
PERSPECTIVES ON THE CAPITAL MARKETS FALL 2001

Zachary Scott—an investment banking and financial advisory 
firm—has produced this newsletter designed to bring you a 
perspective on the private capital markets.
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There is little doubt that the roaring 
mergers and acquisitions market of yes-
terday has gone soft. Barely a trickle of 

deals is flowing through the pipeline as most 
sellers and financial and strategic buyers have 
stepped back from the market. According to 
Venture Economics, thus far in 2001, M&A 
activity is off 50% from the previous year and 
at the lowest level since 1997. The late 90’s 
provided an environment in which histor-
ically high prices were offered for private 
companies. Two engines fueled demand for 
private company buyouts.  The unprece-
dented ascendance of the public equity mar-
kets provided corporate acquisition teams 
cheap currency in the form of common stock 
to buy companies. At the same time, financial 
investors competed by funding their deals 
with an historically higher proportion of low-
cost, liberally structured debt.  
INVESTORS FINALLY BALK

It is now apparent that, in early 2000, as 
investors finally balked at the inflated prices 
for financial assets, they set in motion a 
precipitous correction of the stock market. 

This decline effectively throttled access to 
cheap capital for acquisitive public compa-
nies. In response, these firms have turned 
their emphasis from the buyout market to 
internal initiatives that may improve per-
formance and positively impact corporate 
value. Prices that such “strategic” buyers,        

are prepared to pay for acquisitions have 
dropped in concert with their reduced appe-
tite for risk and the diminished value of their 
stock as currency.   

One would think that this would leave 
the private company market wide open to 
financial buyers. Unfortunately, they have 
found themselves hamstrung by tightened 
credit availability. Ready access to liberal 
amounts of credit is a key element of an 
active deal market. Ultimately, the amount 
and structure of debt is an important deter-

A SPECIAL MESSAGE FROM 
ZACHARY SCOTT
Zachary Scott entered its second decade 
this fall. During the past ten years, we have 
had the good fortune to work with many 
great clients, highly professional advisors, 
and wonderful businesses on many inter-
esting and challenging transactions. During 
this time, we have sharpened our skills, 
broadened our capabilities, and grown our 
firm. Those of you who know us understand 
that our advice is straight forward and 
unvarnished. While our conclusions may not 
always be popular, we call it as we see it. 

We want to take this opportunity to thank 
each of you who has contributed to our    
success during our first ten years.  As 
you may have noticed, we begin the next 
decade with a slightly new look and a 
new address. What hasn’t changed is 
our goal of providing the highest caliber 
objective advice on ownership transition 
and capital structure to companies in the                 
Pacific Northwest.

We look forward to continuing to share our 
Insights on developments in the private 
capital markets and being of service in the 
decades to come.

Credit Critical to Deal Market
With access to cheap capital throttled and credit 
availability tight, the deal market is far from active.

minant of the price that can be offered by 
financial investors in a buyout transaction. 
ECONOMICS OF A BUYOUT

To illustrate this point, we present a 
simple comparison of the economics of a 
buyout in the “go-go” environment of 1999 
relative to the current market. The focus of our 
comparison is a hypothetical manufacturer 
of widgets earning $10MM of EBITDA on 

$100MM of revenue. Management believes 
that there are some immediate improvements 
that can be made in the company’s perfor-
mance and that its long-term growth pros-
pects are attractive.

In 1999, investors and lenders would have 
been positively influenced by management’s 
expectations of performance and would have 
factored the $1 million of pro-forma improve-
ments into their EBITDA expectations. The 
deal would be priced at a multiple of six times 
expected EBITDA, yielding a value of $66 
million. In the current market, (continued p.2)   
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structure of debt determines 
the price that can be offered 
by financial investors in a 
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            ($ IN MILLIONS)         1999 DEAL             2001 DEAL

Revenue            $100.0         $100.0

LTM EBITDA               10.0              10.0  

Pro-forma                    
Improvements                 1.0  -           

Expected Cash Flow              11.0             10.0

Acquisition                 
Multiple                6.0X               6.0X

Enterprise Value           $66.0          $60.0 

Example Transaction...an investor’s view of the economics



the primary difference would be a reluctance 
to believe and pay for the improvements that 
might be realized in the acquisition. That is, 
today, the deal would be valued only on proven 
performance. Assuming the same purchase 
multiple, the price would be $60 million.

Even more differences can be seen in the 
capital structure employed to fund the acqui-
sition. The first disparity is transaction costs; 
financing fees and credit spreads are sig-
nificantly higher today than two years ago 
even though the debt level is lower. In 1999, 
an investor could expect to arrange senior 
debt of up to 3.5X expected EBITDA (includ-
ing pro-forma improvements). Today, those 
same lenders are likely to fund only 2.5X 
proven EBITDA. Mezzanine lenders are anx-
ious to fill any funding gaps. In 1999, they 
could be expected to add another 1.5X 
EBITDA of subordinated debt to bring total 
leverage in our hypothetical example to 
$55.0MM.  In the current environment, it is 
likely that mezzanine debt will be limited to 
1.0X EBITDA. Total borrowing capacity in 
today’s environment, therefore, would only be 
$35.0MM. The gap between value and credit 
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availability has to be filled with equity capi-
tal. In 1999, that meant $13.3MM (19% of the 
capital structure). In today’s market, it means 
$28.0MM, nearly 44% of the capital required 
to complete the deal.

Of course, this doesn’t tell the full story.  
In 1999, investors had to believe that within 
five years from closing the company would 
have a total value of at least $86 MM, enough 
to repay the remaining debt, allow mezzanine 
lenders an all-in return of at least 20% per 
annum, and provide the equity investors a 
30% annual return. Assuming a sale multiple 
of six times EBITDA, investors would have 
to be convinced that EBITDA would grow 
to $14.3 million, a 5.4% compound annual 
growth rate (CAGR). This was an expecta-
tion that would have been readily accepted.  
INVESTMENT MATH CHANGES

Today, the investment math is a bit more 
challenging. To provide the capital suppliers 
their required returns, the business will have 
to be worth $120 million at the end of five 
years. Assuming, again, a sale multiple of 
six times, EBITDA would have to grow to 

In times of plenty, most privately-held 
companies do well, or at least well 
enough. It seems that the rising tide of 

economic growth raises all boats, often with 
little discrimination between mediocre, 
good, and great firms. This has been the 
environment in which businesses have 
operated for the last decade. But now the 
tide has turned—revenues and margins are 
under pressure, and capital availability has 

tightened.  Some of the cushion is gone.  
Fundamentally, an economic downturn 
cleanses investment mistakes and over-
indulgences that are the product of a long 
expansion. It is at these times that the best 
management teams distinguish themselves.  

$20MM, a 14.9% CAGR. Given the com-
petitive environment in which most busi-
nesses operate, this kind of growth, especially 
without significant additional investment, is 
extremely rare. Few investors are likely to 
buy into a challenge like that.

So, what gives? As long as credit remains 
tight, either values have to come down, or 
equity investors must accept lower returns. 
Otherwise, deals won’t get done. In reality, 
all of these forces are at work. Many deals 
are being negotiated at lower prices. Some 
owners are helping to finance the sale by 
providing junior subordinated debt (proba-
bly without current pay provisions). And, 
equity investors are beginning to accept 
lower returns on the logic that their risk is 
lessened by the more conservative capital 
structure. Until senior lenders feel their  
portfolios are under control and begin aggres-
sively looking for more business, the M&A 
market will likely be less robust. 

In our experience, there are three traits that 
characterize strong management: vision, 
precision, and urgency.
VISION

Vision as displayed by great economic rev-
olutionaries such as Bill Gates, Jack Welch, 
or Warren Buffet is not required. Prescience 
about the evolving order of the economic 
universe is not necessarily a critical ingredi-
ent of success in a medium size, privately-
held business. However, it is necessary that 
managers have a clear sense of the factors 
that drive growth within their particular 
market and the forces that potentially could 
alter the current pattern. Managers should 
understand who their competitors are and 
how and why their company fits into the 
market. It is this perspective of the economic 
environment that is typically the basis for a 
well-formed vision of how the market works 
and the business model that is likely to lead 
to a competitive edge.

A good example of such vision was 
demonstrated by one of our clients in the 
flexible packaging industry. This $50 million 
company’s management had a strong grasp of 
the dynamics of the market in which they 
competed and recognized that the competi-
tive environment was changing as major 
consumer products companies consolidated.  
They believed that their company either 
needed to be smaller with a (continued p.4)    

Three Elements of Success  
Strong management teams distinguish themselves in an 
economic downturn with vision, precision, and urgency.

Five Years Later to justify the deal investors will need...

            

Equity  30% $49.4 $104.0

Mezzanine  20%   $  9.8         6.1  
Remaining    
Mezzanine Debt      16.5       10.0         
Remaining              
Senior Debt       10.0            -

Enterprise Value   $85.7 $120.1 

EBITDA Exit  
Multiple          6.0X         6.0X

Implied EBITDA  $14.3     $20.0
EBITDA CAGR        5.4%      14.9%

 ($ IN MILLIONS)
 REQUIRED VALUE

1999 DEAL        2001 DEAL
 TARGET
RETURN

            ($ IN MILLIONS)         1999 DEAL          2001 DEAL

Acquisition Price             $66.0              $60.0

Transaction Costs        2.3   3.0  

Total Acq. Cost             $68.3             $63.0

FINANCING STRUCTURE:

Senior Debt
(EBITDA MULTIPLE)  $38.5  3.50X  $25.0  2.50X

Mezzanine
(EBITDA MULTIPLE)  $16.5  1.50X  $10.0  1.00X

Total Debt
(EBITDA MULTIPLE)  $55.0  5.00X  $35.0  3.50X

Equity
(EBITDA MULTIPLE)  $13.3  1.18X  $28.0  2.80X

 Total Capital
 (EBITDA MULTIPLE)  $68.3  6.18X  $63.0  6.30X

Equity as % of 
Total Capital  19%    44% 

Same Company...different financing structure

. . . . . . . . .
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economic revolutionaries such 
as Bill Gates, Jack Welch, 
or Warren Buffet is not 

required. Prescience about 
the evolving order of the 
economic universe is not 

necessarily a critical ingredient 
of success in a medium size, 

privately-held business.  
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Readers of Insight are aware that we 
have held the view for some time 
that the economic slowdown would be 

longer and deeper than what most prognosti-
cators have been suggesting. Underlying our 
fears is a concern that until recently, con-
sumers had not adjusted their expectations 
and spending patterns to the cooling econ-
omy. Spurred by the events of September 
11th, an adjustment in consumer attitudes is 
now underway.

Our theory has been that over the past 
several years the economy has been fueled by 
a massive investment of speculative capital 
in the creation of “new economy” businesses 
and the adaptation of “old economy” firms 
to the internet and the Y2K problem. Over 
a three-year period, hundreds of billions of 
dollars were raised through the IPO market, 
from venture capitalists, and in the high 
yield market to fund these new, primarily 
technology and telecom based, businesses. 
These investments were paralleled by bil-
lions of dollars of investment by “old econ-
omy” businesses. That capital has been spent 
(often unwisely) in a manner that stimulated 
greater activity in most economic sectors.
COMPANIES, BUT NOT BUSINESSES

Unfortunately, many of these “new 
economy” ventures were not businesses at 
all. A rational analysis of the venture 
investment activity during this period would 
characterize much of it as the shameless 
merchandizing of companies with minimal 
economic prospects in order to transfer the 
wealth of indiscriminate investors to the 
pockets of promoters (investment bankers 
and venture capitalists). By March of 2000, 
economic reality began to reassert itself. As 
investors came to the realization that many 
of these “new economy” dogs simply weren’t 
going to hunt, the IPO market basically shut 

down. In the absence of a public market exit, 
venture capitalists tightened up. Suddenly, 
the wellspring of capital ran dry for many  
nascent “new economy” companies. All 
across the economy, we’ve now experienced 
several quarters of corporate earnings 
disappointments resulting from slowing 
product demand and excess capacity, which 

has resulted in the revaluation of assets and 
investments.  This trend is likely to continue 
as businesses resize to accommodate the 
sustainable demand for their products.
SURPRISING STRENGTH

Through this process, the economy flat-
tened, but maintained surprising strength. 
Much of the economy’s resilience can be 
attributed to the behavior of consumers. For 
ten years, incomes have risen in an environ-
ment of ever-lower unemployment.  At the 
same time, the value of homes and stock 
portfolios increased at historically unprec-
edented rates giving consumers a perception 
of enhanced personal wealth. Accordingly, 
personal consumption swelled on the tide of 
this newfound wealth.  Although a robust 
economy delivered strong growth in personal 
income, it was not enough to fund the rate 
of expansion in personal consumption. To 
maintain spending habits, individuals pared 
back the rate of personal saving and stepped 
up the use of debt. There was little necessity 
to “save” as it was taken care of through the 

rapid appreciation of financial and real estate 
assets. Although consumers have had a good 
run and served as the key driver behind our 
modest economic growth over the past year, 
they are not exempt from economic reality. 
It has been our view that consumers would 
eventually have to bring spending in line 
with income, and that this adjustment would 

have a dampening effect on an already vul-
nerable economy. 

Although, consumer confidence has 
eroded over the past nine months, it remains 
strong relative to the average over the past 
ten years. Maintaining consumer confidence 
is a prime concern of the Fed. Its principal 
tool in this effort has been to reduce short-
term interest rates a total of 300 basis points 
through the end of August. The goal has 
been to bolster the consumer’s balance sheet 
and buying power by reducing interest costs. 
This strategy seemed to be working in-so-
far-as housing markets and consumer spend-
ing remained strong in 2001. Economists 
and media predicted that the economy had 
dodged a recession and resumption of the 
long-term growth curve could be expected. 
The conventional wisdom was that the con-
sumer would pull the economy through, 
aided by the actions of the Fed.
CONSUMER CONFIDENCE SUFFERS

The course of the economy changed with 
the horrific events of September 11. Beyond 
the human toll taken, the economy, in gen-
eral, and consumer confidence, specifically, 
appears to have suffered a harsh blow.  After 
a four-day halt in trading, the equity markets 
endured the largest one-week plunge in 
value since the Great Depression. Although 
these markets have rebounded in the interim, 
the promise of war, fears of further attacks, 
earnings adjustments, and layoff announce-
ments, have stoked economic uncertainty 
among consumers and investors. Within a 
week after the attacks, the consumer confi-
dence index dropped 16 points to 97.6, which 
is 33% below the high point in May of 2000 
and the lowest point since 1996.
HOW DEEP THE DOWNTURN?

We suspect that consumers will pare back 
their spending in the coming (continued p.4) 

Credit Markets Update
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By March 2000, economic 

reality began to reassert itself. 
As investors came to the real-

ization that many of these 
“new economy” dogs simply 

weren’t going to hunt, the IPO 
market basically shut down.
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consumers would eventually 
have to bring spending in 
line with income, and that 

this adjustment would have a 
dampening effect on an already 

vulnerable economy.
. . . . . . . . .
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months in response to reduced personal eco-
nomic optimism. This will push the economy 
into recession. The real question at this stage 
is how deep and how long will the downturn 
be? Obviously, there are innumerable positive 
and negative factors that could have a bearing 
on the depth and duration of the downturn. 

Those factors foremost in our minds include:
1. The success of the war against terrorism. 

Either another round of unsettling terrorist 
attacks or failure of the U.S. government to 
respond with some success would further raise 
anxiety among consumers and investors and 
aggravate the downturn. Alternatively, some 
early success in the anti-terrorist campaign 
will help to assuage consumer and investor 
fears.

2. Stimulative fiscal policy by the gov-
ernment. There appears to be a major shift 
within Washington D.C. towards accelerating 
government spending, particularly to prose-
cute the war on terrorism, enhance our secu-
rity, and lend a hand to severely impacted 
industries, such as the airlines. Congress may 
also enact additional tax relief for both busi-
nesses and consumers. 

3. Accommodative monetary policy by 
the Federal Reserve. The Fed cut the discount 
rate by 100 basis points to 2.5% following 

the terrorist attacks and does not appear to 
be hesitant to cut further. Lower short-term 
interest rates are not likely to re-energize 
business investment in the short-term, but 
may promote a new round of mortgage refi-
nancing that would enhance the financial 
health of many consumers.

4. The credit appetite of commercial 
banks. For some time now we have been in 
a period of “tight money.”  Recent events 
are not likely to make lenders more aggressive 
anytime soon. In fact, they may be even 
more reticent to undertake new financing 
for GDP sensitive or under-performing com-
panies. However, concern over excessively 
restricting access to capital may ease some of 
the pressure that regulators have been apply-
ing to banks. Hopefully, as companies stum-
ble in the midst of the downturn, bankers 
will exhibit a bit more patience and forbear-
ance than we have seen recently.

5. Decline of the U.S. dollar. A possible 
result of the terrorist war is some loss of con-
fidence in the U.S. economy among foreign 
investors, which may result in erosion in the 
value of the dollar. Although consumers may 
experience higher prices for imported goods 
and energy, a weaker dollar would strengthen 
the competitive position of U.S. manufactur-
ers in export markets.

It’s too early to make a definitive call as 
to how long this recession will last, but it 
is certain that consumer attitudes will be a 
key factor. To better gauge the direction of 
the economy and markets, we will be closely 
monitoring a couple of key consumer indica-
tors:  the consumer confidence index, holiday 
retail sales, auto sales, and housing starts. 
Going forward, it is our recommendation 
that business owners and managers preserve 
liquidity, and build their business plans and 
capital structures on a conservative footing, 
rather than anticipating a rapid return to a 
more robust environment. 

regional or niche focus, or much larger with 
scale and national coverage. The issue was 
not a matter of potential lost opportunity, 
but rather survival. They acted on this 
knowledge and secured a major international 
partner who could assist with capital and 
global business relationships. The clarity of 
this vision was rewarded by an eventual sale 
to a multi-national company that valued the 
strategic position that had been created. 
PRECISION

A frequent weakness in privately-held 
businesses is the absence of detailed attention 
to business metrics. As a result, important 
decisions are predicated on gut instinct and /or 
industry rules of thumb, rather than hard data 
and careful analysis. Management teams who 
know the profitability of business lines, prod-
ucts, plants, and customers, and are aware of 
how their capital is employed and how effi-
ciently it is being used, are better positioned 
to react intelligently to changing conditions.

We’ve seen companies that really stand 
out in this area, such as one Alaskan seafood 
processor and a major regional solid waste 
company. Both of these firms are obsessed 
with the “numbers” of their business and 
have keen appreciation of the “math” associ-
ated with creating value. In the first case, 
seafood processing is a highly competitive, 
low margin business. Accordingly, the ability 
to know real-time costs in a dynamic market 
environment has provided an edge. In 
the latter case, business value is largely a 
function of negotiating profitable long-term      
service contracts. Detailed knowledge of and 
the ability to monitor operating costs and 
service levels are critical to success. When 
this company changed ownership, it was 
viewed within the industry as a jewel, for 
both its financial and service performance, 
as the result of an unwavering attention               
to detail.
URGENCY

In contrast to the penchant for orderli-
ness, an ever-present element of controlled 
chaos often is part of the culture of a well-
managed business. The best managers know 
when to take risks and aren’t afraid to make 
a bit of a mess. They approach opportunities 
with energy and a sense of urgency, confident 
that it will get cleaned up later.  They realize 
that a business cannot move forward without 
growing and changing and that opportuni-
ties rarely present themselves at exactly the 
right moment.

Management teams who have a well-
defined vision and a good handle on the 
business metrics can afford to energetically 
pursue improvements in their businesses.  
These managers build corporate cultures that 
are focused on the creation of value and, 
when faced with economic challenges, are 
better able to weather the storm. 
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The goal has been to bolster 
the consumer’s balance sheet 
and buying power by reducing 
interest costs. This strategy 
seemed to be working in-so-
far-as housing markets and 

consumer spending remained 
strong in 2001.

. . . . . . . . .

ABOUT ZACHARY SCOTT
Zachary Scott is an investment banking and financial advisory firm founded in 1991 to serve 
the needs of privately held, middle-market companies. The firm offers a unique combination of 
in-depth knowledge of the capital markets and industry competitive dynamics, sophisticated 
planning and analytical capabilities and proven expertise in structuring and negotiating 
complex transactions. For more information on Zachary Scott go to www.zacharyscott.com.


