
Overall M&A Market Commentary 

The U.S. economy continues to show strong momentum with 2Q18 

GDP growth recorded at 4.2%. The Blue Chip consensus estimate for 

3Q18 GDP growth of 3.3% and the Atlanta Fed prediction of 4.2% 3Q 

growth seems to support the notion that this momentum will 

continue. The new North American trade deal, the United States 

Mexico Canada Agreement (“USMCA”), showed progress on trade 

and signaled that the North American trade partners will work 

together to improve the trade situation with China. So far the effects 

of the tariff actions with China have yet to affect the strong economy. 

While some companies have seen a negative effect from the trade 

dispute, it is important to consider that the majority of U.S. 

companies do not have large exposure to China. Plans are being made 

for a summit in November to see if the leaders of the U.S. and China 

can make progress on trade and other issues. 

Consumers and business owners are very optimistic. “This is the 

longest streak of small business optimism in history, evidence that tax 

cuts and regulatory rollbacks are paying off for the economy as a 

whole,” said NFIB President and CEO Juanita D. Duggan. “Our 

members say that business is booming and prospects continue to look 

bright.” Recent comments by Fed Chairman Powell indicated that he 

believes that the economy is strong enough to handle a normalization 

of interest rates, so the Fed rate increases will continue. The 

momentum produced by the corporate tax rate reduction, solid 

consumer spending, more investment in equipment and improved 

industrial production is expected to provide a strong economy into 

2019.  

The U.S. jobs market is strong and improving. Unemployment is at 

3.7%, with emerging wage growth for U.S. workers. The strong jobs 

market is translating to increasing consumer confidence and 

improving consumer spending. The recent market correction, while 

healthy for the equity market, will test the positive consumer and 

business sentiment.  

The strong economy and improving business and consumer sentiment 

have not yet led to big improvements in the 2018 M&A deal market. A 

recent PriceWaterhouseCoopers survey indicated that only 19% of 

responding companies have made acquisitions since the new tax bill. 

The same survey indicated that business owners have a positive 

outlook and that 51% of the respondents suggest that they will 

engage in M&A activity in the coming year.   



The M&A supply demand imbalance continues to favor the sellers in 

this market. The demand for good quality acquisition targets remains 

high and M&A market valuations continue to be elevated. We 

encourage business owners to look at their transition goals and 

objectives to determine whether a company sale makes sense for 

their circumstances. 

M&A Market Activity 

Closed middle-market M&A deal activity slowed in the first half of 

2018 with declines in both number and dollar value of deals. A strong 

economy, a more business-friendly political environment and positive 

consumer sentiment seems to have increased the optimism of 

business owners across the country. However, concerns about the 

trade wars and a general uncertainty in the political environment may 

be weighing heavily on middle-market business owners. Success in 

the establishment of a new North American trade agreement, the 

USMCA, in September 2018 could serve to reduce the uncertainty 

later in the year.  

In 2017, PE firms took advantage of elevated company valuations and 

a shortage of quality sale candidates, setting a five-year quarterly high 

in 4Q17 for dollar value of company exits. While PE sales started 

slowly in 1Q18, there seems to be an escalating volume of activity in 

2Q18 from the PE community.  

Persistently low deal activity and strong buyer demand for 

acquisitions have sustained M&A valuations at historically high levels. 

Strategic and PE buyer demand for new deals, the availability of debt 

capital and the lack of supply of quality companies for sale is expected 

to continue to support elevated valuations.  

 The $39 billion of middle-market deals recorded in 2Q18 reflects 

a 22% reduction in dollar value from 1Q18. Furthermore, the 

1H18 dollar value of deals was down 12.7% compared to levels 

experienced in 1H17.  

 The number of middle-market closed deals recorded in 2Q18 was 

down 11.1% compared to the number of closed deals in 1Q18. 

The number of closed deals in all of 1H18 was down about 22.7% 

from the total closed deal tally in 1H17.  

 The average middle-market deal size of $52.4 million in YTD 2018 

was up from the average $46.4 million deal size closed in YTD 

2017.  

PE exit activity reflects a different story than the overall M&A market. 

The number of PE exits in 2Q18 increased about 1% from 1Q18 and 

the capital exited increased 49.3% during the same period. This shows 

that the “professional deal people,” the PEs, are taking advantage of 

the elevated market valuations. 

Middle Market Deal Valuations 

Middle-market M&A valuations have stayed in elevated territory for 

several years now. Improving economic conditions, new tax policy and 

reduced business regulation have buoyed the market and sustained 

these high valuations. Furthermore, aggressive strategic and PE buyer 

behavior coupled with abundant capital have contributed to higher 

valuations. Any changes to the positive market psychology induced by 

trade issues or large market corrections could negatively impact M&A 

valuations. However, the progress made on North American trade and 

continued business optimism have helped keep the current M&A 

market in these high ranges. This remains a seller’s market. We 

believe middle-market company values are still at or near a market 

peak and it is an excellent time for sellers to enter the market.  

 Sub-$25 million deal valuation multiples moved higher in 2Q18 

hitting a 6.1x multiple which is above the long run multiple 

average of 5.7x for this size category. Volatility in quarterly data 

has likely skewed this segment’s valuation higher. 



 Valuations on the large end of the middle-market ($50 to $100 

million segment) continue to stay at elevated levels in 2Q18 

remaining above 9.0x for 2018. More strategic buyer activity in 

this size range has likely contributed to these high valuations. 

 Valuations in the $25 to $50 million segment in 2Q18 stayed near 

the recent average of 6.6x. 

 As we have suggested in our previous reports, properly prepared, 

solid performing companies are always welcome in the M&A 

market and will continue to receive strong buyer interest and 

premium valuations. 

Private Equity versus Strategic Valuations 

Strong economic conditions, lower taxes and overall improving 

business sentiment coupled with a desire to grow their business has 

led to more strategic buyer acquisitions. For several years now, 

strategic buyers have been paying approximately 1.0x to 2.0x of 

EBITDA more than the average PE buyer. Our 2Q18 data show 

continued aggressive participation by the strategic buyer in M&A 

transactions leading to higher deal offers and increased strategic 

valuations. 

 Strategic buyers are becoming more aggressive in making middle-

market acquisitions. During 1Q18, our data show that strategic 

buyer multiples averaged 9.0x, which is higher than the averages 

for the last couple of years. 

 Over the last few years, PE acquisition multiples have remained in 

a stable range. We believe PE multiples are moving higher 

coincident to the strategic multiples even though the interim 

2018 data show slightly lower PE valuations. 

 The increase in valuations indicate that the supply demand 

imbalance continues in the middle-market. Well-prepared, 

attractive sellers can still take advantage of interest in M&A deals 

by both strategic buyers and PE funds and achieve reasonably 

high valuations. 

 Prairie estimates that for middle-market deals below $50 million, 

valuations are generally 1.0x to 2.0x multiples of EBITDA lower 

than the levels reflected in the chart below. 

Middle Market Leveraged Buy Out Capitalizations 

Abundantly available debt capital and improving economic conditions 

have led to more debt in middle-market leveraged buyout (“LBO”) 

transactions. The amount of equity capital invested in the typical LBO 

deal has continued to become a declining component of the deal’s 

capital structure. While our quarterly data shows an increase in equity 

used this quarter, this observation is likely a timing anomaly. The 

average equity employed over the first two quarters is 44.7%, which is 

in line with the prior years.   

 Growth in the variety of lending sources is leading to changes in 

capital structure. Sophisticated borrowers and the PEs make 

greater use of the BDC lenders where acceptable leverage levels 

are somewhat higher. According to the GF Data August 2018 

leverage report, total leverage employed in BDC capital 

structures is over 1.0x cash flow more than a commercial bank 

structure.  

 The wide variety of non-bank debt sources and increased 

competition among banks for new lending opportunities has kept 

borrowing costs low. Increased bank competition has led to more 

borrower-friendly terms and a borrower’s market. Continued 

lending regulatory oversight and a discerning lending community 



has kept LBO deal structures in a conservative zone. As such, 

equity still is in excess of a third of the capital structure.  

 Mezzanine funds continued to aggressively pursue deal 

opportunities in 2018. The use of this type of financing in 

leveraged transactions remains an important part of the LBO 

capital structure. Interest only and payment in kind structures 

still dominate the markets, but mezzanine funds continue to 

pursue equity co-investment opportunities to improve their 

returns and increase their investment amount in deals.  

Overall Comment on the Financing Markets 

After the passage of the Tax Cuts and Jobs Act of 2017, it was 

expected that demand for new bank loans would lead to increased 

lending volumes. The tax cuts clearly boosted economic activity and 

caused many bank lenders to begin making plans for more robust 

commercial lending activity. However, as of September 2018, this 

activity has yet to significantly materialize. 

According to a Wall Street Journal article on August 26, 2018, “Weak 

loan growth has been one of the mysteries of the economic recovery 

over the last two years. It slowed significantly last year and 

rebounded but only modestly in the first half of 2018, topping out at 

just over 5% in late June.” Our data show flat volume between full 

year 2016 and 2017, tracking with the Wall Street Journal 

observation. Unless volumes pick up later in 2018, we are likely to 

have another relative flat year of bank loan growth. In our opinion, 

uncertainty over the effects of trade policy and higher interest rates 

are factors that are holding back more new lending activity. 

Across the yield curve, interest rates have increased approximately 

100 basis points since September 2017. In September 2018, Fed 

Chairman Powell said that the American Economy was experiencing 

“a particularly bright moment” when he announced the latest rate 

increase and signaled that these periodic increases would continue. 

Even with the recent upward shift in the yield curve, we are in a low 

interest rate environment with low business borrowing costs. Low 

interest rates coupled with borrower friendly terms makes this a 

borrower’s market. Credit worthy companies now have an 

opportunity to structure loans with favorable terms and are well-

received in the lending market.  

 

Total U.S. Middle Market Loan Issuance 

 New bank loan issuance for middle-market companies continues 

to be anemic during the first eight months of 2018. Continued 

competition from non-bank lenders has contributed to an erosion 

in bank lending market volume. According to the Board of 

Governors of the Federal Reserve System, July 2018 Senior Loan 

Officer Opinion Survey, “almost all domestic banks that 

reportedly eased standards or terms on C&I loans over the past 

three months cited increased competition from other lenders as 

a reason for easing. In addition, a significant percentage of banks 

mentioned a more favorable or less uncertain economic outlook, 

increased tolerance for risk, and increased liquidity in the 

secondary market for these loans as important reasons for 

easing.” 

 The Fed has increased rates eight times since it began its 

normalization tightening cycle in December 2015. The overnight 

funds rate target range is currently at 2.00% to 2.25%. 

Expectations remain for one additional increase in 2018.  

 Bank lenders continue to focus on relationship banking, 

corporate borrowers’ lines of credit and areas where they have a 

competitive advantage like operating business needs, including 

payroll and checking accounts. Due to regulatory scrutiny, banks 



continue to be selective in making new loans and are very 

selective in new leveraged transactions.  

 The non-bank BDC (“Business Development Company”) lenders 

are a factor in middle-market lending, particularly with PE fund 

deals and with the larger more structured loans. BDCs will 

continue to have a positive impact on middle-market lending.  

Interest Rate Environment 

 The short end of the yield curve (Prime and 1-month LIBOR) are 

about 100 basis points higher in year-over-year comparisons 

reflecting the four additional 25 basis point Fed rate hikes 

orchestrated since September 2017. In addition to the three 25 

basis point increases made in March, June and September of 

2018, there is an almost certain expectation of one additional 25 

basis point increase before the end of 2018. The tight labor 

market, tariff issues and emerging inflation concerns could affect 

the Fed’s future interest rate decisions.  

 The slope of the yield curve continues to flatten. This flattening 

yield curve is a source of concern for analysts especially when the 

long end of the yield curve inverts (long rates move below short 

rates) which is considered a predictor of a future recession. At 

September 2017, the spread between the two and the ten year 

treasuries was about 86 basis points whereas at September 2018 

this spread was 24 basis points (widening to 30 basis points in 

mid-October 2018). The yield curve is still positively sloping but 

should be watched closely in the future.  

 The Trump Administration’s success in lowering corporate taxes 

and reducing regulation is leading to improved market 

psychology and an increase in the demand for labor. The 

unemployment rate recently hit 3.7% reflecting a 48-year record 

low and a tight labor market. There is evidence that there are 

now more job openings than there are unemployed workers in 

the U.S. An imbalance in geography and skills will make additional 

reductions in the unemployment rate increasingly difficult.  

Middle Market Debt Multiples 

 Deal market debt leverage has remained above 4.0x in 2018 with 

the senior bank component of the total leverage declining slightly 

to 3.3x in 2Q18. Improving economic conditions and more 

aggressive lender behavior, particularly on larger transactions are 

providing support to deal market participants who want to 

leverage their deals with more debt.  

 Mezzanine capital still plays an important role in a leveraged 

capital structure. Over the last few years, mezzanine debt has 

represented a little less than 1.0x EBITDA which has remained 

consistent.  

 The use of debt leverage helps sustain high middle-market M&A 

valuations. If interest rates rise significantly, the use of senior 

debt may decline somewhat putting downward pressure on M&A 

valuations.  

 Bank lenders continue to maintain credit discipline largely to 

satisfy their regulators. The regulators limit the amount of HLT 

(“Highly Leveraged Transactions”) exposure that a bank can hold. 

Bank provided senior credit facilities remain at the relatively 

conservative 3.0x EBITDA senior debt ratio, so the slight increase 

in the use of senior debt over the past few years is likely due to 

more aggressive, unregulated BDC lenders.  



About Prairie Capital Advisors 

Prairie offers investment banking, ESOP advisory and valuation services to support the growth and ownership transition strategies of middle-market companies. Headquartered in 

Oakbrook Terrace, Illinois, the company is a leading advisor to closely-held companies nationwide.  

Securities transactions are effected and offered through Prairie Capital Markets, LLC (“Prairie”), member FINRA/SIPC. PRAIRIE and Prairie Capital Advisors are service marks 

registered with the U.S. Patent & Trademark Office. This document is a result of Prairie Capital Market, LLC and is for informational purposes only. It is not intended as an offer or 

solicitation with respect to the sale or purchase of a security. The opinions expressed are the views of the writer and do not reflect the views and opinions of Prairie. Prairie shall 

not be liable for damages resulting from the use of or reliance upon the information presented herein. 

About Brian Tooley Racing, Inc. 

Brian Tooley Racing, Inc. is an online auto parts retailer providing top quality performance parts. The company 

sells to a wide cross section of customers both domestically and worldwide. The company was established by 

Brian Tooley in 2012 in response to specific customers’ demands that were going unfulfilled in the marketplace. 

Brian Tooley Racing has sold common stock to the Brian Tooley Racing, Inc. Employee Stock Ownership Plan. 


