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ACCLIMATING TO
THE THINNING AIR

As private equity valuations soar, sponsors have managed to remain
active. Murray Devine’s bi-annual valuations report explores how the
asset class has evolved to accommodate record-setting prices.
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2017 was supposed to be a year of uncertainty for buyout investors.
Some seven years removed from the global financial crisis and
following a year in which U.S. sponsors surpassed decade-long highs
in total deal volume, many entered the year with a latent sense of
unease. It may have been attributable to the Brexit referendum vote or,
closer to home, the surprise election of Donald Trump—successive
bombshells that together seemed to foreshadow incoming geopolitical
uncertainty. It could have been that deal valuations the previous year
were just a shade below levels not seen since 2007—when Lehman
Brothers was still occupying a spot on the global M&A league tables.
Or for some, the unease may have stemmed from investors’ internal
clock, as the seventh year of an extended upcycle can inspire an
underlying sense of anxiety—in this case the Fed’s accommodative
monetary policy can be likened to the artificial light that confuses our
circadian rhythm.
While deal volume did level off in 2017, the enduring conviction of U.S.
sponsors could be seen in PE valuations that reached unprecedented
heights last year, altitudes that again have investors questioning how
much further deal prices can climb. But the fact that the median
deal multiple stretched to 12.9x EBITDA in 2017 has forced many
to rethink whether a more apt question is not where valuations are
headed, but how to transact in an environment in which prices remain
so rich?
To be sure, as we highlighted in Murray Devine’s inaugural Valuations
Report published in August, the divergence in which deal volume
retracts as valuations ascend typically reflects a flight to quality that
can occur during the later stages of a market cycle. We think this
continues to be a factor, particularly as the fourth quarter, traditionally
an active season for sponsors, witnessed a material drop-off in the
number of PE deals completed. But the fact that valuations finished
the year so high speaks to the fact that investors are being creative
to put money to work and finding pockets where they can invest with
conviction.

PE valuations topped the 10.5x median multiple for total M&A, which
incorporates both PE transactions and corporate acquisitions.
Even as deal prices climbed, there was a noticeable compression
between the median valuations of the small-, middle- and largemarket deals. In looking at the total M&A population, small-market
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PE multiples climb to a new high
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M&A multiples hold steady at an elevated level
US M&A (including PE buyouts) multiples
12x

In looking at the data, U.S. PE deal volume fell to $525 billion,
according to PitchBook Data, an 11% drop versus last year. The total
number of deals, meanwhile, fell to 3,888, down by nearly 9% from
last year and representing the lowest total since 2013.
But while activity ebbed in 2017, valuations advanced considerably. To
close the year, the median PE acquisition multiple, at 12.9x EBITDA,
eclipsed the previous high set in 2006. It’s also more than three full
turns higher than 2016’s median multiple, which already seemed rich
to those seeking value. Not to be overlooked, sponsors demonstrated
an eager willingness to pay more than strategic buyers last year, as
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deals between $100 million and $500 million in size produced a
median multiple of 11.3x in 2017 compared to a multiple of 12.5x
for acquisitions valued at $1 billion and above. Mid-market deals,
predictably, settled in between the small and large market with a
median value of 11.6x EBITDA. Interestingly, M&A multiples actually
fell in each market category except for the small market, where there
was a material uptick from 2016. Even micro-cap deals, or those
below $100 million in size, saw the median M&A multiple fall by more
than half a turn to 6.7x EBITDA. For buyout investors, though, this
compression might imply that multiple expansion could become a
less reliable component of the return calculus for 2017 transactions.
This would be particularly true for those trying to time the market but
will also present challenges for investors aiming to take advantage of
the multiple arbitrage that’s normally available as portfolio companies
grow in size.
But while dealmakers could be expected to bemoan the cost of entry
today, other factors offer reassurances that returns won’t necessarily
suffer as a result of the higher prices being paid.

PE’s Evolving Investment Thesis
The first factor, and perhaps the most notable, is that buyers have
become emboldened by the strong economic growth witnessed not
only in the U.S. last year, but across most other international markets.
In the most recent reading, Q3 GDP grew by 3.3% in the U.S., fueled
by rising consumer confidence and robust business demand. And
globally, a synchronized recovery across most international markets
saw global trade rebound considerably in 2017.
The absence of any material red flags in the economy provided
confidence to a lender universe that has also grown considerably
larger as institutional investors have piled into private debt. According
to LCD, U.S. leveraged loan issuance in 2017 eclipsed its previous
record, which certainly had a direct impact on valuations. Median
debt multiples of 6.7x EBITDA on PE-backed deals also hit a 10year high, while the median debt portion of sponsor-led transactions
represented nearly 52% of the capital structure.
Moreover, tax reform wasn’t passed until late December, but sponsors
have been anticipating the likelihood that the sweeping legislation
would only add another catalyst. So while the prices being paid today
are indeed rich, the focus on quality should allow the newly acquired
portfolio companies to quickly grow into their multiples.
The second factor driving valuations is that the asset class as a whole
has simply learned to live in a world in which competition is and will
remain high for the foreseeable future. Between 2007 and 2013,
the amount of dry powder across North America and Europe had
fluctuated between $600 billion and $700 billion. But over the past
four years, the capital overhang has only tracked higher and now
rests a hair below $740 billion, according to PitchBook’s most recent
PE Fundraising report. Roughly a third of that sum resides in funds
raised between 2009 and 2014, representing a pool of capital that is
effectively on the clock to be deployed.
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Large market
US PE multiples for deals sized $1B+
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Whereas the traditional LBO return model was premised on buying
right, applying leverage and selling at a premium, today far more
attention goes into what happens between the original purchase and
the exit. For instance, borrowing a page from the strategic playbook,
sponsors today are pursuing more add-on deals. This allows firms to
leverage both cost and revenue synergies that, together, can make
an “effective” entry multiple as much as two or three turns lower than
the actual multiple paid. Add-ons, today, represent close to 65% of all
domestic deals.

the opportunity presented by an aging baby boomer population for
some time, but more and more firms are building up capabilities
in healthcare to pursue investments that play directly into this
demographic. The other megatrend that now cuts across all sectors
has been digital transformation. As PwC highlighted in a recent report,
“Private Equity and Digitization: The Hidden Equity Story,” a multiple
arbitrage opportunity exists for sponsors who can successfully help
digitize portfolio companies to make them more appealing to both
strategic buyers and other sponsors pursuing buy-and-build strategies.

Given this focus on operations—and providing truly value-added
capital—sponsors have also embraced their role as a patient asset
class. Firms such as Carlyle Group and Blackstone, for instance, have
even launched new investment vehicles with fund lives that extend
well beyond the traditional 10-year expiration. It’s a model similar to
that of American Securities, whose funds have a 25-year life. This
appeals to CEOs and founders potentially seeking a longer-term
partner, but it also eliminates the pressure to invest during periods
marked by high valuations. American Securities, for instance, instead
seemed to focus on realizations last year and secured five full and
partial exits.

This focus on megatrends, to be sure, is also being reflected in the
deal flow. 10 years ago, deals in IT comprised a mere 6% of total PE
volume, whereas healthcare drew in just 9% of total commitments. In
2017, IT and healthcare attracted 18% and 16% of the total PE deal
volume respectively. Business services represents another area of
interest, as sponsors are embracing an opportunity to help companies
solve for the complexities that accompany evolving business models
today (see sector snapshot, page 5). It’s also not lost on anyone that
valuations in healthcare and tech traditionally fetch far more than
most other industries. So as investors gravitate to these areas it’s only
natural that it pulls the median multiple across all PE activity higher.

Sponsors have embraced their role
as a patient asset class.
The tax reform bill, which kept in place the existing treatment of
carried interest, did however include a provision dictating that to
maintain a capital gains tax rate, assets will have to be held for at least
three years or longer. This is only likely to contribute to longer-term
holding periods.
The third factor, which also plays into PE’s role as a patient asset class,
has been a desire to tap into some of the more prominent secular
shifts taking place across the economy. PE firms have recognized

These three factors speak to why and how firms have been able to
remain active in an era of soaring valuations. That being said, when
deals are priced to perfection, sponsors have to be that much more
confident in their investment thesis. It used to be that each year
general partners would try to forecast where prices would be going to
then guide their limiteds as to whether the activity would be focused
on new investments or realizations. After 2017, a year that seemed
to defy all expectations, many have simply abandoned the prediction
game altogether to focus instead on the specific dynamics that will
influence activity.
For instance, while tax reform should improve cash flows, the caps
on interest deductibility will likely come at the expense of how much
leverage is used in the capital structure. Moreover, with the added
windfall of the reform bill, there will be added pressure on public
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Pricing discipline will always represent
a critical success factor.

companies to grow into their valuations as well. This will likely make
strategics a force to reckon with in 2018. But whether that further
chips away at PE deal flow or forces sponsors to simply pay more will
depend on several other factors.
All things being equal, of course, most recognize that pricing discipline
will always represent a critical success factor. This will likely keep
valuations from extending too far above 2017 levels and we already
saw valuations come off their mid-year high. (PE deals were fetching
a median of 13.7x EBITDA in Murray Devine’s inaugural report). For
2018, it would probably take a remarkable set of circumstances to
match the levels hit last year, but either scenario could ultimately be
a positive for investors who are able to recognize value or believe the
pieces are in place to create value over time.

BUSINESS SERVICES SNAPSHOT
The business services sector has never been one of the more
glamorous destinations for PE, but as sponsors are perhaps
best positioned to recognize how business models are
evolving they have been actively pursuing the B2B companies
being tasked to help effect these transformations. It’s not just
the sweeping digitalization trend either, as the complexity of
the business environment demands scrutiny into the “buy
vs. build” decisions that involve all non-core functions as
companies solve capacity issues or tap into expertise in
discrete areas. Moreover, the pressure to boost the bottom
line has also forced companies to turn traditional business
models on their head (think 3G’s approach to zero-based
budgeting). All of this is why sponsors are attracted to the
B2B sector, which accounted for more than a quarter of all
PE deal volume last year. At 9.5x EBITDA, the median M&A
multiple in the sector has trended higher, but is still a full
turn below the median valuation across all PE and corporate
transactions.

Unrelentingly high B2B multiples persist
US M&A (including PE buyouts) multiples for B2B
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About Murray Devine
For over 25 years, Murray Devine has been a premier provider
of valuation services to the nation’s leading private equity and
growth capital firms. Murray Devine is trusted by over 75 of the
nation’s top private equity firms to provide reliable, responsive
and focused valuation services.
Our experienced and client-focused professional team delivers
expert “valuation and valuation only” counsel, which has allowed
us to develop an incomparable skillset that GPs recognize.
We provide private equity firms with a variety of valuation services
across all industries including: Financial Opinions, Portfolio
Valuations, “FAS valuations” for Financial Reporting, and
Valuations for Tax Reporting, among other services. To learn more,
visit us at www.MurrayDevine.com.

PE’s Top Five
Largest B2B deals from 2017 in US
TARG ET

BUYERS

PRICE

VWR International

Avantor Performance Materials

$6.4B

NeuStar

Golden Gate Capital, GIC

$2.9B

HD Supply Waterworks

Clayton, Dubilier & Rice

$2.5B

West

Apollo Global Management

$2B

Lumileds Lighting

Apollo Global Management

$2B
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