Zachary Scott—an investment banking and financial advisory
firm—has published this newsletter since 1997 to bring you a
thoughtful analysis of issues affecting middle-market businesses.
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Why Are Business Prices High?

An abundance of capital chasing too few investment opportunities.
by Mark Working & Asher Nelson

F

rom an historical perspective, the market for privately held businesses is robust with multiples at historic highs.
Owners of businesses now think of these
multiples as being the new “norm”. There are
two primary reasons for price determinations
– the economic performance of businesses
and the supply/demand of capital – and both
change over time. Planning for the future assuming today will repeat itself indefinitely is
not wise. As Herb Stein, a famous economist
once said, “If something cannot go on forever, it will stop.”
Historical Prices for Middle Market
Businesses

.........
A growing economy means
more demand for goods and
services. Volume increases for
businesses usually imply more
profit as the scale of the business comes into play. More
importantly, valuation in the
form of multiples of current
performance is a function of
expectations about the future.
.........

In the past ten years since the financial
crisis, multiples for businesses in the US have
creeped steadily upwards, even beyond their
levels in 2008. Given the steady but slow

.........
Given the steady but slow
growth in the US economy
over the same time, one could
argue that multiples today
are actually higher than their
pre-financial crisis levels
when normalized for expected
earnings growth.
.........

growth in the US economy over the same
time, one could argue that multiples today are
actually higher than their pre-financial crisis
levels when normalized for expected earnings
growth, supporting the conclusion that the
market is currently at a high point relative to
relevant history.

Is it the Economy / Yes and No

A growing economy means more demand
for goods and services. Volume increases for
businesses usually imply more profit as the
scale of the business comes into play. More importantly, valuation in the form of multiples of

current performance is a function of expectations about the future.
As we have commented on in many past
IN$IGHT articles (e.g., “What’s in a Multiple?
July 2015), multiples increase when buyers expect that risk-adjusted future cash flows from
the business will increase, and the multiple is
directly correlated to the expected rate of increase in and perceived certainty of future cash
flows. So, no matter what current EBITDA is,
the multiple is related to what buyers think the
future EBITDA will be.
Those expectations are influenced by the
most recent experience as well as views on the
future of the industry, the global and domestic
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50% while the dollar volume of deals has not
kept pace. The resulting dry powder awaiting
investment has climbed steadily over that time.
Our view is that the pressure of putting
money to work from a time-limited fund, in
an increasingly competitive environment,
without a growing universe of targets, limits
the avenues available to equity investors to
structure deals such that they have the potential to earn an attractive return for their inves-
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.........
Concerns about the Fed, slowing international markets, trade
wars, and heightened attention
on political instability are
causing dampened projections
but not a recession. In other
words, the macro perspective
on economic growth does not
in and of itself support the
current market multiples in the
middle market.
.........
economy, interest rates, and political stability,
among other factors. We have certainly experienced a revival of the economy over the past
two years. The recent tax law has also spurred
new capital investment that one would anticipate will lead to higher future productivity
(and profits).
A majority of economists are cautiously
optimistic about the next 12-24 months, but
still project a modest slowdown from 2018.
The good news and bad news is that labor is
gaining traction as unemployment continues
its decline and wages are increasing – good for
employees and issues for employers. Concerns
about the Fed, slowing international markets,
trade wars, and heightened attention on political instability are causing dampened projections but not a recession. In other words, the
macro perspective on economic growth does
not in and of itself support the current market

multiples in the middle market.
So what else influences the appetites of buyers of middle market companies?
Investor Demand

Ask almost any private equity investor and
you will hear that the competition for investments is brutal and has driven higher and
higher prices to win deals. We cannot underestimate the market impact of the private equity universe. In our own experience, private
equity buyers are often very competitive with
strategic corporate buyers on deals, showing
they can and will pay the market price or more
for a company they like. Rather than market
multiples being driven from underlying fundamentals, our view is that buyers are just paying more and accepting either greater risk or a
lower rate of return.
Competition comes from the sheer amount
of unused equity capital contained in private

.........
The private equity overhang
will continue to provide upward
pressure on prices—lockup
periods for recent fund
vintages won’t expire until the
mid 2020s at the earliest—
but credit availability is the
key ingredient to keeping this
train on the tracks.
.........
equity funds. Since 2012, the amount of pent-up
demand for new opportunities fueled by growing captive funds has increased by more than
2

.........
Economic growth smooths
over a lot of credit and
investment mistakes. But if
there is a “pause” in our
economic growth, cracks are
likely to appear in credit
portfolios, leading credit
administrators to clamp
down on risk.
.........

tors. One avenue that remains currently available is the use of high levels of cheap debt.
Our IN$IGHT article in the Fall of 2015,
“Growth, Leverage, and Multiples”, describes
how investors utilize cheap debt capital to
“juice” equity returns and thereby justify a
high purchase price. We commented then
that “Only a few times over the past thirty
years has there been a time like today where
the combination of optimism over future
growth and abundant, low cost capital have
been present.” That environment has continued to today.
The private equity overhang will continue
to provide upward pressure on prices – lockup
periods for recent fund vintages won’t expire
until the mid 2020s at the earliest – but credit
availability is the key ingredient to keeping this
train on the tracks. At the present, defaults on
credit, both from national statistics and anecdotally from our friends in the lending business, are of no concern. This is also reflected in
the stability of spreads between treasuries and
corporate bonds. But, we are watching credit
indicators closely, as this is where changes
should show themselves first.
Conclusion

Economic growth smooths over a lot of
credit and investment mistakes. But if there is
a “pause” in our economic growth, cracks are
likely to appear in credit portfolios, leading
credit administrators to clamp down on risk.
When the credit spigot gets turned off, all buyers will readjust their purchase equations with
the likely result being a contraction in multiples paid.
What to do? Unless nearing an exit for personal reasons, in which case it is important to
understand that current seller-friendly conditions are not permanent, the best thing is to
stay focused on what is under direct control
and continue to make improvements. zs
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Direct Investing—Not for Every Patient Investor

Many family offices and other patient capital sources are ill-prepared to invest directly
in private companies.
by Kapil Sharma & Ben Adams

F

rom sovereign wealth funds, to endowments, to pension funds, to native organizations and family offices, many patient
investors that traditionally would have acted as
limited partners (LPs) are shedding their traditional conservatism and making direct investments in private companies. We have found
that while this raises the possibility of a greater
return on invested capital – by removing intermediary investment layers and associated
fees – it is also riskier, and potentially riskier by
a greater degree than is justifiable for the possibility of a marginally higher return.
In other words, for LPs seeking an alternative to perceived high fees, lockup period, and
diminishing returns from investing in traditional closed-end private equity (PE) funds,
skipping an intermediary altogether may not
be an improvement. But, there are a variety of
alternative ways patient investors can access PE
in today’s marketplace.

Alternatives To Access PE

.........
Virtually every LP type has
been aggressively increasing
its allocation to PE in recent
years—the common rationale
being that the low-yield
environment that has existed
since the financial crisis has
rendered PE a relatively high
return-generating asset class.
.........

While individual fund commitments are
the most common way for LPs to access PE
markets, other access points exist as well. These
choices are primarily driven by appetite for risk
and the associated costs.
While Fund-of-Funds (FoFs) have delivered
weak performance due to duplicative fees, many
LPs continue to allocate capital through them,
instead of investing in specific PE funds, due to
their passive approach to private markets.
Larger investors can also negotiate partnerships directly with PE funds and invest
through segregated accounts. The money they
commit gets invested in parallel with core

n
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Segregated Accounts
Co-Investments
n

Club Deals

n

Direct Investments

n
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Passive management
Higher liquidity
Diversified, less risky
Lower transparency & control
Higher fees

Active management
Lower liquidity
More risky
Higher transparency & control
Lower fees

Average Family Office Portfolio
Other Commodities 0.7%
Gold 0.9%
Agriculture 1.8%
REITS 1.1%

Accessing private investments
The simplest definition of PE is that it is

equity that is not publicly listed or traded.
Virtually every LP type has been aggressively
increasing its allocation to PE in recent years –
the common rationale being that the low-yield
environment that has existed since the financial
crisis has rendered PE a relatively high returngenerating asset class.

n

Fund-of-Funds

Cash or Equivalent 7.0%
Developed Market Fixed Income 13%
Developing Market Fixed
Income 3.2%

Hedge Fund 5.7%
Bonds
Equities
Alternative
Investments
Commodities
Cash or
Equivalent

Private Equity Funds 7.6%

Private Equity,
Direct Investment 14%

Developed Market 22%

Developing Market 6.0%

Real Estate
Direct Investment 17%

Family Office Future Allocations Over the Coming 12 Months
Increase
Decrease Remain the Same
Bonds

19%

19%

62%

Equities

26%

23%

51%

Alternative Investments
Private Equity - Direct Investments
Private Equity Funds
Real Estate - Direct Investment
REITS
Hedge Funds

50%
37%
33%
16%
21%

6%
15%
13%
8%
15%

44%
48%
54%
77%
64%

Commodities

16%

5%

79%

Cash or Cash Equivalents

29%

22%

49%

Source: The UBS/Campden Wealth Global Family Office Report 2018 Note: Figures may not total 100% due to rounding

3

(continued p.4)

I N S I G H T W I N T E R 2 019

funds, in different asset classes, or in some
combination of the two.
Equity co-investment is a minority investment in a company made by an LP alongside
a PE fund manager. Equity co-investment
enables LPs to participate in potentially highly
profitable PE investments without paying the
usual fees charged by the fund.
There is also the option of club deals where
a number of LPs come together to pool capital,
splitting the risk and costs of direct investment
among the participants.
Finally, LPs have the option of investing in
private companies directly, internalizing not
only all of the costs and risk associated with the
investment, but also the potential upside.
Shifting to direct investing

According to Cambridge Associates, while
the median net internal rate of return of global
private equity funds declined from 20.2% in
1993 to 10.7% in 2015, the traditional “2 and
20” (2% management fees and 20% carried
interest) fund fee structure has remained essentially unchanged. As such, LPs are collec-

.........
The average family office portfolio in 2018 had 14% allocated
to PE direct investing, the vast
majority of which was in private
middle-market companies.
Furthermore, almost half of all
family offices intend to increase
their direct investing allocations in the coming 12 months.
.........

tively paying the same fees for half the return,
individual fund performance notwithstanding.
The prospects of reduced fees and expenses are
an important reason family offices have pursued direct investing.
Other reasons cited for direct investing
include:
Greater sense of control over operations
and exit
Increased transparency and decisionmaking authority
Ability to invest for the long-term; time
horizon arbitrage to get paid for illiquidity
Using less leverage to lower risk
Sector-specific skill-set and knowledge
that might lead to higher returns
Opportunity to make positive social or
environmental impact
Minimize taxes
The average family office portfolio in 2018
had 14% allocated to direct investing, the vast
majority of which was in private middle-market companies. Furthermore, almost half of all
family offices intend to increase their PE direct
investing allocation in the coming 12 months.

ries where acquisitions haven’t gone as planned.
In our opinion, not every family office has the
scale, skills, or the will necessary to execute a
successful direct investing program.
To begin with, successful direct investing
requires the capital source to recreate all of the

.........
Despite the attractiveness of
direct investing, we have
witnessed a number of horror
stories where acquisitions
haven’t gone as planned. In our
opinion, not every family office
has the scale, skills, or the will
necessary to execute a successful direct investing program.
.........

capabilities and processes a PE fund possesses
– sourcing its own deals, conducting rigorous
due diligence, leading robust post-acquisition
value-creation plans, ongoing monitoring of
each investment, and managing successful
exits. Developing these skills, much less matching the experience that seasoned investors have
attained over decades, takes time and dedication. Many smaller LPs are simply ill-equipped
to do all this messy work right.
Take deal sourcing as an example. Substantial networking goes into ensuring a strong deal
pipeline, so much so that Bain & Company
estimates that each senior director at a PE fund
spends over 25% of their time networking
and managing relationships with deal originators. They further estimate that for every 100
potential opportunities a PE fund reviews,
only 1-2 of those may get acquired. Creating a
deal pipeline of this scale requires a substantial
investment of time and money, an investment
many LPs have not made.
Effectively managing acquired businesses
is time-consuming and stress levels can be
high. Driven by a “buy to sell” mindset, many

PE firms are hands-on and constantly try to

maximize value by reevaluating every aspect
of the business. However, in our experience,
family offices are hesitant to aggressively
manage their acquisitions, even when they
are underperforming. This is often because of
misaligned incentives of investment managers
of the family office and the operating managers of the business, or a lack of knowledge of
what to do.
Finally, patient LPs are far more susceptible
to the sunk-cost fallacy. Managers responsible
for direct investing are often hesitant to admit
a bad investment decision and continue throwing good money after bad. As a result, bad
investments get bankrolled much longer than
they should. We have seen the “buy to keep”
strategy embodied by many patient investors,
negatively impact returns.
In conclusion, we believe that numerous
patient capital LPs have likely overextended

.........
The pendulum has swung
too far on direct investing and,
as economic growth slows
in the coming years, we expect
a number of these investors
to retreat from their direct
investing strategies.
.........
themselves in recent years through their direct
investment programs. Many of these organizations have not invested the time or money to
match the investment platforms that their PE
fund competitors bring to the table, leading
to unsatisfactory returns. The pendulum has
swung too far on direct investing and, as economic growth slows in the coming years, we
expect a number of these investors to retreat
from their direct investing strategies. zs
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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 analytical capabilities, and proven expertise in structuring
and negotiating complex transactions. For more information on Zachary Scott, go to ZacharyScott.com.
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