U.S. Microcap Poised to Benefit from Rebound in M&A
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When Acuitas was founded in 2011 we chose to only invest in inefficient markets,
including microcap equities, due to the unique return opportunities available for skilled
active managers in those areas. Among the unique return drivers in microcap is the
frequency and impact of mergers and acquisitions (M&A). In short, smaller, less efficiently
priced securities are a lucrative place for acquirers to find attractive takeout targets. As a
result, microcap companies are taken out more frequently and at higher premiums than
any other market cap tier, generally improving returns for microcap investors. Given the
value of mergers and acquisitions in microcap, we periodically reassess the environment
for M&A and the performance boost they have provided for microcap investors.

Although M&A still had a positive impact on performance for microcap managers in 2023,
there were headwinds that dampened M&A activity, mostly due to the surge in interest
rates and concerns about a recession. However, optimism is growing that we are likely to
see a friendlier environment for M&A in 2024. Positive factors include the expectation that
rates have peaked and will trend lower, increasing confidence that the U.S. has avoided
a recession, the onshoring of supply chains, and very high levels of cash at private equity
firms and on corporate balance sheets that needs to be put to work. With optimism
growing that the M&A environment is improving as we move into 2024, we think it is an
opportune time to revisit our analysis.

The chart on the next page shows the aggregate number of takeouts over the last five
years based on the market capitalization of the company being acquired. There is a stark
contrast across buckets, with more takeouts in companies below $1 billion in market cap
than all other capitalization tiers combined. The data is compiled from U.S. based public
companies that were M&A targets with a minimum market cap of $25 million, as well as
any additional securities held in Acuitas’ microcap portfolios. Any deals with incomplete
data are excluded, and only deals that were completed or those that have been
announced but not yet completed are included. As a note, a few takeouts within our
portfolios were technically headquartered outside the U.S., but their businesses were U.S.
based and therefore part of our investment universe. The market cap buckets highlight
our area of focus in microcap (sub $1 billion) relative to other cap tiers. Of course, the
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microcap universe does extend above $1b (as of 12/31/23 roughly 18% of the Russell
Microcap Index was above $1b), so the $1b-2b bucket captures some larger microcap
companies, but the bulk of where we focus is captured in the sub $1b bucket.

Completed and Pending M&A Deals:

U.S. Public Companies
140

120

100

80

60

40

B LIl
o il

2019 2020 2021 2022 2023
E$25m-$1b m$1b-$2b $2b - $6b $6b+ Acuitas U.S. Microcap Composite

o

Source: Acuitas Investments, FactSet

It is always interesting to update this data to see if any recent trends emerge. What
immediately stands out is the notable dip in activity during 2020, which is understandable
given the COVID pandemic. Interestingly, the second quarter of 2020 is the only quarter
in the last decade where Acuitas’ U.S. microcap portfolios did not have a takeout. The
temporary pause during COVID certainly contributed to 2021’s recovery in activity,
however the key long-term trends remain intact (the average of 2020 and 2021 is very
much aligned with the other years). Most important is that year after year, the frequency
of takeouts remains far greater in microcap than any other place in U.S. public equity.
Additionally, Acuitas’ portfolios have been effective at identifying and capitalizing on the
return tailwind provided by the robust M&A activity within microcap, as shown by the gray
bar in the chart.
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Looking ahead, we feel these dynamics are quite sustainable in the current environment.
Even after the fourth quarter rally, microcap valuations remain historically cheap, making
them attractive targets for M&A. These attractively priced companies provide a fruitful
pond to fish in for both active stock pickers and for those looking for acquisition targets.
Additionally, the underlying businesses for microcap companies tend to be far simpler
with fewer business units than their larger counterparts. Last, the COVID pandemic
caused a meaningful shift in how companies think about and view supply chains. Many
large companies now want more control over the inputs that drive their complex business
and product lines. As part of this effort, they have been moving critical components of
their supply chains onshore to avoid potential shipping and geopolitical issues that
upended countless processes during COVID. Microcap companies are often key parts of
the supply chain for larger companies, which has increased their attractiveness of being
strategically acquired.
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As a recent example, Restaurant Brands International, the $35 billion parent company of
Burger King, recently made a significant investment with their January 16 announcement
that they were acquiring a microcap company for $1 billion. As companies look forward
to a friendlier rate environment and gain more visibility on the economic landscape, we
expect them to be much more aggressive at putting their cash piles to work. Microcap
companies provide prime targets, and as we noted above, takeouts in microcap tend to
happen at significantly higher premiums than in other areas of the market. These
dynamics lead us to be optimistic that M&A will continue to be a significant source of
returns for microcap portfolios.

As an additional example of the impact M&A can have, there was a unique takeout within
microcap during the fourth quarter of 2023 that is worth highlighting. The largest stock
within the Russell Microcap Index announced it was being acquired by the $270 billion
pharmaceutical giant AbbVie on November 30. Despite being the largest company within
the Index the premium paid was quite noteworthy, as the acquisition price represented a
95% premium from the prior day’s close, and a premium of 120% from 30 days prior.
When the largest stock in the entire Index is acquired for nearly double the prior day’s
market value, it is a compelling example of the inefficiencies present within microcap
stocks. While incredibly unrealistic, it is amusing to come up with a parallel example for
large cap: it would be the equivalent of Apple or Microsoft being acquired at a nearly $3
trillion premium above their current market cap.

For a final fun fact, at Acuitas we recently hit a notable milestone, as by our estimates we
just had the 250th takeout/merger within our microcap portfolios in the last decade. Nearly
100 of these takeouts have occurred in the last three years, and there were more than a
half dozen takeouts across our portfolios during the fourth quarter of 2023 despite the
lackluster environment. We look forward to seeing this trend continue over the next
decade.

Past performance is not a guarantee of future returns. Investing in securities involves risk of loss that investors should be prepared to
bear. Investments in small and microcap companies may be less liquid and prices may fluctuate more than those of larger, more
established companies.

This material contains the current opinions of Acuitas and is presented solely for informational purposes. Nothing herein constitutes
investment, legal, accounting or tax advice, or a recommendation or solicitation to buy, sell or hold a security. No recommendation or
advice is being given as to whether any investment or strategy is suitable for a particular investor. It should not be assumed that any
investments in securities, companies, sectors or markets identified and described were or will be profitable.

Information is obtained from sources deemed reliable, but there is no representation or warranty as to its accuracy, completeness or
reliability. Charts and graphs maybe limited by date ranges specified on those charts and graphs; different time periods may produce
different results. All information is current as of the date of this material and is subject to change without notice.

Index returns do not reflect any fees or expenses and are not directly available for investment.

Acuitas Investments, LLC is a registered investment adviser headquartered in Seattle, WA serving institutional and individual
investors. For more information please visit our website at www.acuitasinvestments.com or contact us at 206-299-2070.
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