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Torys captures the state of the industry at three levels of focus.
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All statistics that do not originate from data internal to Torys LLP are sourced from S&P Capital IQ.  
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include both acquisitions of, and exits from, Canadian targets by financial investors.
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Overview

What is the state of private equity in 2015? Torys’ annual Private Equity in Focus 
covers how 2014 M&A activity involving private equity has set the stage for this 
year’s transactions at three levels of focus: in the markets, in the deals and in 
the terms.  

Private equity funds seized upon favourable market dynamics to exit investments, and also adjusted their in-
vestment tactics to address current market conditions. In-house expertise, industry specialization and a strong 
diligence focus are some of the themes emerging from 2014.

 

Industry participants are broadening the scope of the private equity space, from investment in sectors that have 
not historically been areas of focus, such as oil and gas, to taking a fresh look at familiar sectors. They are also 
exploring risk-sharing structures in response to high prices for good businesses.

Current M&A deal terms show the continuing influence of a seller’s market in Canada—changes in indemnity 
terms and the growing use of representations and warranties insurance are just two examples illustrating this 
trend.

This combination of trends is evolving as recent market turns, such as depressed oil and gas prices and a weak 
Canadian dollar, are yielding new opportunities for private equity. These opportunities, together with the adaptive 
strategies that PE sponsors in Canada continue to implement, are likely to make for another interesting year 
ahead in the Canadian private equity market.

In the Markets

In the Terms

In the Deals

- dynamics in the Canadian markets and their effect on private equity.

- current approaches dealmakers are using to seize new opportunities.

- deal terms and what they say about the current M&A environment.
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In the Markets 
Dynamics in the Canadian markets and 

their effect on private equity



www.torys.com 3

In 2014, private equity sponsors responded to the momen-
tum of the Canadian markets in a number of ways, with 
several themes emerging. 2014 was a good year for private 
equity deal activity in Canada as the market continued to 
maintain M&A volume levels in line with those in 2012 and 
2013.

However, the challenges of sourcing quality assets, high investment multiples for 
good businesses and competition from strategic buyers were not without impact 
and resulted in a slight decline in the number of Canadian M&A transactions involv-
ing a financial buyer or seller in 2014 from the two previous years (see Graph 1.1). 

Graph 1.1  Deal Volume in Canada Involving a Financial Buyer 
or Seller
 

Strong year for exits
 
Despite investors having capital to put to work and an appetite for M&A, fewer 
financial investors acted on the buy-side in 2014 (see Graph 1.2). Given strong 
valuations for good assets, private equity funds took advantage of this seller’s 
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market to exit investments, contributing to the ongoing increase in private equity 
exit activity since 2012 (see Graph 1.3). 

Graph 1.2  Buyer Role 

Graph 1.3  Seller Role
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Strategic buyers: serious contenders in auctions

Strategic buyers showed greater readiness to pursue transformational transactions 
in 2014, turning to mergers and acquisitions to implement growth strategies. Their 
willingness to pay a premium for quality assets and recover value through synergies 
made them serious contenders in M&A auctions and intensified the competitive 
deal environment in the Canadian market.

The significant demand from strategic buyers translated into a surge in private equity 
sales to strategic buyers. Such sales rose to 60% of private equity sales in 2014, 
from 53% in 2013 (see Graph 1.4). Sponsor-to-sponsor transactions were an equally 
important theme in 2014, representing a growing trend in the Canadian private 
equity market.

Graph 1.4  Exit Strategies, Seller-to-Buyer Role

 

Private equity practices are evolving

Competitive market dynamics are influencing private equity practices. Private 
equity firms are developing industry specialization and in-house expertise to seek 
out investment opportunities in new sectors such as mining and oil and gas. 
One of Torys’ most active deal sectors in 2014 included natural resources and 
industrials, as clients—particularly in western Canada—acquired non-core assets 
and businesses of resource players who looked at divestitures and other business 
ventures to focus on core operations and improve efficiencies.

2010 2011 2012 2013 2014

Both to strategic Financial to financial

Strategic to financial Financial to strategic

11%

60%

16%

13%

10%

12%
16%

14%

16%

20%

14%

12%

67%
57% 53% 60%

11% 13% 12% 13%



Torys’ Private Equity In Focus 20156

Private equity investors continue to be active in mid-market M&A, a trend consistent 
with the broader Canadian market, which is experiencing sustained growth in deals 
below C$100 million and in the C$100 million to C$500 million deal value range 
(see Graph 1.5). 

Graph 1.5  Deal Sizes

Focus on strong diligence

With current high valuations and EBITDA multiple levels, many private equity funds are 
modeling for lower multiples on exit, requiring them to be that much more focused 
on earnings growth. As a result, funds are testing more than ever the strength of their 
investment thesis and the quality of target-earnings analyses at the pre-acquisition 
phase, especially once a letter of intent to acquire a business has been signed. We 
expect this renewed focus on strong diligence practices to continue in 2015.
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In the Deals 
Current approaches dealmakers are  

using to seize new opportunities
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In the Deals

With significant funds available for investment, private equity 
firms are looking for new and untapped investment opportu-
nities in Canada. This development is manifesting itself not 
only in the nature of the deals being done, but also in the 
sectors that private equity is targeting.

In 2014, private equity M&A touched a broad range of sectors in Canada, experiencing 
particular growth in the energy and natural resources sectors (see Graph 2.1).

Graph 2.1  Private Equity M&A Volume by Industry
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Private equity explores alternative strategies

Ever-higher EBITDA multiples for targets in the Canadian market are motivating 
some private equity sponsors to offload risk. For example, we are seeing private 
equity firms deploy capital in minority investments to de-risk their exposure. With 
high valuations in the current seller’s market, more and more sponsors are also 
looking to partner to share the risks of any given investment. 

Buy-out clubs comprised of two or more sponsors have become less common since 
the credit crisis in part as a result of both a highly competitive deal environment 
and a decrease in mega-buyouts. Sponsors are turning instead to “friendly” parties 
(often the sponsor’s own limited partners) as deal partners for M&A transactions 
(for detail, see Torys’ bulletin, “Strong Demand for Private Equity Co-Investments 
Continues”). 

Another important focus for private equity firms is the purchase of assets to com-
plement their existing portfolios and enhance value through the pursuit of add-on 
acquisitions and consolidation plays. We have seen this strategy being deployed 
notably in the retail, healthcare and professional services sectors. 

The investor relation function of private equity sponsors is also evolving in response 
to these changes in the industry. As limited partners become more sophisticated 
and shore up their in-house expertise, they are seeking more information from 
sponsors to monitor their existing investments, identify new co-investment oppor-
tunities and also potentially increase their stakes in select sponsors. This in turn is 
leading to heightened deal activity in the secondaries market. 

Private equity explores oil and gas

Opportunities for energy-focused private equity investment in Canada’s oilpatch 
continued to be plentiful, notwithstanding the collapse in oil prices in the latter half 
of 2014. U.S.-based private equity funds and Canadian pension funds remain the 
dominant financial investors with early-stage exploration and production start-ups 
and midstream infrastructure plays being the primary focal points.

A number of large U.S. sponsors—including KKR, Warburg Pincus, Goldman Sachs 
and Blackstone—have recently completed fundraisings for funds dedicated to 
energy opportunities. In addition, it was reported in late January 2015 that Apollo 
Global Management was in the process of raising a new fund on a compressed 
timeframe to focus on buying distressed debt of troubled oil and gas companies as 
a means of capitalizing on the dramatic decline in oil prices.

Given the abundance of private equity capital and current depressed commodity 
prices, we expect a wealth of buying opportunities at attractive valuations and, ac-
cordingly, continuing strong appetite for deals in this sector throughout 2015.
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Support of junior exploration companies in the oilpatch

While private equity investors continue to look at opportunities to participate di-
rectly in the development of established assets, such as the recent acquisition by 
Jupiter Resources, backed by Apollo Global Management, of assets from Encana, 
they are also turning their attention to opportunities to back proven management 
teams in private exploration and production start-ups. Recent transactions include 
Riverstone Holdings’ C$200 million investment in Canadian International Oil Corp, 
a Calgary-based upstream oil and gas company, and Lime Rock Partners’ C$300 
million commitment to Imaginea Energy Corp. These investments illustrate a con-
tinuing theme for Calgary’s juniors where equity commitments from strong financial 
partners have proven to be the preferred alternative for the execution of their 
business strategies (rather than attempting to tap into tumultuous capital markets 
which have not been supportive of junior exploration companies with such higher-
risk profiles).

Deal Spotlight

In June 2014, Encana Corp announced the C$2 billion sale of its Bighorn assets 
to Jupiter Resources, a newly formed entity funded by Apollo Global Management. 
The Bighorn assets cover about 360,000 net acres primarily producing natural 
gas, together with related pipelines, facilities and service arrangements. It was 
announced that total net proved reserves at the end of 2013 were approximately 
1.1 trillion cubic feet equivalent, about 75% of which was natural gas. 

The growing appeal of the midstream sector

Conditions in Canada’s midstream sector are also providing attractive opportunities 
for private equity investment. Lack of suitable infrastructure, incremental upstream 
development and a fundamental upward cost shift in upstream capital costs have 
caused producers to consider opportunities to monetize existing owned midstream 
infrastructure assets in order to raise capital to both redeploy to further develop up-
stream assets, and outsource new facility builds and expansions rather than expend 
their own capital.  

Deal Spotlight

In late December 2014, KKR and Veresen Inc. announced the formation of a 
joint venture that will acquire natural gas gathering and processing assets in the 
Montney region of western Canada from Encana and Cutbank Ridge Partnership 
(a partnership between Encana and a subsidiary of Mitsubishi Corporation). Torys 
represented KKR and Veresen Inc. The joint venture will acquire the assets for 
approximately C$600 million plus actual costs accrued in 2015 and undertake up 
to C$5 billion of new midstream expansion for Encana and CRP in the Montney 
region under a 30-year fee-for-service arrangement.
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In the Terms 
Deal terms and what they say about  

the current M&A environment
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In the Terms

Torys analyses deal terms in private M&A transactions on 
which the firm advises in order to monitor changes in market 
practice. Our internal analysis of deal terms in private M&A 
transactions in 2014 that Torys worked on, including private 
equity transactions, shows a number of developments that 
are reflective of the current market and the continued ability 
of sellers to influence deal terms.

Caps, deductibles and survival periods

The average indemnity cap for non-fundamental representations and warranties 
increased to nearly 45% of deal value in 2014, from less than 40% in 2013 (see 
Figure A). This increase may in part be a function of our deal sample, which included 
a larger number of transactions in the mid-market range than in prior years (higher 
caps being more frequent in deals with a smaller transaction value).

Figure A.  Indemnity Caps as a % of Deal Value in 2014

As was the case in 2013, sellers continue to be successful in negotiating for the 
use of true deductibles (where the buyer bears the amount of losses up to the de-
ductible) rather than thresholds/tipping baskets (where the buyer can claim from 
dollar one, once the threshold is exceeded). Deductibles were agreed to on 53% 
of our canvassed deals and thresholds/tipping baskets appeared in 40% of the 
sample transactions.

The average deductible/threshold amount in our deal sample for 2014 was 0.9% of  
transaction value (see Graph 3.1). The slight increase in the average from 2013 may 
be explained by the emerging use of “materiality scrapes” (referenced later), which, 
in our experience, sellers sometimes accept in exchange for a somewhat higher 
deductible. 
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Graph 3.1  Average Basket as a Percentage of Deal Value

Although survival periods varied from deal to deal, the survival period for non-
fundamental representations and warranties most frequently seen in our 2014 deal 
sample was 18 months. 

Materiality scrapes

Our 2014 transaction sample shows that materiality scrapes (that is, provisions that 
read out materiality or MAE qualifiers in the representations and warranties for the 
purposes of the indemnity) were used more frequently in 2014 than in prior years. 
This trend mirrors a corresponding trend in the U.S., where materiality scrapes are 
likewise gaining ground. While materiality scrapes are still less prevalent in Canada 
than in the U.S., the “scrape” is one deal term that reflects an ongoing convergence 
of dealmaking on both sides of the border.  

Escrows

One consequence of the competitive dealmaking environment of 2014 was that 
more buyers agreed to forgo post-closing escrows to backstop potential post-closing 
claims. This is indicative of a wider trend to execute private M&A transactions “public-
company style,” particularly in the context of hot auctions. We also believe that the 
rising popularity of representations and warranties insurance (referenced in detail 
later) as an alternative to seller escrows contributed to this development.

Where transactions included escrows, the amount of the holdback, as a percentage 
of deal value, commonly fell in the range of 5%-10% of deal value, though in some 
instances it still exceeded 15% of the transaction value.
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Reverse break fees

Several of the private equity transactions in our sample included so-called reverse 
break fees payable to the seller if a private equity buyer failed to pay the purchase 
price despite all closing conditions having been satisfied or waived. The fee amounts 
were generally below 5% of the transaction value and the reverse break fee me-
chanic was coupled, in most instances, with the right of the seller to cause the buyer 
to close the transaction so long as the debt financing was available. This model 
follows a common approach used on U.S. private equity transactions, although re-
verse break fees paid on recent U.S. transactions sometimes exceeded 6% of the 
transaction value. 

Representations & warranties insurance 

Our 2014 data show a veritable explosion in the use of representations and war-
ranties insurance (R&W insurance), although use of the product was more frequent 
on U.S. deals than Canadian ones. Our data points line up with what other indus-
try participants observe: one global insurance broker reports that insurance limits 
placed and associated transactions closed in the North American market essentially 
doubled in 2014 from 2013 and have increased by over 300% from 2011. 

What makes R&W insurance so attractive? Consider a traditional PE deal in the mid-
market with a transaction value of $100 million: the recourse package for the deal 
might include an indemnity for breaches of non-fundamental representations with 
a cap in the range discussed above and a seller escrow (accruing nominal interest) 
in which 5% to 10% of deal proceeds are held back for at least one audit cycle. The 
former puts at risk a sizeable portion of the sellers’ return; the latter is a meaning-
ful drag on the sellers’ IRR. A R&W insurance policy, by contrast, permits an almost 
entirely “clean exit” from the sellers’ perspective for a moderate premium. 

Pricing for policies varies, but lately has trended within a band of 3% to 4% of the 
insurance limit for a “middle-of-the-road” set of reps and warranties, meaning that a 
$10 million policy can be purchased for approximately $300,000-$400,000, plus a 
small underwriting fee in the range of $30,000. The costs can be allocated among 
the seller and buyer as desired. Most insurers have groups of former M&A attorneys 
who assist with putting a policy in place. That greatly facilitates the overall resolution 
of issues and the process, which typically consumes 2 to 3 weeks from start to finish. 

Does R&W insurance pay, if indemnity claims are asserted? While the product has 
not been around long enough to definitively answer this question, anecdotally, insur-
ers have honoured claims and have done so swiftly. The conventional wisdom is that 
it may well be easier to collect from an insurer trying to establish a reputation in 
this increasingly popular and competitive niche of the insurance market than from a 
seller who will almost always be incentivized to fight tooth and nail in connection with 
a rep and warranty claim. 
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Spotlight on R&W insurance

Advantages

• Offloads significant portion of exposure on representations and warranties to a 
third-party insurer.                                                                                                             
  

• Changes deal dynamics because it becomes very difficult for the seller to resist 
changes of the representations requested by the buyer, particularly where the 
buyer pays for the insurance. As a result, the often protracted negotiation of 
representations and warranties becomes much easier (and less costly).   
     

• Eliminates the awkwardness that PE buyers face as a result of senior manage-
ment invested in or retained by the buyer being among the group of selling 
shareholders that stands behind the indemnity. 

  
• Gives buyers an edge in competitive auctions.  

What’s in the fine print?

       • The policy will provide for a deductible (or “retention”), which often ranges 
from 1% to 3% of transaction value. While the retention sometimes mirrors the 
deductible under the purchase agreement, that approach tends to be costly 
because insurers want sellers to have “skin in the game,” including to incentivize 
them to produce thorough disclosure schedules. Accordingly, the retention is 
typically set in excess of the deductible. 

    
• The insurance cap (or “limit”) is a matter of negotiation—in our experience, parties 

typically take out policies with limits between 5% and 15%. 
 
• Much like an indemnity, R&W insurance has a survival period, usually three 

years, which is well beyond typical survival periods for non-fundamental repre-
sentations and warranties.

  
• R&W insurance often includes coverage for a standard indemnity for pre-closing 

taxes; other tax risks can be insured as well but at higher premiums. 

• R&W insurance does not cover known claims. It is chiefly for that reason that 
buy-side policies (i.e., policies where the buyer is the insured party) are far more 
frequent than sell-side policies as the deal participants on the buy-side will not 
be tainted with knowledge of pre-existing issues.    
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Conclusion

Both the rising popularity of R&W insurance and the recent changes in indemnity 
terms are reflective of the recent sellers’ market that we expect to continue in the 
year ahead. It will be interesting to see how deals terms will evolve as Canada’s 
highly adaptive private equity market hits its stride in 2015.
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