining power » In negotiated “market” transactions;
. . . Pressure to sell or supplier téymd gross asset value may be reduced by a
As | stated earlier, we are in an era threat limited marketability discount
of brand realignment in which the » Challenge is to reduce discount to a »  Limited marketability discounts do not

apply in standard legal damages

perceived fairness of price for brand fair level o ol e

rights will become a paramount
issue in arranging the transfer of dis-
tribution rights. In the final analysis,
it would be difficult to imagine "termi- Charts above are reproduced

nation without cause" unless it is - c
accompanied by a "fair" payment for courtesy of Ippolito Christon

the rights.
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